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Foreword

This report is jointly produced by the African Devel-
opment Bank (AfDB) and the African Union (AU). It
analyzes the status of Africa’s considerable oil and gas
resources and highlights—with an African focus but a
global perspective—the challenges and constraints fac-
ing the continent in the exploitation and utilization
of these resources. The report has a dual perspective:
(1) The resources can be used strategically to accelerate
growth in both net oil-exporting and net oil-importing
African countries; and (2) A framework for a coherent
future vision will help African governments and oil and
gas industry operators in their decision-making. The
report provides updated and highly valuable data and
analysis. It analyzes the roles of the AfDB and the AU,
considering their different but complementary mandates
geared towards the development of the continent. The
report includes recommendations on future directions
and options for maximizing the benefits of Africa’s oil
and gas resources.
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Foreword

The key challenge for harnessing oil and gas resources
is making the right strategic choices and synchronizing
their implementation in a context that supports fis-
cal prudence and minimizes macroeconomic distortions.
This should be backed by adequate institutional capacity
and national and local level participation in oil and gas
revenue management. Given that oil is a non-renewable
resource, it is vital to reduce corruption, promote inter-
generational equity, and negotiate more beneficial and
transparent contracts with oil companies.

Regional cooperation is an important element in
addressing the development challenges resulting from
changes in international oil markets. Such cooperation
can cover many areas, for example, infrastructure devel-
opment, but efforts to channel oil revenues so that they
can be used to meet the continent’s development needs
are particularly important. Consequently, this report also
outlines prospects for establishing an African Petroleum
Fund.

The African Development Bank, in cooperation with
the African Union and other partners, will scale up its
efforts and continue to work with African governments
to design and implement strategies for optimal utiliza-
tion of oil and gas resources to accelerate growth and
development in the continent. In particular, the Bank is
committed to helping countries use oil and gas resources
to improve the lives of the poor through increased
investment in health, agriculture, education, physical
infrastructure, and other non-oil sectors.

Vi
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Foreword

Through better management and allocation of oil and
gas revenues, countries can promote economic diversi-
fication and thus build the basis for higher and stable
growth. This report provides valuable input toward this
goal.

Louis Kasekende

Chief Economist

African Development Bank

i osbs-4

Elham M. A. Ibrahim

Commissioner for Infrastructure
and Energy, African Union
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Executive Summary

Africa has considerable oil and gas resources that can
help accelerate growth on the continent if used strate-
gically. Although new resources are discovered progres-
sively, they are not equally distributed; indeed, 38 out
of 53 African countries are currently net oil importers.
High and volatile oil prices are thus a challenge for all
of Africa; they represent an opportunity to be pursued
for exporting countries and an obstacle to be tackled for
importing countries.

The broad objective of this report is to shed light on
key issues related to the social, environmental, and eco-
nomic impacts of high and volatile oil and gas prices.
This includes a discussion of Africa’s oil and gas status
and its major challenges and opportunities in the energy
sector.

Global Perspective and Status of Oil and Gas
Resources in Africa

Energy is an indispensable input for economic growth
and social development. Two-thirds of global energy

XXV
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Executive Summary

requirements are met with oil and gas supplies.
Conventional wisdom holds that energy consumption
per capita is strongly correlated with the level of
economic and social progress. Remarkably, the three
non-renewable fossil fuels, oil, natural gas, and coal,
constitute almost 90 percent of commercial energy con-
sumed globally.

The regional composition of global energy consump-
tion reveals a wide disparity in global use and access
to commercial energy. Although Africa has about 15
percent of the world’s population, it consumes only 3
percent of global commercial energy. The paradox is that
Africa’s share in global energy production is about 12
percent, and trending upwards.

The evolution of world energy markets in the post-
1970 period has been dramatic and its impact on the
world economy and politics profound. This is illustrated
by the worldwide economic ripple effects caused by
price volatility and occasional spectacular spikes in the
prices of the dominant global energy resources—oil and
gas. World oil prices have trended ever higher since
2000, and natural gas prices have tracked along. Some
of the reasons for the rise in oil prices include rising
demand in emerging economies, especially in China
and India, declining spare capacity in major producing
countries, peaking of production in several important
oil-producing areas, and lack of expansion in refinery
capacity.

Driven by continued high demand in the Western
world, coupled with significant and accelerating new

XXVi
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Executive Summary

demand from emerging economies, such as China, India,
and Brazil, global energy consumption is expected to
grow by more than 50 percent in the first quarter of
this century. Oil and natural gas are expected to be
in particularly high demand by 2025, with global oil
consumption (demand) projected to rise by 57 percent.
It is very unlikely, even taking into account the mas-
sive investments in the energy sector around the world,
that the oil and gas industry will be able to produce
and deliver sufficient energy to meet global demand.
By some projections, the “peak oil” production has
already been reached, or will be reached in a few years.
The ensuing shortages, coupled with concomitant rising
energy prices, will place significant pressure on net oil-
importing societies in Africa if not addressed strategically
and aggressively.

Africa is endowed with vast quantities of both fossil
and renewable energy resources. Furthermore, it is the
main continent in the world with frequent and substan-
tial new findings of oil and gas: In the past 20 years,
oil reserves in Africa grew by over 25 percent, while gas
grew by over 100 percent. Africa’s rich oil fields and
the prospects for more discoveries have transformed it
into an important player and a key “target” in global
oil production and resource extraction. Oil production
in the continent is expected to continue to rise at an
average rate of 6 percent per year for the foreseeable
future. The majority of oil reserves (and production) in
Africa comes from Libya, Nigeria, Algeria, Angola, and
Sudan, which together produce more than 90 percent

XXVil
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Executive Summary

of the continent’s reserves. Proved natural gas reserves
in Africa are mainly concentrated in four countries—
Algeria, Egypt, Libya, and Nigeria—which possess 91.5
percent of the continent’s proved reserves. In particular,
Nigeria’s undeveloped natural gas reserves are a logical
target of the international giants in the sector. Further-
more, large deposits of natural gas have been identified
in Tanzania; significant oil deposits found in Albertine
Graben in Uganda and in the western part of Ghana (off-
shore); and there are potential significant oil discoveries
in South Africa, Mozambique, and Tanzania.

Considering the current uncertainties about energy
supply, the key drivers of future demand, the policies of
consumer countries (especially with respect to nuclear
and other alternatives to oil and gas), and expected
future global economic growth and technology develop-
ment, there is need to clearly establish Africa’s position
and develop strategies for future supply adequacy. The
energy crisis due to high oil prices, the environmen-
tal impacts of oil production, and the growing concern
about the viability of oil-based fuels and products are
leading to initiatives to find and develop alternative
energy sources.

Maximizing the Benefits from Oil and
Gas Resources

A key concern regarding the governance of oil and gas
resources is that the governments of African oil- and

XXViii
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Executive Summary

gas-producing countries receive an inadequate share of
the large rents from production. This may stem from
a number of reasons, including contracts and regimes
that are not designed to extract maximum rents; and
oil and gas policies that are designed primarily to pro-
mote and attract investments and have not evolved with
changing global dynamics and national interests. The
sustainable development of oil and gas resources requires
policies, principles, and practices that support the uti-
lization of resources in a manner that does not prevent
future generations from benefiting from the resources.
A great challenge, particularly for oil-producing African
countries, is to ensure sufficient, reliable, and environ-
mentally responsible supplies of oil, at prices that reflect
market fundamentals. To achieve this important goal,
several challenges have to be addressed, including high
and volatile oil prices; growing external and internal
demand for oil; increasing import dependence of many
African countries; and, most importantly, sustainable
management of the continent’s oil and gas resources
for the benefit of all. The regional nature of these chal-
lenges and the growing interdependence between net
importing and net exporting African countries require
a strengthened partnership among all stakeholders to
enhance regional energy security.

The sustainable management of oil and gas also
faces the challenge that large natural resource revenues
tend to replace more stable and sustainable revenue
streams, exacerbating existing problems related to devel-
opment, transparency, and accountability. This tends to

XXiX
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Executive Summary

free natural resource-exporting governments from the
types of citizen demands for fiscal transparency, and
accountability that arise when people pay taxes directly
to the government. Thus, natural resource export earn-
ings actually sever important links between the peo-
ple and their governments—Ilinks that are related to
popular interests and control mechanisms. Governance
indicators such as government effectiveness, voice and
accountability, political instability and violence, the rule
of law, regulatory quality, and control of corruption
are correspondingly markedly weaker in oil-rich African
countries.

Despite the challenges and issues involved, an oil and
gas resource boom can, under the right circumstances, be
an important catalyst for growth and development. The
often-referred-to “natural resource curse” can be avoided
with the right institutions and policies. Several coun-
tries in Africa have demonstrated this and there is some
reason for cautious optimism that more countries have
learned hard lessons from past resource booms, and, in
future, will pursue strategies and policies that will allow
them to fully reap the benefits of their natural resource
wealth.

Impact of Rising Oil Prices

The AfDB has developed a new open-economy macro-
economic model to quantify the impact of high oil prices

XXX
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on oil-importing and oil-exporting African economies.
The results of the model estimations suggest that high
oil prices can have very harmful effects on the economies
of African oil-importing countries, especially those that
are heavily debt-burdened. The rising oil prices will lead
to a decrease in output and consumption, and to a
worsening of the net foreign asset position. For median
oil-importing countries, the five-year cumulative output
loss resulting from a doubling in the price of oil can
be as large as 23 percent under a fixed exchange rate
regime. However, this recessionary effect can be cush-
ioned through government intervention in the form of
limited pass-through of the oil price increase or through
foreign aid.

Coping with high oil prices calls for a set of measures
to maximize the positive impacts and mitigate the neg-
ative ones. Specific measures (approaches) that govern-
ments can implement include:

« Price-based policies (comprising full passing on of oil
price increases and granting of targeted subsidies to
some vulnerable end-users);

e Policies to reduce the supply costs (hedging,
economies of scale, security of stocks);

o Implementing quantity-based policies (reduce
demand, increase supply); and

« Achieving diversification into non-petroleum sources
of energy (from oil to natural gas; and more generally
from fossil fuels to renewable power sources).

XXXI
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Coping mechanisms depend on the government to
formulate policies that can work sustainably for pro-
social development and secure stability, for instance, by
applying cross-subsidies to specific vulnerable groups.
Coping policy mechanisms can also include manage-
ment of inventories, that is, securing an adequate strate-
gic reserve as a defensive stockpile.

Challenges, Opportunities, and Policy Issues

Oil and gas resources are a principal source of public
revenues and national wealth for the governments of
net oil-exporting countries. As a major source of wealth
and energy in Africa, oil and gas resources are critical
for growth, development, and good governance. They
also pose major management challenges for African gov-
ernments. The issues go beyond technical management
of oil and gas resources and collection of revenues.
Resource control, governance, transparency in the uti-
lization of resource wealth for development, preserving
and optimizing the resource base, environmental protec-
tion, and securing equitable and intergenerational long-
term benefits (especially poverty reduction) are among
the many critical ingredients that should be embedded
in any coherent strategy aimed at harnessing oil and
gas resource wealth. In other words, achieving sustained
growth from oil and gas resources entails managing and
enhancing the status of a complex portfolio of natural,
human, and social capital.

XXXii
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Recommendations

The recommendations arising out of the analysis and
discussion in this report cover the continental, regional,
and country levels, distinguishing between oil importers
and exporters.

Continental Level

At this level, it is important for continental bodies,
mainly the AU and the AfDB, to become more engaged
in helping African countries manage their oil and gas
resources. It is likewise very important that these conti-
nental bodies, together with other international donors
and stakeholders, provide technical and financial assis-
tance to help new oil and gas producers negotiate fair
and pro-development contracts where environmental,
social, and revenue distribution are an integral part of
the management of oil and gas.

Regional Level

The regional economic blocs can likewise play a key sup-
porting and coordinating role and can be instrumental
in advancing the following initiatives:

1. Promote regional integration in oil and gas
exploitation.

2. Build regional infrastructure (such as oil and gas
pipelines) for sustainable exploitation of oil and gas.

XXXiii
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3. Promote regional economies of scale in the sector,
focusing especially on downstream industries (such
as refineries).

4. Encouraging countries to adhere to principles of
good governance and transparency initiatives for
revenue management.

5. Promote regional sharing of experiences.

6. Promote intra-regional trade in the oil and gas
sector.

7. Support and promote the African Petroleum Fund.

8. Establish regional mechanisms for sharing experi-
ences on oil and gas issues, especially those related
to contract negotiations and technology transfer.

9. Encourage the sharing of regional expertise in the
sector.

Country Level: Net Oil-Producing Countries

To maximize benefits from oil resources, net oil-
exporting countries should

1. Promote knowledge of verified and potential oil
and gas resources (such as geological data and
resource estimation), for example, establish oil and
gas information database.

2. Manage oil and gas resources sustainably and pro-
mote high standards of environmental protection,
including rehabilitation.

XXXiV
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3. Secure optimal rents (royalties, taxes, shares, and
other revenues) based on sound, fair negotiations
(including through auctions) and “best practices”
for contracts.

4. Promote good governance, accountability, and
transparency in oil and gas revenue management.
This also entails engaging in initiatives that can
reduce corruption, such as the EITI and APRM,
notably through more civil society involvement.

5. Promote revenue distribution that reaches the
local and poor people in the oil fields; make
revenue shares public to avoid speculations; and
pursue pro-poor policies (equitable distribution of
benefits).

6. Engage in social policies that promote harmony
and well-being in the communities affected by oil
and gas production.

7. Promote economic diversification to reduce com-
modity dependence (investment in the future).

8. Promote appropriate policies, notably fiscal
regimes, which prevent market distortions—for
example, the “Dutch disease.”

9. Strengthen human, technical, and institutional
capacity.
10. Design adequate investment policies to attract

investors, but also to protect the resources and the
interests of the country in the long term.

XXXV
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11. Establish mechanisms to save the excess income
for future generations (intergenerational benefits),
for example, by establishing sovereign wealth
funds or other savings and investment funds.

12. Seek advice from regional and continental stake-
holders and supporters (such as the AfDB and the
AU) whenever relevant.

13. Support regional and continental initiatives that
seek economic, social, and political improvements
of oil, gas and energy-related initiatives, notably
the African Petroleum Fund initiative.

14. Support regional infrastructure for the sustainable
exploitation of oil and gas.

15. Support regional economies of scale in the down-
stream sub-sector.

16. Support intra-regional trade of oil and gas.

17. Share countries’ experiences with regional and
continental stakeholders.

Country Level: Net Oil-Importing Countries

To minimize the impact of high oil prices on their
economies, net oil-importing countries should

1. Identifty and recognize the direct and indirect
impacts of high oil prices.

2. Develop and use alternative fuel sources such as bio-
diesel.

XXXVi
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3. Find adequate mechanisms for mitigating/
smoothening the effects of high oil prices.

4. Support the African Petroleum Fund, and, when it
is fully established, subscribe and contribute to its
operation.

5. Identify potential downstream industries where
each country has a competitive advantage (for
example, a refinery in an accessible location).

Finally, the report concludes that sustainable develop-
ment is about a better world for all citizens, underpinned
by advances in skills, knowledge, capability, and choice.
Oil and gas wealth must be used to achieve higher
income per capita, better education, better health, higher
life expectancy, full employment, and social stability.
The AfDB and the AU have complementary strategic
roles to play in pursuing and supporting Africa’s energy
and development future.

XXXVii
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Introduction

Africa has considerable oil and gas resources that can
help accelerate growth on the continent if used strate-
gically. Although new resources are discovered progres-
sively, they are not equally distributed; indeed, 38 African
countries are currently net oil importers. High and
volatile oil prices are thus a challenge for all of Africa;
they represent an opportunity to be pursued for export-
ing countries and an obstacle to be tackled for importing
countries.

The broad objective of this report is to shed light
on the key issues related to the social, environmental,
and economic impacts of high and volatile oil and gas
prices. This includes a discussion of Africa’s oil and gas
status, from a worldwide perspective, and the conti-
nent’s major challenges and opportunities in the energy
sector.
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1.1 Renewed Focus on Oil and Gas

For many, the twenty-first century is the “hydrocarbon
century” as the dynamics of global energy markets have
become distinctly marked by sharp increases in global
demand and severe supply shocks that are hitting global
economies. These trends are causes of concern as they
atfect economic performance, especially in oil-importing
African countries.

Key reasons for the renewed attention on global oil
shocks relate primarily to their impact on macroeco-
nomic variables, notably inflation, the exchange rate,
current account and fiscal balances. The effect of oil
price shocks is more pronounced in developing net oil-
importing countries, 38 of which are located in Africa
(African Development Bank, 2008). These countries have
been more severely hit than developed countries, partly
because they are more dependent on imported oil, but
mostly because energy use is far less efficient in these
countries than in developed countries. In this context,
the International Energy Agency (IEA) estimates that
“...on average oil-importing developing countries use
more than twice as much oil to produce a unit of eco-
nomic output as do the OECD countries” (IEA, 2004).
This high dependency on energy inputs, coupled with
low efficiency in energy use, takes a toll on develop-
ing economies. Oil price shocks in net oil-importing
countries are transmitted through a number of main
channels:
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First, the supply-side effect creates immediate economic
distortions that hit oil-intensive production sectors. The
supply-side effect refers to the reduced availability of a key
production input (oil) when oil prices rise. Because the cost of
other production inputs, notably labor, do not fall, the overall
per unit cost of production rises, leading to reduced output lev-
els. Since output prices do not necessarily rise with increasing
oil prices, the profit margins of oil-intensive production sectors
plummet and may have an overall negative effect on the macro
economy.

Second, it is a well-established fact that a rise in oil prices leads
to deterioration in the terms of trade of net oil-importing
countries, and, subsequently, to a fall in the purchasing
power of firms and households in net oil-importing coun-
tries (Dohner, 1981). This is essentially a transfer of wealth
from net oil-importing to net oil-exporting countries. How-
ever, some argue that the effect of high oil prices can also
be indirect, which works through the economies’ trading
partners. Increased trade between net oil-importers and net
oil-exporters, where oil windfall is used to import more man-
ufactured products from net oil-importing countries, may
have a positive effect on the economies of net oil-importers
(Abeysinghe, 2001). Therefore, the net effect of oil shocks on
net oil-importing economies depends on how net-exporting
countries decide to spend extra windfall purchasing power, and
their trade preferences. Since most net oil-importing African
economies are not well diversified or industrialized, their effec-
tive supply response capacities are limited, even if net oil-
exporters choose to spend their windfalls on importing goods
and services from them.
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Third, increasing oil prices may lead to increased money
demand in net oil-importing countries (Mork, 1994), and
failure to meet this demand through increased money sup-
ply leads to higher interest rates. This has negative effects
on consumption and investment, leading to lower growth.
Consumption is affected through its positive relation to dis-
posable income, and investment through increasing firm
costs.

Finally, if oil price increases prevail over a long period, they
may lead to a change in the production structure in favor of
non-oil intensive sectors, which may lead to other distortions.
The resulting reallocation of labor and capital across sectors in
response to oil price increases can affect the unemployment
situation in the long term (Loungani, 1986).

Overall, therefore, net oil-importing African countries
remain vulnerable to energy price shocks, particularly
non-export-oriented economies. Since economic diversi-
fication is still low in most African economies, energy
shocks have the potential to continue taking a toll
on the continent’s economies. Given that the conti-
nent’s energy use efficiency is among the lowest in
the world—precisely at a time when energy prices are
skyrocketing—and given the unique opportunity offered
by discoveries of oil and gas fields on the continent, an
explorative study of the oil and gas situation in Africa
is timely, especially in the face of emerging evidence
of the impact of the high level and volatility of oil
prices.
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1.2 Recent Developments

The price of crude oil rose from less than US$40.00 per
barrel in 2004 to a high of US$70.85 per barrel in August
2005. Crude oil prices continued to rise, trading at about
US$80.00 per barrel in 2006, and reaching a record of
just over US$147.00 per barrel in July 2008. However,
following the global financial crisis and the collapse of
a number of banks and loss of jobs, demand for oil
fell, leading to a drastic fall in the price of oil. By early
November 2008, oil prices had plummeted to less than
US$62.00 per barrel, settling at about US$42.00 per barrel
by the end of February 2009. The causal factors of the
earlier observed increase in oil and gas prices are many
and vary widely from a market perspective. The main
drivers of the high oil price can be summarized around
basic demand and supply relationships.

On the demand side, the principal factor is the large
and growing energy demand from especially China,
India, and other emerging economies—driven by their
rapid growth. Because most of the increased demand
in global energy markets is a derived demand of these
countries, and given the huge scope that exists for
these economies to continue growing, there is a cau-
tious expectation that energy prices will rise again in the
medium term.

On the supply side, there has been a recorded sharp
decline in the spare oil production capacity of OPEC,
against a backdrop of noticeable decline in upstream
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investment by multinational oil companies, coupled
with the prevailing crisis in the Middle East, a region
that enjoys the world’s largest oil and gas production
capacity. With the current OPEC stance of not raising
production levels, it is only reasonable to expect that the
energy crisis will persist and that oil prices will rise again
in the future.

In the short term, therefore, high energy prices
will continue to hit net oil importers, which com-
prise about 71 percent of African countries. In partic-
ular, high oil prices are making it harder for African
oil-exporting countries to meet critical development
challenges, chiefly the Millennium Development Goals
(MDGs). For instance, while such approaches as the
Highly Indebted Poor Countries (HIPC) Initiative and
the Multilateral Debt Relief Initiative (MDRI) have eased
the debt burden on low-income African countries, the
gains have been undermined by the oil crisis. In par-
ticular, net oil-importing HIPCs face difficulties as debt
relief resources are diverted towards cushioning oil
shocks.

A recent study by the African Development Bank
(AfDB, 2008) concluded that “... the increase in the
annual cost of oil between 2002 and 2006 is more than
twice the projected savings from the debt relief initia-
tives” for low-income African countries. Thus, much
of the gains from debt relief over the last decade are
quickly being eroded or diverted to adjusting to oil price
increases. This in turn has slowed down progress in deliv-
ering service in the social sectors as required by the debt
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relief initiatives, ultimately delaying progress in meeting
the MDGs.

1.3 Africa’s Oil and Gas Resources

Africa is well endowed with minerals, including fossil
fuels and gas resources. However, knowledge about the
quantities of these resources is limited and a comprehen-
sive, country-based assessment still remains a challenge.
New discoveries of oil and gas resources on the conti-
nent continue to emerge and present unique economic
opportunities. However, the exploration and exploita-
tion of these resources are yet to benefit the populations.
Nigeria, for instance, has been exploiting oil resources
for the last 50 years and is now the world’s fourth
largest oil exporter. Yet, its human and physical capital
development is assessed to be 400 percent lower than
it would have been if the oil revenues had flown into
public funds, and if such funds had been utilized in the
public interest to generate economic opportunities for
all (African Development Report, 2007: 108-11). Issues
of concern include technical limitations, inefficient con-
tract negotiations, inadequate auctioning of extraction
rights, inefficient taxation, and, most importantly, poor
public expenditure prioritization and (lack of) trans-
parency in the use of revenues.

The continent’s poor management of its natural
resources has been a recurring theme in recent debates
and need not be repeated in detail here. While there is
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ample evidence of countries that have managed their
natural resources (gold and diamonds, for example) in
ways that have benefited their populations (Botswana,
Namibia, South Africa), the continent has yet to see
success stories in the case of oil and gas. However, with
the ever-increasing discoveries of new oil and gas (for
example, in Ghana, Tanzania, Mozambique and Uganda)
and prospected fields in many countries (Sierra Leone,
Mali, Kenya), the oil and gas sector still offers a unique
opportunity that can be harnessed. It is critical for the
continent to learn from the failures of the past in design-
ing strategies that fully maximize the benefits of the new
oil and gas discoveries.

It is equally important to explore ways to enhance
regional energy security. In this context, an assessment
of the oil and gas situation on the continent—the objec-
tive of this study—is a significant step towards harness-
ing the gains from oil and gas resources and achieving
regional energy security.

1.4 Objectives of the Report

It is against this background that the African Develop-
ment Bank (AfDB) and the African Union (AU) under-
took joint studies on the Impact of High Oil Prices on
African Economies—concluded in 2007—and an Analysis
of the Oil and Gas Situation in Africa, whose findings are
presented in this report. The findings of both studies
will serve as technical inputs into the establishment of
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the proposed African Petroleum Fund (APF),! which is
jointly developed by the AfDB and the AU. The idea of
the APF first emerged from the Sixth General Assem-
bly of the African Union (AU), held in Khartoum on
January 24 2006, where the AU Commission was directed
to convene a meeting of experts to consider a proposal
for the establishment of an African Petroleum Fund (APF)
within the African Union, to mitigate the effects of oil
price increases on African countries.

The broad objective of the report is to shed light on key
issues related to the social, environmental, and economic
impacts of high and volatile oil and gas prices. This will
be achieved by analyzing the oil and gas situation in
Africa and examining the continent’s major challenges
and opportunities in the energy sector. The report seeks
to achieve the following specific objectives:

o Undertake a comprehensive review and analysis of
the oil and gas situation in Africa;

» Analyze Africa’s most recent oil and gas performance
and highlight the specific challenges and constraints

1 The purpose of the envisaged African Petroleum Fund (APF) is to assist
low-income, net oil-importing African countries severely affected by oil
price increases. The goal is therefore to mitigate the balance of payments
effects from the increase in oil prices on poor African countries dependent
on oil imports. The specific objective of the APF is to smooth out domestic
(African) price fluctuations in oil and petroleum derivative fuels caused by
unpredictable changes in international market dynamics. The immediate
expected result is reduction in the effects of unforeseen natural and geopo-
litical factors that drive international oil prices. In a wider perspective, the
APF also aims to become a platform for the regional integration of African
countries by promoting intra-regional import and export of oil products
and by becoming a discussion forum for mitigating the impacts of high oil
prices.
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facing African countries in the exploitation and uti-
lization of these resources;

e Discuss the impacts of rising oil and gas prices in
African countries with limited or no resources (net
importing countries);

o Analyze the unique role that development partners,
including the African Development Bank and the
African Union, can play through coordinated action
to help African countries overcome challenges in the
energy sector; and

e« Make recommendations on future strategic direc-
tions to achieve optimal exploitation and utilization
of the continent’s oil and gas resources in a genera-
tionally equitable manner.

1.5 Scope

The report includes a comprehensive analysis of the oil
and gas sector in Africa—background information that
is pertinent to the implementation of the African Petro-
leum Fund (APF). It draws largely on the two APF-related
studies conducted by the AfDB and the AU. The findings
of these studies have been enriched through extensive
literature review, desk research, and analysis of data from
secondary sources.

Comprehensive analysis of the oil and gas situation
in Africa, specifically, remains limited in the litera-
ture. The few existing regional studies—conducted by

10
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international financial institutions such as the World
Bank and the IMF—categorize North Africa as a sepa-
rate entity from Sub-Saharan Africa. This report uniquely
highlights—through country examples and an African
focus and perspective—the specific challenges and con-
straints facing the continent in the exploitation and
utilization of its oil and gas resources. The report partly
draws on a model that simulates the impact of high oil
prices on African economies—a model developed by the
Research Department of the Bank in a separate study.
The roles of the AfDB and the AU are analyzed, consider-
ing their differing, but complementary, mandates geared
towards the development of the continent. Finally, the
report includes recommendations on future directions
and actions for maximizing the benefits from Africa’s oil
and gas resources.

1.6 Outline

Chapter 1 provides the general background, objectives
and methodology of the report. Chapter 2 presents an
overview of the status of oil and gas in Africa, including
reserves, consumption and trade. Chapter 3 analyzes
how the continent has used its rich oil and gas resources
historically, and how it can maximize the benefits from
these resources going forward. Chapter 4 discusses the
impact of high oil prices on African economies, anchor-
ing the analysis on a model developed by the AfDB.
It also explores relevant recommendations and coping

11
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mechanisms to deal with high and volatile oil and gas
prices from both the perspective of net oil-exporting
and net oil-importing countries. Chapter 5 discusses the
main challenges stemming from the “resource curse”
and opportunities for translating and converting the
natural resource wealth into tangible benefits and eco-
nomic growth. It further examines and highlights gover-
nance as the basic element of an enabling environment
for transforming natural resources into shared growth.
Chapter 6 wraps up the report with recommendations;
it discusses the main lessons learned and the role of
development partners, including the AfDB and the AU,
in achieving sustainable growth and energy security in
Africa.

12
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Oil and Gas in Africa

Africa has historically been referred to as a continent
with rich natural resources but with high levels of
poverty. Indeed, Africa is considered to be well-endowed
with minerals, including fossil fuels, although the exact
economic potential of these resources is not known.
New discoveries of oil and gas in Africa—in locations
never before thought to hold such resources in signifi-
cant amounts—prove that the continent is still “virgin”
in many aspects regarding exploration and exploitation
of oil and gas resources.

2.1 The International Perspective
This chapter briefly reviews major developments in

the oil and gas sector in the context of developments
in global energy markets over the last 40 years. The

13
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discussion focuses on the dynamics of oil and gas mar-
kets over the last ten years, during which Africa has been
playing an increasingly important role.

2.1.1 Evolution of World Energy Markets

The evolution of world energy markets in the post-1970
period has been dramatic and its impact on the world
economy and on politics profound. This is illustrated
by the worldwide economic ripple effects caused by
the volatility and occasional spectacular spikes in the
prices of dominant global energy resources such as oil
and gas. Another major trend with significant impact
has been the fundamental changes in the structure,
conduct, and performance of the oil and gas sector—
including considerable improvements in oil and gas
technology, unprecedented consolidation among multi-
national oil companies, increasing global price trans-
parency implicit in oil trade, new market fundamentals,
and environmental considerations. The transition from
a seller’'s market environment (in the early 1970s), first
controlled and managed by multinational oil compa-
nies and subsequently by major net oil-exporting coun-
tries (OPEC), to a buyer’s market illustrates the pro-
found changes that occurred in the oil industry during
the period spanning the 1970s to the late 1990s. These
issues are further explored in the following section,
which focuses on oil prices and on post-1990 events in
particular.

14
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Figure 2.1: Crude Oil Spot Price between 1989 and 2008
Source: Authors, from IMF Commodity Prices Database, January 2009.

2.1.2 Trends in Prices of Crude Oil and Petroleum Products

Crude oil prices exhibit wide swings in times of
shortage or excess supply. The crude oil price cycle
(Figure 2.1) may extend over several years, even decades,
responding to changes in overall geopolitical develop-
ments and to demand and supply trends. Understanding
and distinguishing among the factors affecting short-
and long-term behavior has been the subject of much
discussion since the 1970s. The stylized facts about
global energy have been widely documented; however,
the scope of this publication does not allow further
elaboration on the debate. This report briefly exam-
ines the recent dynamics in the industry, as highlighted
by price changes and industry structure, conduct, and

15
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performance. It also draws some emerging lessons from
these developments.

The dramatic rise in crude oil prices in 1973-74
marked a new era in the industry. The rise in oil prices
was triggered in part by the supply shortage associ-
ated with the oil embargo imposed on some major oil-
consuming countries—as a result of the Middle East
crisis—and the transfer of oil property rights from multi-
national oil companies to oil-producing countries. It is
worth noting that oil price increases in 1973-74 and
1979-80 signaled the end of the era of inexpensive
energy in general. The nominal price of oil, which was
below $2 per barrel in 1970, rose to over $40 in 1981, to
just over $147 in July 2008 and to about $42 per barrel
in February 2009. Indeed, since the beginning of this
decade, and over the past two years in particular, world
oil and gas prices have risen to new historic heights. Pre-
dictably, the prices of petroleum products have also sky-
rocketed, triggered partly by the development in crude
oil prices.

The prices of natural gas imports, which averaged less
than $2 per thousand cubic feet in the 1990s, jumped
to $4 in 2001, and doubled to an annual average of $8
in 2005. Overall, large increases in gas prices in the past
decade ushered in a new era with considerably higher
energy prices. However, because natural gas does not
have the same political profile as crude oil, its mar-
ket development has been less contentious. Natural gas
prices, like oil prices, have also experienced volatility
since 1990. For example, the price of U.S. natural gas
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imports fell by about 37 percent in September 2008, from
a peak of $11.99 in October 2005.

2.1.3 Market Dynamics: Emerging Trends

The behavior of crude oil prices can be viewed from
two broad perspectives: prior to 1973 and post 1973.
During the first period, prices exhibited long-term sta-
bility. The multinational oil companies in control of the
industry at that time managed market supply of crude
to avoid substantial excess supply that could destabilize
the market. The playing field has changed significantly
since the 1970s. A series of events were fundamental to
the radical changes in market structure. First, oil property
rights were transferred from multinational oil compa-
nies to OPEC oil-producing countries. Second, the oil
price increases of the 1970s, coupled with extremely
high taxes on oil in the major OECD consuming coun-
tries, helped trigger demand and supply responses that
eventually produced the first major market slump in the
1980s. However, increasingly in recent years, the supply
response to increased demand has been weak, inducing
higher price volatility.

In recent years, several factors have led to the current
state of the oil market, which is characterized by volatile
and high prices for crude oil and petroleum products.
These factors include:

« Rise in demand in emerging economies, especially in
China and India;
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e Decline in the spare capacity of major producing
countries and the peaking of production in several
important oil-producing areas (such as the North Sea
and North America);

» Decline in global investment in the industry;
« Lack of expansion in refinery capacity;

o Supply bottlenecks and uncertainties associated with
domestic problems (for example, in Nigeria), and
international politics (Iran, Iraq, Venezuela, and
Russia) that impact supply;

o Supply uncertainties associated with extreme
weather events (such as hurricanes);

o Lack of a dominant actor in the market to manage
excess supply and demand; and

« Commoditization of world oil (for example, through
NYMEX).

In the longer term, there will primarily be three market
drivers: demand from emerging countries (China and
India in particular); production from OPEC countries;
and inventory movement in major consuming countries
(especially the United States). Increasingly, environmen-
tal policy considerations may also shape the future of the
market. Policies aimed at reducing carbon emissions in
the quest to mitigate global warming are likely to impact
the future use of oil.

Meanwhile, price movements—reflecting market
conditions—as well as pure speculation will continue
to have a significant impact on the global economy.

18
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Sustained energy price shocks, as witnessed in recent
years, constitute a major constraint on economic
growth. Since oil and gas are likely to remain the
dominant energy fuels, recent developments in these
markets have far-reaching implications for achieving
universal, affordable, commercial energy access in net
oil-importing developing countries. Undoubtedly, for
the more than two billion poor people living in Africa,
Asia and Latin America, the current oil and gas market
dynamics are likely to make universal and affordable
access to commercial energy more difficult to achieve.
The impact of rising oil prices for Africa is further
analyzed in Chapter 4.

2.1.4 Supply and Demand Outlook

Any analysis of the outlook of oil and gas supply and
demand is fraught with difficulties. Assumptions have to
be made about growth in demand, commodity prices,
reserve base, potential new discoveries, technology evo-
lution, and world politics. The problem is that data on
production and demand from the recent past, as well
as predictions in the short to medium term, are often
inaccurate. These inaccuracies stem from the way the
data is compiled using OPEC production estimates as
well as commercial figures from other countries around
the world. These figures are sometimes slanted for polit-
ical or economic reasons. The uncertainty increases for
predictions of future production demand. In the near
term, companies are constantly revising their production
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targets downwards, and in the longer term, published
supply and demand estimates show a large margin of
error. Recent analysis by ExxonMobil, for instance, indi-
cates that, over the next 10 years, oil and gas demand will
increase by about 2 percent a year, while current fields
in production will deplete at an average of 3 percent
to 5 percent per year. A similar situation exists for gas
production, demand, and supply, although the available
reserves figures are even less certain than those for oil.
A significant amount of gas is still in the “possible”
category.

2.1.5 Global Energy Resource Profile: Oil and
Gas in Perspective

World proven crude oil reserves! at the end of 2006
were estimated at 1,208.2 billion barrels.?2 Global oil
reserves are unequally distributed as the data on regional

1 Conventional crude oil reserves include all crude oil that it is tech-
nically possible to produce from reservoirs through a well bore, using
primary, secondary, improved, enhanced, or tertiary methods. This does
not include liquids extracted from mined solids or gases. Oil reserves are
classified as proven, probable, and possible. Proven reserves are generally
intended to have at least 90% or 95% certainty of containing the amount
specified. Probable reserves have an intended probability of 50%, and pos-
sible reserves an intended probability of 5% or 10%. Current technology
is capable of extracting about 40% of the oil from most wells. In several
major producing countries, the majority of reserves claims have not been
subject to outside audit or examination. Unconventional sources, such as
heavy crude oil, tar sands, and oil shale, are not counted as part of oil
reserves. For further elaboration on reserve categories and terminology,
also see Whateley and Harvey (1994).

2 The analysis in this chapter is based mainly on data from BP Statistical
Review of World Energy (2006 and 2007 volumes).
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composition of proven reserves in Table 2.1 demon-
strates. The Middle East region is the dominant region,
accounting for 61.5 percent of estimated world proven
oil reserves. Europe and Eurasia come in a distant second,
with 12.0 percent; while Africa ranks a close third, with
9.7 percent of global reserves. The geographical distribu-
tion has remained relatively unchanged in the past three
decades. The OECD region, which includes the major oil-
and gas-consuming countries in the world, accounts for
less than 6.6 percent of global reserves. In contrast, OPEC
holds 75.7 percent of global reserves.

From a longer-term perspective, world oil reserves grew
at an annual rate of 1.7 percent between 1980 and 2006.
Reserves growth in Africa was double the global rate, at
3.2 percent; while OPEC reserves grew 1.5 percent.

The upward trend in proven reserves is attributable
to two main factors: rising oil prices and technologi-
cal progress. It is widely recognized that the upward
trend in demand and crude oil prices have provided
a very attractive environment for exploration and for
a subsequent increase in proven and probable oil and
gas reserves. Technological progress has boosted average
recovery rates and also enabled economically attractive
production from what was previously regarded as mar-
ginal and infra-marginal oil fields.

The lopsided distribution of oil wealth has generated
concerns about global access, oil geopolitics, and energy
security. In fact, the concentration of proved reserves
in a few countries has been a contentious factor in the
evolving state of global energy markets in past decades.
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World proven gas reserves in January 2007 were esti-
mated to be 181.46 trillion cubic meters. However,
although the distribution of global gas resources is
unequal, similar to that of crude oil, its regional imbal-
ance is less pronounced. Of the world’s proved reserves,
the Middle East region ranks first with a 40.5 percent
share (Table 2.2); Europe, including gas reserves in Russia
and the former Soviet Republics, follows closely with
35.3 percent; while Africa ranks fourth, with 7.8 percent.

2.1.6 Trends and Patterns of Global Energy Production
and Consumption

To understand recent energy market developments, it is
necessary to examine the long-term trends and patterns
of world primary energy supply and demand. The analy-
sis is based only on commercial and conventional energy
sources due to lack of data.

Table 2.3 shows that world primary energy supply rose
from 288 quadrillion BTU (British Thermal Units) in
1980 to 443 quadrillion BTU in 2004. Primary energy
supply almost doubled in Africa. Table 2.4 presents the
geographical distribution of primary energy production.
It is evident that oil and gas remain the dominant source
of energy worldwide.

The regional composition of global energy consump-
tion reveals a wide disparity in global access to reliable
and adequate commercial energy. Although Africa (Sub-
Saharan Africa and North Africa) accounts for about
15 percent of the world’s population, it consumes only
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Table 2.4: World Primary Energy Production by Fuel Type, 1980-
2004 (% of Total)

Coal Natural Natural Crude Nuclear Hydro Geothermal Total

Gas Gas Oil Power Power and Others
Liquids
1970 29.2 17.2 1.7 45.1 0.4 5.6 0.7 100.0
1980 24.8 19.0 1.8 44.5 2.6 6.2 1.0 100.0
1990 26.0 21.7 2.0 37.0 5.8 6.4 1.1 100.0
2000 23.0 23.0 2.5 36.9 6.5 6.8 1.3 100.0
2004 25.6 23.1 2.6 349 6.2 6.2 1.4 100.0

Data Source: U.S. Department of Energy (2006a).

3 percent of global commercial energy. One can reason-
ably assume that the region’s low consumption and share
of energy reflect its low access to affordable commercial
energy as well as its low level of development and indus-
trialization. In contrast, Africa’s share in global energy
production is about 12 percent and trending upwards
(this paradox is discussed extensively in subsequent sec-
tions of this report).

The global dependence on oil and gas is evident in
Table 2.5. Of the 10.5 billion metric tons of oil equiva-
lent of world energy consumption in 2005, oil remains
the most important source of energy, accounting for 36
percent of total consumption. Coal comes second, with
a 27.8 percent share; and natural gas third, with a 24
percent share. The combined share of oil and gas rep-
resents 60 percent of global energy consumption, illus-
trating the dominance of hydrocarbon fuels in world
energy demand. Remarkably, the three non-renewable
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Table 2.5: Global Dependence on Oil and Gas, 2005 (%)

Oil  Natural Coal Nuclear Hydro Total

Gas Energy  Electric
Africa 409 203 31.7 0.9 6.3 100.0
North America 404 249 219 7.5 5.3 100.0
South and Central 445 223 4.2 0.7 28.3 100.0
America
Europe and Eurasia 323 338 180 9.6 6.3 100.0
Middle East 53.2 443 1.8 — 0.8 100.0
Africa 409 203 31.7 0.9 6.3 100.0
Asia 326 10.7 48.1 3.7 4.9 100.0
World 36.4 235 278 6.0 6.3 100.0
United States 404 244 246 8.0 2.6 100.0
EU 25 40.8 24.7 174 129 4.1 100.0
OECD 41.0 23.0 21.1 9.6 54 100.0

Data Source: BP Statistical Review of World Energy (BP, 2006).

fossil fuels—oil, natural gas, and coal—constitute almost
90 percent of commercial energy consumed worldwide.

2.2 Oil and Gas and the Global Economy

The interrelationship between oil and gas and the eco-
nomic status and development of countries remains a
dominant and persistent theme. A key factor is the fact
that the world economy runs largely on hydrocarbons.
The issue of unequal global access to commercial energy
and the gains of global economic prosperity have also
frequently been highlighted in international discourse.
Energy has traditionally played an important role in
the economy of any nation because it is an indispensable
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input for economic growth and development. Two-
thirds of global energy requirements are met from oil
and gas supplies. Conventional wisdom holds that there
is a strong correlation between energy consumption per
capita and the level of economic and social progress. This
still holds true despite globalization, increasing growth—
in Asia, for example—and energy market developments
in recent decades.

Since economic and social development depend, in
large part, on an adequate supply of energy at affordable
prices, changes in energy prices are bound to affect eco-
nomic growth and development. However, the resilience
of developed and developing countries to the shocks
produced by these changes varies as a function of the
different economic strengths of these countries. Afford-
able access to adequate and reliable energy supply was
a central factor in the achievement of the large produc-
tivity gains that guaranteed sustained economic growth
and led to a significant leap in material prosperity and
widespread improvement in human well-being in the
last century. The data in Table 2.6 supports the hypothe-
sis that there is a strong correlation between energy (and
oil) consumption per capita and the level of economic
and social progress. The data clearly shows that countries
with higher per capita income also consume more energy
per head.

Table 2.7 further reveals the wide disparities in global
access to reliable and adequate commercial energy as well
as in the sharing of the fruits of global economic pros-
perity. Sub-Saharan Africa (SSA), with almost 12 percent
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Table 2.6: Per Capita Energy Consumption and Income for
Selected Countries

Country Per Capita  Per Capita Country Per Capita  Per Capita
Energy Income Energy Income
Consumption 2005 (GNI) Consumption 2005 (GNI)
2004 (BTU) 2004 (BTU)
Norway 424.0 59,590 Egypt 33.1 1,250
United 342.7 43,740 Cameroon 5.2 1,010
States
Japan 177.7 38,980 Congo Rep 4.9 950
United 166.5 37,600 India 14.5 720
Kingdom
France 186.1 34,810 Senegal 5.8 710
Germany 178.3 34,580 Sudan 3.8 640
Hong Kong 159.1 27,670 Nigeria 8.1 560
Singapore 444.6 27,490 Kenya 53 530
Kuwait 470.0 24,040  Zambia 11.1 490
United Arab 925.4 23,770  Ghana 6.6 450
Emirates
Korea, 185.5 15,830 Burkina 1.4 400
South Faso
Saudi 236.5 11,700  Chad 0.3 400
Arabia
Seychelles 147.7 8,290 Mali 1.0 380
Libya 133.0 5,530 Guinea 2.4 370
Mauritius 45.0 5,260 Central 1.4 350
African
Republic
Botswana 32.6 5,180 Tanzania 2.0 340
Gabon 29.4 5,010 Mozambique 7.3 310
South Africa 115.2 4,960 Uganda 1.5 280
Malaysia 107.1 4,960 Niger 1.4 240
Namibia 27.5 2,990 Rwanda 1.5 230
Tunisia 334 2,890 Guinea- 3.8 180
Bissau
Algeria 38.6 2,730 Ethiopia 1.2 160
China 45.9 1,740 Liberia 2.6 130
Morocco 13.8 1,730 Burundi 1.0 100
Angola 12.2 1,350

Data Sources: World Bank Data for Gross National Income (WB, 2006¢); EIA (2006), and U.S.
Department of Energy (2006a).
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Table 2.7: Inequities in Global Income, Oil Consumption, and
Population (% Share)

Region Population Gross National Oil Consumption
Income Per Capita

Sub-Saharan Africa (SSA) 11.5 1.2 3.4

Latin America 8.6 4.5 5.8

Middle East & North Africa 4.7 10.6 7.1

North America 6.7 32.8 29.5

High Income 15.7 78.9 59.2¢

* OECD’s Oil Consumption Share.
Data Sources: World Development Report 2007: Income Data (WB, 2007); and
BP (2006).

of the world’s population in 2005, accounted for only
1.2 percent of world economic output and for 3.4 per-
cent of global oil consumption. In comparison, North
America, with about 7 percent of the world’s population,
accounted for 33 percent of economic output and 30
percent of oil consumption.

2.2.1 Impact of Oil and Gas Prices on the Global Economy

Historically, there has been a strong relationship between
oil and gas prices and global economic growth. Indeed,
economic and other policy responses to changing global
energy market conditions have had a far-reaching impact
on the economies of both developed and developing
countries.

From a microeconomic perspective, changes in the price
of a commodity result in substitution and income effects.
In a normal case, the real income effect reinforces the
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pure substitution effect and yields a negative relation-
ship between the amount purchased and the price of the
product. Higher prices lead to reduced consumption, all
other things being equal.

Analysis of the macroeconomic effects of higher oil
prices has been a recurrent theme since the first major
oil price shock of the 1970s. Historical evidence shows
that oil price increases and volatility have had a sig-
nificant impact on global, regional, and national eco-
nomic performance and outlook. Conventional wisdom,
backed by empirical analysis, suggests that increases in
oil prices tend to exert strong inflationary pressures,
reduce output, slow down economic growth, and exac-
erbate unemployment in net oil-importing countries.
Thus, the rising costs of oil imports caused by both the
exchange rate depreciation and the rising dollar price of
oil are bound to have profound ripple effects throughout
national economies.

Broadly speaking, higher oil prices can impact aggre-
gate economic activity directly or indirectly. The main
channels through which oil prices impact macroeco-
nomic aggregates are well understood (IMF, 2000, 2005).
These channels include the following:

1. Terms of trade effects: These result in the trans-
fer of income from oil-importing countries to oil-
producing countries at the global level and from oil
consumers to oil producers at the domestic level. At
the global level, the net gain to oil-exporting coun-
tries is offset by the net loss to net oil-importing
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countries. The bigger the oil price increase, the
larger the potential macroeconomic effects are likely
to be at the national, regional, and global levels.

2. Input price: This channel works through production
and investment via increasing cost of production
in the economy. The size of this impact of higher
oil prices on the economy depends on oil intensity
of aggregate output. Adding price volatility to the
price shock, the consequences are high cost of pro-
duction, deterrence of irreversible investment, and
ultimate reduction in aggregate economic activity,
or, at best, slowdown in rate of economic growth.

3. Exchange rate pass-through: The invoicing currency
for the oil trade has traditionally been the U.S. dol-
lar. Oil-importing countries are adversely affected by
changes in the value of the U.S. dollar vis-a-vis other
currencies. The exchange rate pass-through effect
exacerbates the input shock effect of oil prices in net
oil-importing developing countries. The magnitude
of the pass-through depends on government policy
and the state of energy market liberalization. The
size of the pass-through also depends on the struc-
ture of the domestic oil market. A more competitive
market structure would minimize the pass-through
relative to monopolistic or oligopolistic cartel-like
control of the market.

4. Oil price pass-through to inflation: Oil price
increases work as a shock to the aggregate
price level, exacerbating inflationary pressure that
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decreases money balances with its macroeconomic
consequences. There could be partial or total pass-
through from higher oil prices to core inflation
depending on the monetary policy stance.

5. Balance of payments impact through higher oil
import costs: This will be more severe if there are no
countervailing and compensating changes in export
revenues through higher volume of exports and
through terms of trade gains.

The magnitude of the macroeconomic impact of higher
oil prices has been the subject of considerable debate in
the literature (Mork, 1989; Hamilton, 1996; and Lee, Ni
and Ratti, 1995). Two basic methodological approaches
have been adopted in quantifying the macroeconomic
impact of higher oil prices. The macro-econometric
approach is the most widely used methodology. From
this approach, substantial empirical evidence shows that
both developed and developing countries have been able
to cope increasingly better with the challenges associated
with oil price increases with each successive decade since
the first major price increase in the 1970s (IMF, 2000).
Nevertheless, economic performance would have been
more robust if oil prices had not risen so sharply.?

3 Two major defects of the conventional macro-econometric approach
are worth noting. The first is its inability to capture the non-linear
and asymmetric relationship between oil price changes and output and
employment. Oil price volatility, as evident in the time series behavior of
oil prices, further complicates the problem of estimating the magnitude
of the macroeconomic impact of higher oil prices. The second defect of
the macro-econometric approach is its inability to capture properly the
distributional effects of higher oil prices. Although this may not be an
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Finally, an important issue is the role of economic
policy—at both the micro and macro levels—in miti-
gating the potential adverse economic impact of higher
oil prices. Two questions come to mind: What can and
should be done to mitigate or even neutralize the impact
of higher oil prices? In other words, what is the optimal
policy mix that would help economies cope with the
high economic and social costs of the external shocks
that accompany oil and gas market price changes? It
is in this context that an African Petroleum Fund was
proposed to assist African countries to deal with oil price
shocks.

2.2.2 Importance of Petroleum Products

The analysis in this section focuses on the magnitude
and importance of petroleum products for society and
for fueling the world economy. There are strong links
between the oil industry and other sectors of the domes-
tic economy.

2.2.2.1 PETROLEUM PRODUCTS SUPPLY CHAIN

The energy supply cycle can be divided into upstream
and downstream elements: the upstream comprises
exploration and production activities; while the down-
stream includes refining and retail activities. In basic
terms, the cycle consists of acquisition of crude oil,
important issue in developed countries, the same cannot be said of low-

income countries, where a majority of the people lives on less than $1 a
day.
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transportation to the refinery, refining, transportation to
storage, management of inventories, and selling of final
products. Specifically, the complex downstream industry
consists of

« Refining: Crude oil ships and refinery terminals

— Refinery storage and local terminal rack
- Refinery products
e Wholesale: Shipping activities

— Marine terminals
— Local and international markets

o Retail: Bulk terminal, retail/wholesale, and industrial
and home usage.

2.2.2.2 IMPORTANT REFINED PRODUCTS

Refineries turn crude oil into liquefied products, aliphatic
chemicals, asphalt paving mixtures, aviation fuels, ben-
zene, butylenes, resid/fuel oil/bunker, cumene, cyclic
aromatic hydrocarbons, diesel fuels, ethylene, gasoline,
heating oils, hydraulic fluids, jet fuels, kerosene, lubri-
cating oils and greases, naphtha, naphthenic acids,
paraffin waxes, petrochemicals, petroleum coke, petro-
leum jelly, petroleum lubricating oils, propane gases,
propylene, solvents, styrene, tar, toluene, and xylene
(EIA, 2008).

Petroleum products, especially motor gasoline, diesel,
and jet fuel, provide virtually all the energy consumed in
the transportation sector. Transportation is the greatest
single use of petroleum, accounting for over 67 percent
of all U.S. petroleum consumed in 200S. The industrial
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sector is the second largest petroleum-consuming sector
and accounts for about 24 percent of all petroleum con-
sumption in the U.S. The residential/commercial and
electric utility sectors account for the remaining 9 per-
cent of petroleum consumption (EIA, 2008).

Distillate fuel oil includes diesel oil, heating oils, and
industrial oils. It is used to power diesel engines in buses,
trucks, trains, automobiles, and other machinery. It is
also used to heat residential and commercial buildings
and to fire industrial and electric utility boilers.

Liquefied petroleum gases (LPGs) rank third in usage
among petroleum products, behind motor gasoline and
distillate fuel oil. LPGs are used as inputs (feedstock) for
petrochemical production processes. This is their major
non-fuel use. LPGs are also used as fuel for domestic
heating and cooking, farming operations, and as an
alternative to gasoline for use in internal combustion
engines. Most jet fuel is a kerosene-based fuel used pri-
marily in commercial airlines. Naphtha jet fuel meets
the specifications required for certain military aircraft.
Kerosene-type jet fuel is sometimes blended into heat-
ing oil and diesel fuel during periods of extreme cold
weather. Although this sector uses relatively little petro-
leum, compared with the transportation and industrial
sectors, the electric utility sector depends on petroleum
for about 3 percent of its total energy requirements.
Residual fuel oil is also used as bunker fuel (fuel for
ships), industrial boiler fuel, and heating fuel in some
commercial buildings. Kerosene is used for residential
and commercial space heating. It is also used in water
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heaters, as a cooking fuel, and in lamps. Petroleum coke
can be used as a relatively low-ash solid fuel for power
plants and industrial use (marketable coke) if its sulfur
content is low enough, or used in non-fuel applications
(catalyst coke), such as in refinery operations (Nage-
ria, 2005).

Non-fuel use of petroleum is small, compared with fuel
use, but it is nevertheless very important from a com-
mercial and economic point of view. Non-fuel uses for
petroleum include various specialized products for use in
the textile, metallurgical, electrical, and other industries.
A partial list of non-fuel uses for petroleum includes
(Nageria, 2005):

« Solvents such as those used in paints, lacquers, and
printing inks;

« Lubricating oils and greases for automobile engines
and other machinery;

o Petroleum (or paraffin) wax used in candy, packag-
ing, candles, matches, and polishes;

e Petrolatum (petroleum jelly) in medical products and
toiletries;

 Asphalt used to pave roads and airfields, to surface
canals and reservoirs, and to make roofing materials
and floor coverings;

o Petroleum coke used as a raw material for many
carbon and graphite products, including furnace
electrodes and liners, and the anodes used in the
production of aluminum; and
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e Petroleum feedstock used as chemical feedstock
derived from petroleum, mainly for the manufac-
ture of chemicals, synthetic rubber, and a variety of
plastics.

Petroleum has been used as feedstock in the produc-
tion of petrochemicals since the 1920s. Petrochemical
teedstocks also include products recovered from natural
gas and refinery gases (ethane, propane, and butane).
Petrochemical feedstocks are converted to basic chemi-
cal building blocks and intermediates, such as ethylene,
propylene, normal and iso-butylenes, butadiene, and
aromatics such as benzene, toluene, and xylene, which
are in turn used to produce plastics, synthetic rubber,
synthetic fibers, drugs, and detergents.

2.2.2.3 INDIRECT IMPORTANCE OF
PETROLEUM PRODUCTS

Petroleum products are very important for governments,
essentially because they are a source of revenue through
tax contributions. Furthermore, both downstream and
upstream industries and associated services employ a sig-
nificant number of people. The oil industry has social
responsibilities with local communities where it helps in
building access, schools, and hospitals. These aspects are
further analyzed in Chapters 3 and 4.

2.2.3 Natural Gas and Biofuels

The use of petroleum products has been the subject of
public outcry because of their environmental impact.
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There is also growing concern about the viability of oil-
based fuels and products—leading to initiatives to find
and develop alternative energy sources.

At present, alternative energy sources—to the oil-based
fuels and products—are quite limited and have until
recently consisted of gasoline blends, ethanol, methanol,
and liquefied gas. Most of these products still rely on
expensive technology, which makes them less compet-
itive when compared to oil products. The alternative
energies are still held back by the extremely large capital
installation costs, which reduces its popularity in today’s
world economy. However, both natural gas and biofuels
in various forms have gained considerable attention and
momentum in recent years.

2.2.3.1 NATURAL GAS

Natural gas can be used in a number of ways: in house-
holds, in industry, and for power generation. It can also
be used in the transport sector, in the form of compressed
natural gas (CNG), as a substitute for gasoline and diesel.
There has been a steady shift towards natural gas as a
clean (that is, cleaner than oil and coal) and relatively
cheap source of power in recent years. However, by
virtue of being a gas, natural gas is more costly to trans-
port and store than liquid or solid fuels. Consequently,
natural gas transportation is more complex and costly
because it requires special vehicles or special pipelines.
To address this problem, economies of scale must be pur-
sued, especially in laying down extensive pipelines and
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distribution systems. A pipeline network is economically
viable especially if there are large consumers (such as
power plants and large industrial operations). The factors
needed for sustainable conversion to CNG include the
existence of a gas distribution pipeline for other natural
gas users, close proximity to the supply, and inter-fuel
taxation policy.

Biofuels are derived from biological (for example, agri-
cultural) sources (Chow, 2007):

i. Cereals, grains, sugar crops and other starches can
be fermented to produce ethanol, which can be
used pure or as a blending component (as ethanol
or after being converted to Ethyl Tertiary Butyl
Ether, ETBE;*

ii. Cellulosic materials, including grasses, trees and
various waste products from crops, wood process-
ing facilities, and municipal solid waste, can also
be converted to alcohols or diesel type fuels;

iii. Oil-seed crops (such as rapeseed, soybean, and sun-
flower) can be converted into methyl esters, which
can be blended with conventional diesel or burnt
as pure biodiesel;

4 ETBE is an oxygenated fuel that can be blended with gasoline to make
it burn more cleanly and thus improve overall air quality. ETBE is produced
by mixing ethanol and isobutylene and reacting them with heat over a
catalyst. The promise of ETBE is that it eliminates many of the historical
impediments to the greater use of ethanol, such as increased volatility of
gasoline and incompatibility with gasoline pipelines. This would allow
ETBE to be used at the refinery level and be economically transported
to areas that previously had not been able to utilize ethanol (Governors’
Ethanol Coalition, 2007).
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iv. Organic waste material can be converted into
energy forms, which can be used as automotive
fuel: waste oil (such as cooking oil) into biodiesel;
animal manure and organic household wastes into
biogas (such as methane); and agricultural and
forestry waste products into ethanol.

Countries such as Argentina, Brazil, Canada, Colombia,
India, Malaysia, Mozambique, the Philippines, Thailand,
and the United States of America have been promoting
and boosting the production and use of biofuels (bio-
diesel from soy bean palm and jatropha; ethanol from
sugar cane and others) and LNG as a coping mechanism
for high oil prices. Most of these countries have adopted
targets for increasing the contribution of biofuels to their
transport fuel supplies. In terms of production costs,
ethanol from sugar cane has historically been the lowest-
cost biofuel. However, recent surges in world sugar prices
have altered the relative economics of biofuels, with bio-
diesel from palm oil emerging as potentially more viable
under certain market conditions (Chow, 2007).

2.3 Africa’s Oil Reserves and Production

2.3.1 Reserves

Reserves are defined as the known and estimated quan-
tity in units of oil or gas that can be produced. The
certainty to which we know the quantities defines the
category of reserves. As outlined in Section 2.1, there
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are proven, probable, and possible reserves. It should
thus be noted that a reserve estimate is dynamic and
can change depending on the current technology level,
economic conditions (for instance, the price of selling oil
versus the costs of extracting it), location, and associated
environmental issues.

The most common notion of “proved reserves”—
declared quantities known to a high level of confidence
in terms of primarily geological data—is used in this
report. However, it is worth noting that even with this
presumably physical and measurable estimation, data
on oil and gas resources from geological resources may
be inaccurate for a number of reasons, including: weak
government capacity to monitor oil companies (which
may not wish to have an accurate data disclosure); geo-
political interests of governments (who may not want
a full disclosure either); or lack of geological survey
data.

Figure 2.2 presents an overview of proved oil reserves
in Africa. The majority of African oil reserves (and pro-
duction) is located in Libya, Nigeria, Algeria, Angola,
and Sudan, which together account for more than 90
percent of the continent’s reserves. There is growing
knowledge about Africa’s proved oil reserves, which rose
from 53.3 billion barrels in 1980 to 117.2 billion barrels
in 2006, a share of 9.7 percent of total world reserves. The
largest reserves are in Libya and Nigeria, which account
for 3.4 and 3.0 percent, respectively, of world reserves
(BP, 2007).
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Figure 2.2: Proved Oil Reserves in Africa (Billion Barrels)

Data Source: Authors, with data from BP Statistical Review of World Energy
(BP, 2007).

Table 2.8 presents an overview of the most important
oilfields and Map 2.1 shows all known major deposits of
oil, gas, and coal resources in Africa.

2.3.2 Production

Africa is an important player in world oil production,
with a total share of 12.1 percent in 2006. The major
producers are Nigeria, followed by Algeria, Libya, Angola,
Egypt, Equatorial Guinea, and Sudan in succession
(Figure 2.3). The four major producers in Africa
(Nigeria, Algeria, Libya, and Angola) together account for

43



978—0—19—L565 78-8 00-ADB-2-Main-drv African Development Bank2 (Typeset by SPi, Chennai) 44 of 233 JLly 29,2009 15:25

Oil and Gas in Africa

Mauttaris \

Y %
p——"

| | T e |
e g
| i T,
B o add
S

L] A

ool
°
.
by s
ms 7 rA = = = pA
Marcaed L]
i’ Oil, Natural Gas and Coal —+

Map 2.1: Oil, Gas, and Coal Reserves in Africa

Source: Council for Geoscience (2007).
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Table 2.8: Major African Qil Fields, 2007

State

Deposit Name

Size of Resource
(Barrels)

Status

Algeria

Algeria

Angola

Chad

Egypt
Gabon
Libya
Libya

Morocco

Nigeria

Nigeria

Tunisia

Hassi Messaoud
North & South

Rhourde El Baguel;
Hassi Berkine
South; ZarzanTine;
and Edj'leh

29 offshore and
onshore blocks

Doba

El Morgan; and July
Oilfield

Emeraude; Loango

Zelten

Waha; Amal; Serir;
Gialo; and Dahra

Meskalia

Usan; Ukot; Aparo;
Agabami; and
Bonga Sw

Jones Creek

El Borma

>300 million

All 4 resources:
160-300 million

Several resources
>160 million
within blocks

160-300 million

160-300 million
>300 million
160-300 million
All resources:
160-300 million
160-300 million

All resources: 160
million

160-300 million

160-300 million

Continuously
producing

Continuously
producing (all)

Some producing

Deposit never
exploited
Continuously
producing

Derelict mine
Continuously
producing (all)
Continuously
producing
Continuously
producing (all)

Continuously
producing

Continuously
producing

Data Source: Council for Geoscience and Mintek (2007).

77 percent of the continent’s production and contribute
9.2 percent to world oil production.

Figure 2.3 illustrates the trend of oil production
in Africa. It is worth noting that Libyan production
dropped sharply from 3,300 barrels per day (bpd) in
1970 to 1,514 bpd in 1975. At the same time, Nigerian
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Figure 2.3: Oil Production in Africa by Country, 1965-2006

Source: Authors, with data from BP Statistical Review of World Energy
(BP, 2007).

production rose from 1,084 bpd in 1970 to 2,256 bpd
in 1974. In 1982, African production fell to its mini-
mum of 4,814 bpd following the world economic reces-
sion. However, in the last decade virtually all producing
African countries have registered a steady increase in
production.

Oil production in Africa started in earnest in the 1960s
and has been increasing gradually ever since, except for
a slowdown in the early 1980s owing to the collapse
in oil prices. Figure 2.4 shows this trend, from 2.2 mil-
lion bpd produced in 1965 to about 10 million bpd in
2006.
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Figure 2.4: Africa’s Average Oil Production per Year (Daily
Production, bpd)

Data Source: BP Statistical Review of World Energy (BP, 2007).

2.3.3 Exploration and Planned Production

Oil exploration activities are generally led by oil com-
panies. It is rare for governments to directly lead these
activities, although nationalized or state-run oil compa-
nies are often involved. Oil exploration efforts in Africa
have been boosted significantly in recent years, as illus-
trated by the rate at which proved reserves are growing
over time. Figure 2.5 presents an overview of cumulative
known reserves in Africa and illustrates the close corre-
lation with the gradual rise in oil prices over the last 10
years. It is worth noting, however, that exploration, as
well as estimates of reserves, increased gradually even in
the 1980s, when oil prices were declining—most likely
illustrating that exploration in Africa was underpinned
by geopolitical and oil supply security motives (mostly
from Western nations, in the early phase, but, increas-
ingly, with emerging countries such as China).
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Figure 2.5: Proved Oil Reserves in Africa, Compared to Oil
Prices (Yearly Average)

Data Source: BP Statistical Review of World Energy (BP, 2007).

Conventional wisdom holds that oil exploration
increases when oil prices rise. This is attributable to the
availability of large profits that companies can chan-
nel to exploration activities. At present, countries such
as Ghana, Kenya, South Africa, Mozambique, Tanzania,
Uganda, and several other African nations are being
explored for hydrocarbonates, offshore and onshore. To
date, large deposits of natural gas have been identified
in Tanzania, and substantial probable oil deposits found
in Albertine Graben (Uganda) and in the western part of
Ghana (offshore). There are also potential significant oil
discoveries in South Africa, Mozambique, and Tanzania.

2.3.4 Main Trends and Expected Upstream and
Downstream Developments

The upstream industry comprises exploration and
production activities, while the downstream industry
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Figure 2.6: Total Oil Consumption and Refinery Capacity in
Africa

Data Source: BP Statistical Review of World Energy (BP, 2006).

includes refining and retail activities. Oil refineries con-
vert crude oil into fuel products, lubricating oils, bitu-
men, chemical feedstocks and other oil products (see
Section 2.2).

The first African refineries were built in Algiers
(CFP/Total) and Durban (Socony/Mobil) in 1954. In the
50 years up to 2004, a total of 48 refineries were built in
Africa. However, the majority of them were established
in the 1970s and 1980s. The only new refineries built
in the last 10 years were Khartoum (Sudan) in 2001 and
MIDOR (Egypt) in 2002. Africa’s historic refinery capacity
is presented in Figure 3.5. The continent’s total active
distillation capacity is about 3 million bpd (15 million
mt/yr), an average of 79,000 bpd per refinery (Figure 2.6).

The major refining centers in Africa are located in
South Africa (4 refineries and 3 synthetic fuel plants),
Nigeria (3 refineries), Egypt (9 refineries), and Algeria
(4 refineries) (Figure 2.7). The largest single refinery is
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Figure 2.7: Refining Centers in Sub-Saharan Africa
Source: African Energy (2008).

the Skikda refinery in Algeria (300 million bpd), whereas
the smallest operating refinery is the Solimar refinery in
Madagascar, with a capacity of 14 million bpd (African
Energy, 2008).

Many African refineries have been forced to close
because of low worldwide refining margins, small local
markets, high operating costs (due to small size), and
poor yields. Following the World Bank/IMF insistence
on market liberalization in the early 1980s, many of
the remaining refineries have faced significant chal-
lenges. Although installed capacity in Africa is higher
than present consumption (Figure 2.6), the continent
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still faces high shortages in refined products that are
balanced by imports. As a consequence of such short-
ages and of the need to maximize economic profit by
placing the refinery close to the source, several initiatives
and plans are underway to install new refineries in such
countries as Nigeria, Sudan, Uganda, and Mozambique,
as outlined in Boxes 2.1 to 2.4.

Box 2.1: THE EXAMPLE OF NIGERIA’'S REFINERY INDUSTRY

There are considerable investment opportunities in Nigeria’s down-
stream oil and gas sector. The government’s focus is on deregulating
the sector by licensing private refineries, eliminating government subsi-
dies to the downstream sector, and privatizing existing ones. Through
such strategic action, domestic capacity is expected to at least meet
demand. The four existing refineries have significantly and consistently
produced below capacity, owing to a host of factors, including poor
management and maintenance.

The deregulation of the downstream oil and gas sector (Petroleum
Refining & Marketing) has been in focus for a number of years. Indeed,
scarcity of petroleum products and gradual deregulation of petroleum
product prices have generated heated controversies in Nigeria. The
government is determined to nurture private-sector participation and
engage local companies in the oil and gas sector—hence the licensing
of private refineries and deregulation of petroleum product prices—to
improve local capacity. In the coming years, consolidation is expected
in the oil refining and marketing sector, with new entrants. There are
significant investment opportunities and a need for both local and
international funding.

Sahara Petroleum Exploration, a subsidiary of Global Environmental
Energy, has been contracted to build a 70,000 bpd oil refinery at Eket,
Akwa Ibom state, Nigeria.

This is an approximately $4 billion project that represents cash flow
at today’s market rate of approximately $1.5 billion per annum. Such
plans to increase Nigeria’s refining capacity will also provide consider-
able cost savings to operators (such as Sahara Petroleum) by refining
oil products close to source. At present, the country has four main
refineries with a nameplate capacity of 438,750 bpd.

Data Sources: Market Research (2008) and Onlinenigeria.com (2005).
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Box 2.2: TULLOW OIL REFINERY PLAN IN UGANDA

Tullow Oil is currently working to find out the quantity and quality
of oil that has been discovered in the Albertine Graben in Uganda
before a decision is made to build a multi-billion dollar refinery or not.
The Uganda government and Tullow Oil have agreed to build a mini
refinery in an early production scheme that will enable installation of
a 100 MW heavy fuel oil thermal power plant. The mini refinery (with
a capacity of about 5,000 barrels of oil per day) will cost Tullow some
US$200 million.

Data Source: Kisambira (2007).

Box 2.3: SUDAN TO DOUBLE ITS OIL-REFINING CAPACITY

Sudan is planning to double its oil refining capacity, with a short,
three-year investment plan, to handle increased production, having
reached an agreement to end its 21-year civil war. A new 100,000
bpd refinery will be built in Port Sudan, on the Red Sea coast, and
the capacity of two existing refineries will be increased. Talks have
been held with India’s Oil & Natural Gas, China’s Sinopec, Malaysia’s
Petronas, and an unidentified Turkish company to build the new
refinery. Boosting refinery capacity is especially timely since Sudan
expects crude oil production to increase significantly in the coming
years.

Data Source: Chmaytelli (2005).

Box 2.4: NEW MOZAMBIQUE OIL REFINERY APPROVED

The Mozambican Council of Ministers has approved the construction
of an oil refinery, valued at more than $1.3 billion, in the northern
province of Nampula. Dubbed the ‘Ayr Logistics Limited—Nacala’,
the project is spearheaded by a privately owned American company,
Ayr Logistics, in partnership with one Mozambican and three South
African investors. The project is expected to create about 450 jobs and
generate extra tax revenue for the Mozambican government. With an
installed capacity of about 100,000 bbl/d, most of the product will be
exported to Malawi, Zimbabwe, and Zambia. The project also includes
the construction of several infrastructures that will support the main
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activity of the project, which will be implemented over an area of
838 ha and will be situated in the district of the Nacala port, which
is also home to Mozambique’s deepest and busiest port.

Data Source: Engineering News (2007).

Despite the plans and visions illustrated in the boxes, the
fact remains that very little new global refining capacity
has been added in the last three years, including in 2007.
Nevertheless, significant refinery capacity additions are
still planned, although a major concern is that construc-
tion costs are rising with inflationary prices. Other non-
economic reasons—important in Africa, as elsewhere—
for the slow growth in refining capacity (worldwide) are
environmental and local concerns, more stringent envi-
ronmental laws, and effective community organizing,
which have made it very difficult to build new refineries.
Some analysts consider refinery capacity a significant
factor of high oil prices. It thus makes sense to increase
refinery capacity in Africa as a way to reduce the costs of
refined oil products. However, this needs to be done in
an environment-friendly manner.

2.4 Oil Trade in Africa

The oil market can be divided into two parts: within
Africa and between Africa and the rest of the world.
The major trends are clear: There is significant oil trade
within West Africa and North Africa, whereas there is
very little oil trade between African producers and the
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Table 2.9: Exports of Fuels and Mining Products from Africa, 2006
(Billion Dollars and Percentage)

2006 2000 2006 2000 2006 2000-2006 2005 2006

Africa
World 249.0 100.0 100.0 10.0 10.9 19 44 26
Europe 923 446 371 45 4.1 16 47 23
North America 69.7 242 280 24 3.1 22 55 26
Asia 546 200 219 20 24 21 35 34
Africa 13.0 5.1 52 05 06 20 36 33
South and Central  10.2 4.1 41 04 04 19 34 24
America
Middle East 1.4 0.9 0.5 0.1 0.1 10 17 19
Commonwealth of 0.1 0.0 01 00 00 23 53 8
Independent
States (CIS)

Source: WTO (2007), International Trade Statistics, WTO, Geneva.

Eastern and Southern Africa sub-regions. Table 2.9 shows
exports of fuel and mining products from Africa to var-
ious regions of the world. In 2006, for example, exports
from African producers to African consumers represented
a meager 5.2 percent (almost unchanged from the 5.1
percent recorded in 2000) while the largest share of 37.1
percent went to Europe, followed by 28 percent to North
America, and 21.9 percent to Asia.

The energy balance for Africa is presented in Table
2.10, which shows that significantly larger amounts
are exported than imported. This is good from a trade
and economic standpoint. However, it is worth noting
that even net oil producers import oil derivatives and
products.

Table 2.11 presents oil imports and exports for Africa
by region (2007 data). The data clearly shows Africa’s
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Table 2.11: Oil Imports and Exports for Africa by Region,

2006
Thousand barrels per day

Crude  Product* Crude Product*

Imports  Imports  Exports  Exports
North Africa 179 178 2,721 615
West Africa 68 234 4,706 123
East & Southern Africa 514 176 385 22
TOTAL WORLD 39,836 14,988 39,836 14,988

*Products: Petroleum product derivatives.
Data Source: BP (2008).

Table 2.12: Net Oil Exports for Countries in Africa

Year 2000 2004 2005 2006
Country (Thousand barrels per day)

Algeria 1,276.86 1,733.79 1,840.34 1,846.73
Angola 716.86 1,003.48 1,206.70 1,363.23
Cameroon 62.33 42.21 58.52 62.59
Chad —-1.34 169.13 175.16 156.37
Congo (Brazzaville) 275.38 229.16 222.09 240.89
Congo (Kinshasa) 11.86 12.89 12.88 14.25
Cote d’Ivoire —20.53 12.85 34.49 67.97
Egypt 279.13 112.70 95.20 68.61
Equatorial Guinea 165.97 370.47 354.39 334.64
Gabon 302.65 225.80 253.56 224.94
Libya 1,259.08 1,327.60 1,452.41 1,525.49
Mauritania —23.86 —24.20 —24.21 6.40
Nigeria 1,923.59 2,042.56 2,336.95 2,146.31
Sudan 143.88 278.66 273.58 279.27
Africa 6,371.84 7,537.10 8,292.06 8,337.69

*QOil includes crude oil, lease condensates, natural gas liquids, other liquids,
and refinery gain.
Data Source: EIA (2006).
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limited significance with respect to imports as well as
to derived products, but its very significant contribution
to basic world crude oil exports. Table 2.12 presents
export data from 2000 to 2006 for the 14 African net
oil-producing countries.

It should be noted that only two of the 14 net oil-
exporting African countries are landlocked (Chad and
Mauritania). Marketing (exporting) crude oil from a
landlocked country is an added challenge for an investor.
The case of Chad (Box 2.5) illustrates an effort to solve
this problem.

Box 2.5: CHAD-CAMEROON PIPELINE

Chad has a long history of civil war and exhibits many conditions
associated with post-conflict zones. To overcome its geographic dis-
advantage of being landlocked, Chad needed a pipeline to exploit
its over one billion barrels in proven oil reserves. In 1999, conditions
inside Chad were so bad that no one in the private oil sector was
willing to invest in a pipeline unless the World Bank was involved.
In the first project of its kind, the World Bank agreed to provide
investment coupled with institutional oversight and transparency (U.S.
Department of Energy, 2007b). The World Bank and a consortium of
oil companies, led by ExxonMobil, ChevronTexaco, and Petronas, set
up a pipeline project in Chad.

Construction of the $3.5 billion Chad—Cameroon Petroleum Devel-
opment and Pipeline Project began in 2000 and was completed in
2004. To increase transparency, Chad was required to adopt the
Petroleum Revenues Management Law, which stipulated that Chad’s
12.5 percent of the oil revenues would be deposited into a Citibank
escrow account monitored by an independent “college” before the
Chadian government received it. Another 10 percent was deposited in
a “future generations” fund to provide Chad with revenues after the
exhaustion of the oil reserves (Zissis, 2007). However, in December
2005, Chad'’s National Assembly abolished the future generations fund
and diverted money away from poverty-mitigation efforts to arms
purchase. The World Bank responded by suspending $124 million in
loans.

(cont.)
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Box 2.5: (Continued)

In July 2006, the two sides reached a compromise, which specified that
the Chadian government would commit 70 percent of revenues to
development programs and 30 percent to government expenditures
(Thibodeaux, 2007). Some have called the Chad experiment a prima
facie failure; others maintain that after only a few years it is still too
early to judge.

2.5 Africa’s Consumption of Oil

Figure 2.8 shows the growing pattern of oil product type
consumption in Africa. Consumption of oil derivates in
Africa has grown steadily, with total consumption in
2006 close to 3 million barrels per day. However, this
only represents about 3 percent of world consumption.

3000
2500 A“"/’—///’,==,_=:i::;
2000

1500 4!"‘/-”’//’—'

1000 /"j:i:i———*—_———’—__*—___———’4(<_———””(
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,—-x—/_x

—_—

0
1965 1968 1971 1974 1977 1980 1983 1986 1989 1992 1995 1998 2001 2004

10*3 Barrels daily

— Light distillates —»— Middle distillates Fuel oil
—a— Others —o— Total Africa

Figure 2.8: Africa’s Oil Consumption by Product Type (barrels
per day)
Data Source: BP (2008).
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Table 2.13: World and Africa Total Proved Natural Gas Reserves,

1986-2006
Atend 1986 Atend 1996 Atend 2005 Atend 2006
(trillion cubic (trillion cubic (trillion cubic (trillion cubic
meters) meters) meters) meters)
Algeria 3.26 3.70 4.50 4.50
Egypt 0.29 0.85 1.90 1.94
Libya 0.73 1.31 1.32 1.32
Nigeria 2.40 3.48 5.15 5.21
Other Africa 0.72 0.83 1.21 1.21
Total Africa 7.40 10.17 14.08 14.18
TOTAL WORLD 107.67 147.89 180.20 181.46

Data Source: BP (2007).

2.6 Gas Reserves

Historically, world natural gas reserves have trended
upward, for the most part. As of January 1, 2007, world
proved natural gas reserves, as reported in Oil & Gas
Journal (2007), were estimated at 6,183 trillion cubic feet.
World proved reserves of natural gas grew 68.5 percent
between 1986 and 2006. Over the same period, proved
natural gas reserves in Africa grew 91.6 percent to a world
share of 7.8 percent. Table 2.13 shows the growth pattern
of proved natural gas reserves in Africa and in the world.
Almost three-quarters of the world’s natural gas reserves
are located in the Middle East and Eurasia. Russia, Iran,
and Qatar, combined, accounted for about 58 percent of
the world’s natural gas reserves as of January 1, 2007.
Reserves in the rest of the world are fairly evenly distrib-
uted on a regional basis (EIA, 2007).
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Figure 2.9: Africa’s Proved Natural Gas Reserves, 1980 and
2007

Data Source: BP (2008).

Despite the high rates of increase in natural gas
consumption, particularly over the past decade, most
regional reserves-to-production ratios are substantial.
Worldwide, the reserves-to-production ratio is estimated
at 65 years. Central and South America have a reserves-
to-production ratio of about 52 years; Russia, 80 years;
and Africa, 88 years. The reserves-to-production ratio of
the Middle East exceeds 100 years (EIA, 2007).

Proved natural gas reserves in Africa are concen-
trated mainly in four countries—Algeria, Egypt, Libya,
and Nigeria—which possess 91.5 percent of proved
reserves. Figure 2.9 presents the distribution pattern of
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proved natural gas reserves per country in Africa. The
undeveloped natural gas reserves in Nigeria, in particu-
lar, are a target of the international giants in the sector
(Box 2.6).

Box 2.6: NIGERIA NATURAL GAS AT STAKE

Nigeria exports about 18 million tons of liquefied natural gas each
year through Nigeria Liquefied Natural Gas, jointly owned by the state
energy company, Shell, Total, and Agip. Nigeria has the seventh-largest
proven gas reserves in the world, but it has not developed its gas
industry to anywhere near full potential.

According to investors, most investment ideas in the sector are not
profitable because of the lack of a stable fiscal framework and of
market pricing for gas. Nevertheless, the Russian gas export monopoly,
Gazprom, is in talks with Nigeria to spend up to $2.5 billion to exploit,
gather and process Nigeria’s vast natural gas reserves. The Russian
company is reported to be on a global hunt for new reserves and
has emerged as one of the leading players in the Nigerian natural
gas sector. UK-based companies BG Group and Centrica have also
proposed multi-billion dollar investments.

About 2.5 billion cubic feet of Nigerian gas associated with the
extraction of crude oil is burnt off every day because there is no
infrastructure to use the gas. The government is planning to fine
companies that flare gas. It hopes to see an explosion in domestic
demand for gas for use in power generation, petrochemicals, and
fertilizers. But the price the state power monopoly now pays for gas
makes investment in stand-alone gas projects unprofitable.

Source: Adapted from Fin24 (2008) (Fin24.com article).

2.7 Gas Production

Natural gas production in Africa rose from 2.8 billion
cubic meters (BCM) in 1970 to 50.2 BCM in 1986 and
190.4 BCM in 2007, representing about 6 percent share
of world production. Production capacity in Africa grew
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Figure 2.10: Africa’s Natural Gas Production, 1970 and 2007
Data Source: BP (2008).

by 359.5 percent between 1986 and 2006. Algeria is the
leading African producer of natural gas, representing 2.9
percent of the total world share, followed by Egypt and
Nigeria (Figure 2.10). Map 2.1 presents the location of
known major deposits on the continent.

According to EIA (2007), Africa and non-OECD Asia
(excluding China and India) are expected to be impor-
tant sources of natural gas production in the future. For
each of the two regions, natural gas production in 2030
is projected to be some 10 trillion cubic feet above 2004
production levels. The two regions combined accounted
for 14 percent of the world’s natural gas production
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in 2004; in 2030, their combined share is projected to
be 21 percent. A substantial portion of the production
from both regions is exported. In 2004, 26 percent of
natural gas production from non-OECD Asian countries
(primarily Brunei, Indonesia, Malaysia, and Myanmar)
and 50 percent of the production from African countries
was exported. In 2030, the export share of production
from non-OECD Asia is projected to fall to 10 percent
as domestic consumption rises, while the export share of
Africa’s production is projected to increase even faster.
Several pipelines from North Africa to Europe are under
consideration, and LNG export capacity in West Africa
continues to expand.

2.8 Consumption of Gas

Worldwide consumption of natural gas will increase
from 100 trillion cubic feet in 2004 to 163 trillion cubic
feet in 2030 in the EIA 2007 reference case. By energy
source, the projected increase in natural gas consump-
tion is second only to coal. Natural gas remains a key
tuel in the electric power and industrial sectors. In the
power sector, natural gas is an attractive choice for new
generating plants because of its relative fuel efficiency.
Natural gas also burns more cleanly than coal or petro-
leum products. As more governments begin implement-
ing national or regional plans to reduce carbon dioxide
emissions, they may encourage the use of natural gas to
displace liquids and coal.
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Figure 2.11: Africa’s Natural Gas Consumption, 1965 and
2007 (BCU)

Data Source: BP (2008).

Consumption of natural gas in Africa is still very
low. Only countries like Egypt, Algeria, and South Africa
have relatively high consumption levels (Figure 2.11).
This is mainly associated with previous investments and
with the high economic performance of these countries.
Africa’s natural gas consumption in 1965 was 1 BCM,;
this increased to 31.1 BCM in 1986 and 75.8 BCM in
2006, representing about 2.6 percent of current world
consumption.
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2.9 Natural Gas Market Dynamics

Natural gas prices were steady and low until 2000, when
they began to follow world oil prices, rising sharply from
2 to 9 USD per million BTU for CIF Europe (Figure 2.12).

The dynamics of natural gas markets are fundamen-
tally different from those of crude oil, which is extremely
sensitive to geopolitical events. Natural gas is bought
and sold through a large, integrated, continental scale
market with multiple pricing hubs. Natural gas transfers
on the TransCanada Alberta System represent the main
Canadian pricing hub (AECO “C”), while the Henry Hub
in Louisiana is the pricing point for natural gas traded on
the New York Mercantile Exchange (NYMEX). The price
of natural gas traded at these hubs is publicly posted
and sets a commodity cost for natural gas. Natural gas

12.00 Natural Gas Prices

—e—European Union cif

10.00 +—=—OECD countries cif
7.

8.00
/

6.00

4.00 o )\/}/—/

USD per million BTU

Figure 2.12: Natural Gas Prices (CIF Europe and OECD
Countries)

Data Source: BP (2007).
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Box 2.7: NIGERIA ALONE COULD MEET THE POWER NEEDS OF ALL
OF WEST AFRICA

Nigeria is gradually trying to develop a regional market for its gas.
The government is working on a plan to build about 600 km of new
gas pipeline to Benin, Togo, and Ghana. The governments of these
four West African nations agreed in 1995 to build the pipeline, which,
with the existing pipeline, would stretch about 960 km. This pipeline
project, according to World Bank studies, could save West African
countries importing the gas about $500 billion in primary energy costs
over 20 years.

The pipeline will provide markets for Nigeria’s natural gas, thus
earning hard currency for the country’s economic and social devel-
opment. It will also enable a reduction in gas flaring, leading to a safer
environment in Nigeria, and contribute to the long-desired economic
integration of the region.

Nigeria is potentially capable of fueling the power needs of the
whole of West Africa.

Adapted from: Obadina (2000).

prices are highly influenced by contracts between natural
gas buyers and sellers trading in the natural gas futures
market. Futures contracts quote prices for delivery of a
specified quantity of natural gas at a particular time and
place in the future. Delivery ranges from one or two
months from the date of inception to several years in
the future. The futures contracts are traded exclusively
on regulated exchanges and are settled daily based on
their current value in the marketplace (CNGMO, 2007).

The price consumers pay is the sum of three
parts: the commodity cost of the natural gas, the
pipeline transportation cost, and the distribution cost
(CNGMO, 2007). The trade movement of liquefied nat-
ural gas in Africa is geared to the international markets,
the largest importers being Turkey, Italy, Greece, and
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Table 2.14: Natural Gas: Trade Movements, 2006—
Liquefied Natural Gas (LNG)

From (in BCM) (BCM)
Total

To Algeria Egypt Libya Nigeria Imports
North America
United States 0.49 3.60 1.62 16.56
Mexico 0.16 0.54 0.94
Europe
Belgium 3.35 0.25 0.16 4.28
France 7.35 2.30 4.23 13.88
Greece 0.45 0.04 0.49
Italy 3.00 0.10 3.10
Portugal 1.97 1.97
Spain 2.80 4.80 0.72 7.10 24.42
Turkey 4.60 1.12 5.72
UK 2.00 0.96 3.56
Asia Pacific
China 1.00
India 0.08 0.55 0.08 7.99
Japan 0.24 0.80 0.22 81.86
South Korea 0.32 1.25 0.16 34.14
Taiwan 0.16 0.38 10.20
TOTAL 24.68 14.97 0.72 17.58 210.11

Data Source: BP Statistical Review of World Energy (BP, 2006).

France, which import nearly 100 percent of their needs
from Africa. The largest exporter in Africa is Algeria,
which exports 24.68 BCM per year (Table 2.14).

2.10 Africa’s Position on the Global Energy Scene
Most African oil producers are members of OPEC (Orga-

nization of the Petroleum Exporting Countries), whose
stated goal is to promote sovereign control over resources
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and attempt to stabilize world oil markets with fair prices
for producers and guaranteed security of supply to con-
sumers.

Considering the current energy uncertainties, the key
drivers of future demand, consumer countries’ policies
(especially on nuclear and other alternatives to oil and
gas), and expected future global economic growth and
technology development, there is need to clearly estab-
lish Africa’s position and develop strategies for future
supply adequacy.

The evidence indicates that gas is gaining a significant
share in the global energy mix. Indeed, the World Bank
estimates that the global demand for gas will outstrip
that for oil as early as 2025. This projected dominance
of gas is driven by an assortment of factors that include
accelerated growth in world economic activity, chang-
ing energy markets, and advances in technology (for
example, gas-to-liquids and compressed natural gas)—all
of which have combined to transform gas into a cost-
competitive and flexible global energy option at a pace
few thought possible. In addition, gas offers significant
environmental advantages over oil and coal and, as such,
has become a preferred fuel in the power sector. At the
same time, indigenous gas production in Europe and
America is on the decline, with nearly half of total sup-
plies to the United States and Europe projected to be
imported by 2015.

Africa’s rich oil fields and the prospects for more
discoveries have transformed the continent into an
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important player in global oil production. The conti-
nent holds approximately 9.7 percent (Table 2.1) of the
world’s oil reserves and accounts for 12.1 percent of
world oil production (2006). Africa’s oil production is
expected to continue to rise at an average rate of 6
percent per year for the foreseeable future. There is evi-
dence from several sources of Africa’s growing impor-
tance within global energy markets: This includes recent
large deepwater oil discoveries in Angola, Nigeria, and
Equatorial Guinea. The waters around Sao Tomé and
Principe are believed to hold about two billion barrels of
oil reserves and the strong interest from international oil
companies suggests that this tiny archipelago will join
a growing group of African oil producers. Thanks to the
opening of the Chad-Cameroon pipeline in July 2003,
Chad'’s oil reserves can find their way to global markets
(see Box 2.5). Oil has also recently been discovered in
Niger, Ghana, and Uganda. Unsurprisingly, Africa is now
looked upon as a key source for major oil importers
seeking to diversify imports in order to achieve greater
energy security (Malaquias, 2005).

Despite the major political and economic challenges
confronting Africa, international oil companies have
continued to invest massive amounts of capital in further
exploration and development of the region’s oil fields for
a variety of reasons. First, foreign investors are attracted
by very competitive terms and conditions offered by
African governments. Second, much of the oil is explored
offshore (but not in deep waters) and therefore has the
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advantage of being easily loaded and moved anywhere
by ship. Also, being offshore, African oil is located far
away from onshore sites of disorder. Third, the relative
proximity to the American and European markets and
the fact that African oil tends to be particularly suited for
American refineries because of its high quality and low
sulfur provides an added incentive, especially for U.S.
investors (Box 2.8).

Box 2.8: AFRICA’S OIL EXPORT TO THE UNITED STATES

African oil production has risen constantly over the last few years.
Indeed, African countries currently supply about 15 percent of U.S. oil
imports. Nigeria produces about 2.12 million b/d and exports 1.85
million b/d, of which 621,000 b/d to the United States, making it
the United States’ fifth largest supplier. Much of Nigeria’s crude oil
production—about 65 percent—is light and sweet. This makes it par-
ticularly suited for American refineries because it yields high volumes of
gasoline. Nigeria has a bright energy outlook and is expected to signif-
icantly increase its crude oil production in the next few years as recent
deep-water discoveries come on stream. Angola produces 900,000 b/d
and exports 866,000 b/d (332,000 b/d to the United States, making
it the United States’ ninth largest supplier, and third largest non-OPEC
supplier outside of the western hemisphere). Angola also has a very
promising future energy outlook, especially as oil begins to flow from
large fields in the Kwanza basin south of Cabinda. Cameroon, Chad,
Equatorial Guinea, and Gabon export approximately 500,000 b/d in
aggregate (221,000 b/d to the United States).

Data Source: Malaquias (2005).

For China, Africa has become an important area on the
global energy scene. China currently derives a quarter of
its oil imports from Africa; it holds significant oil inter-
ests in Algeria, Angola, Chad, and Sudan (Boxes 2.9 and
2.10) and increasing stakes in Equatorial Guinea, Gabon,
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Nigeria, and even Chad—a country that has diplomatic
relations with Taiwan. Chinese firms are becoming
increasingly involved in the Nigerian oil sector.

Box 2.9: CHINA—ENGAGING IN OIL EXTRACTION IN SUDAN

China first successfully established an oil outpost in Sudan in 1995
when its National Petroleum Corporation gained oil exploration
rights there. This presence grew when, in 1997, the United States
imposed comprehensive economic, trade, and financial sanctions
against Sudan. China quickly filled the vacuum.

Chinese investment and technical expertise played an important role
in establishing Sudan’s oil industry, which began producing oil in 1999.
Sudan currently produces about 500,000 b/d.

China’s National Petroleum Corporation is the largest shareholder
in the consortium of international oil companies controlling much of
Sudan’s energy sector. More than half of Sudan’s oil exports go to
China, accounting for 5 percent of China’s total oil imports. China has
also become the biggest investor in Sudan’s $15 billion, 932-mile oil
pipeline to Port Sudan on the Red Sea, where China has built a tanker
terminal.

Data Source: Malaquias (2005).

Box 2.10: CHINA—ENGAGING IN ANGOLA’S OIL SECTOR

China’s growing influence in Angola’s oil sector has been facilitated by
a series of soft loans, including a recent agreement whereby 10,000
bpd of crude oil was tied to a US$2 billion loan to be repaid over
17 years at 1.5 percent interest. These are much better terms than
Angola could ever hope to secure from other sources. This loan, part
of a larger aid package, represents a significant departure from the
traditional way Angola has engaged external players—mostly through
deals involving production-sharing agreements, market contracts, or
international finance agreements.

Data Source: Malaquias (2005).

Africa is endowed with vast quantities of both fossil
and renewable energy resources. It is the only continent
in the world with frequent and substantial new finds
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of oil and gas. Thus, in the last 20 years, oil reserves
have grown by over 25 percent, while gas reserves have
grown even faster, by over 100 percent. Exploiting these
resources in a sustainable manner for the benefit of the
populations is crucial for Africa’s future development.

Oil and gas have until now been concentrated in pock-
ets in North, West, and Eastern Africa. Coal reserves are
dominant in the southern region, with over 95 percent
in South Africa alone. As a result of this skewed distribu-
tion, more than 70 percent of countries in the continent
import oil and gas to satistfy their needs (Davidson and
Sokona, 2002).

Geothermal deposits are available in the continent,
but are mainly limited to Eastern Africa, along the Rift
Valley, and concentrated in Kenya and Ethiopia. In addi-
tion, Africa has over 10 percent of world hydro resources
and significant other renewable energy resources. Most
countries in the continent enjoy long hours of sunshine
with significant radiation that can be exploited. Wind
resources are available in selected sites, mostly along the
coastlines in Northern, Western, and Southern Africa.

In principle, therefore, Africa is not short of energy
resources, which can give the continent the energy
security it requires. The challenge is to develop strate-
gies and invest adequately—for example, access well-
known technologies and overcome the major barriers
that exist. Energy insecurity undermines human develop-
ment and institutional capacities and lowers economic
growth. Energy security is correspondingly closely linked
with social, economic, political, and environmental
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development, thus making it a cross-cutting issue rather
than one of simply finding geological energy resources.

2.10.1 Africa’s Imminent Energy Crisis

Africa currently faces an energy crisis. As late as January
2008, South Africa, for instance, faced its worst energy
crisis, believed to be the result of inadequate forward-
planning for energy supply relative to economic growth
(and corresponding energy demand) in the country and
in the region.

According to Schultz (2007), taxi fares in Dakar,
Senegal’s capital city, have almost doubled since 2005
and blackouts occurred frequently in 2006 because state-
owned utilities could not afford to pay for fuel. The
country relies on oil imports to power its diesel-fired gen-
erators. Although conditions have improved somewhat,
power cuts are on the rise again. As of May 2007, the
capital was facing 10-hour power cuts several times a
week and the government was warning of impending,
unprecedented shortages. Senegal is paying nearly twice
what it was a few years ago to import the same amount of
oil. The increased cost alone is more than seven times as
much as the country is gaining through multilateral debt
relief programs. The government has responded to the
energy crisis by providing direct subsidies to consumers.
Since the rise in world oil prices began in 2002, these
subsidies have increased five-fold, creating yet another
burden on the national budget.
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Uganda has been plagued by increasingly frequent and
severe power outages from its hydroelectric stations on
the upper tributaries of the Nile River (Lake Victoria).
Due in part to global warming, the water levels of Lake
Victoria, the largest of Africa’s great lakes, have been
decreasing steadily over the last decade. As a result of
regional droughts, water levels dropped an astonishing
half an inch per day in most of 2006 (Schultz, 2007) and
Uganda experienced one of the worst power shortages
in its history. As a result, the government resorted to an
extreme load-shedding regimen, providing power only
every other day. Responding to the emergency with the
support of the World Bank, it installed two diesel-fired
generators to relieve the shortage—a less-than-perfect
solution.

Similar trends are occurring elsewhere in Africa, where
scarce budgetary resources, desperately needed in the
health and education sectors, are being spent to cushion
oil and electricity costs. It is estimated that poverty has
increased as much as 6 percent in some parts of the world
due to the hike in oil prices in recent years. Especially
vulnerable are highly indebted countries, which rely on
oil imports to fuel their economy. The poorest countries
in the world consume an almost negligible share of the
millions of barrels of oil consumed every day globally,
yet they are hit the most by rising world oil prices—and
then hit again by the effects of climate change associated
with burning hydrocarbons. The solution to this crisis
requires that countries develop the tools to diversify
their energy sources away from conventional fossil fuels
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(see Schultz, 2007). These issues are further analyzed in
Chapters 4, 5, and 6.

2.11 Summary and Conclusion

Energy has traditionally played an important role in all
nations because it is an indispensable input for economic
growth and development. Two-thirds of global energy
requirements are met from oil and gas supplies. Evidence
has shown that there is a strong correlation between
energy consumption per capita and the level of eco-
nomic and social progress.

The regional composition of global energy consump-
tion reveals a wide disparity in global access to reli-
able and adequate commercial energy. Africa, with about
15 percent of the world’s population, consumes 3 per-
cent of global commercial energy. One can reasonably
assume that Africa’s low energy consumption level and
share reflect both its low access to affordable commercial
energy and low level of development and industrializa-
tion. Africa’s share in global energy production is about
12 percent, and trending upwards. Its oil production
is expected to continue to rise at an average rate of 6
percent per year for the foreseeable future. Evidence of
the continent’s growing importance within the global
energy markets comes from several sources, including
recent large deepwater oil discoveries in Angola, Nigeria,
and Equatorial Guinea, as well as new discoveries in such
countries as Uganda and Ghana.
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Africa holds approximately 9.7 percent of world oil
reserves (2006). Its rich oil fields and the prospects for
more discoveries have transformed it into an important
player in global oil production. However, its role is less
significant in terms of import or consumption of oil and
oil products (3—4 percent level), although consumption is
on the rise with recent improved economic performance.

The proved natural gas reserves in Africa are concen-
trated mainly in four countries—Algeria, Egypt, Libya,
and Nigeria—which possess 91.5 percent of the proved
reserves and accounted for 7.8 percent of world proved
reserves in 2006. Natural gas production and consump-
tion in Africa are very low, representing 6.3 percent
and 2.6 percent of world production and consumption,
respectively.

World oil prices have been trending higher since 2000,
and natural gas prices have tracked along. In recent years,
several factors have been responsible for the current state
of the oil market, highlighted by very volatile and rising
prices of crude oil and petroleum products. Some of the
reasons attributed to the rise in oil prices include rising
demand in emerging economies, especially in China and
in India; declining spare capacity in major producing
countries; peaking of production in several important
oil-producing areas; and lack of expansion in refinery
capacity.

The issue of the macroeconomic etfects of higher oil
prices has been a recurrent theme since the first major oil
price shock in the 1970s. Historical evidence shows that
oil price increases and volatility have had a significant
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impact on global, regional, and national economic per-
formance and outlook. Conventional wisdom, backed
by empirical analysis, suggests that sustained and sharp
increases in oil prices tend to exert strong inflationary
pressures, reduce output, slow down economic growth,
and exacerbate unemployment in net oil-importing
countries—to which no fewer than 38 countries in Africa
belong (analyzed further in Chapter 4).

The refinery industry in Africa lacks competitiveness
and economies of scale. Most refineries are economi-
cally inefficient, operating below 50 percent capacity.
There are different regional and country visions aimed
at increasing capacity and improving performance, but,
by the end of 2007, very little had happened.

In light of current energy uncertainties, key drivers of
future demand, consumer countries’ policies (especially
on nuclear and other alternatives to oil and gas), and
expected future global economic growth and technology
development, there is need to clearly establish Africa’s
position and develop strategies for future supply ade-
quacy. The energy crisis, which is exacerbated by the
public outcry on the use of petroleum products—due
to its high prices, environmental impacts, and grow-
ing concern about the viability of oil-based fuels and
products—is leading to initiatives to find and develop
alternative energy sources (Chapter 4 discusses in detail
coping mechanisms for high oil prices).
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Maximizing the Benefits from
Africa’s Oil and Gas Resources

3.1 Introduction

Africa is blessed with vast natural resource-rich environ-
ments. These resources constitute a principal source of
public revenue and national wealth. Crude oil and nat-
ural gas, in particular, contribute significantly to the eco-
nomies of resource-rich African countries (see Chapter 2).

Under the right circumstances, an “oil bonanza” or
natural resource boom can be an important catalyst
for growth and development. Unfortunately, in many
African countries natural resource booms have set off
dynamic growth processes only to a limited extent. The
failure of natural resource wealth to lead to the expected
economic growth and development has been attributed
to several factors, including!

1 See the African Development Report 2007 (AfDB, 2007a) for a detailed
literature review and analysis.
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e “Dutch disease”—the syndrome of rising real
exchange rates and wages driving out pre-existing
export- and import-competing industries;

« rent seeking by elites and others who could otherwise
put their energies into profit-making activities;

e price volatility and the “asymmetry of adjustment”
(it is easier to ramp up public expenditure than to
wind it down again);

« inflexibility in labor, product, and asset markets; and

« tensions between oil-producing and non-oil-
producing regions within countries.

3.1.1 What Is the Resource Curse?

Essentially, the resource curse refers to the inverse
association between development and natural resource
abundance. It describes a situation whereby an export-
oriented natural resources sector in a country generates
large revenues for government but leads paradoxically
to economic stagnation and political instability (Over-
seas Development Institute (ODI), 2006). It is commonly
used to describe the negative development outcomes
associated with non-renewable extractive resources
(petroleum and other minerals). It has often been
asserted that petroleum, in particular, brings trouble—
waste, corruption, consumption, debt overhang, deteri-
oration, falling apart of public services, wars, and other
forms of conflicts, among others. Thus, growth in nat-
ural resource-abundant countries tends to be slower than
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expected—considering their resource wealth—and, in
many cases, is actually slower than in resource-scarce
countries.

A common thread in explaining the resource curse—
along with the other broad explanations provided
above—is the central role of government behavior. The
key issue here is how governments administer resource
wealth and how they use natural resource revenues.

3.2 Wealth Creation

3.2.1 Oil and Gas Resources and Wealth Creation

Three key factors underpin the facilitation and process of
oil exploration and production: crude oil prices, technol-
ogy, and fiscal regime. The legal framework that embod-
ies the fiscal regime under which oil companies operate
will—together with geological, geographical, and politi-
cal factors—make a country or region more or less attrac-
tive for investors. The competitiveness of the regime
is an essential determinant of the amount of upstream
investment in exploration, discovery, and production by
multinational oil companies. African countries are no
exception to this conventional wisdom.

The rent from oil exploitation is very large. The shar-
ing of this substantial rent between the governments
of oil-producing and oil-consuming countries and oil
companies has historically been contentious. The gov-
ernments of both producing and consuming countries
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have tried to extract a sizable proportion of this rent.
This was a key issue in OPEC countries’ struggle for
ascendancy in the world oil market in the 1970s (see
Chapter 2).

A variety of upstream arrangements exist in many
oil-producing countries. However, there are three major
types of upstream arrangements: joint ventures (JV), pro-
duction sharing arrangements (PSA), and service con-
tracts (SC). Joint ventures are typically partnerships
between state oil companies (SOCs) and multinational
oil companies (MNOCs). In a JV type of petroleum
agreement, the participants jointly share the risks of
exploration and production in proportion to their equity
share. The oil produced is also shared based on rela-
tive equity shares. Typically, the SOC has the majority
share in the joint venture. A major problem with this
arrangement, from the perspective of MNOCs, is the
delay that often accompanies state oil companies’ contri-
bution to the joint venture exploration and production
costs.

In a production sharing arrangement (PSA), the
MNOC typically finances all exploration and develop-
ment costs. If no oil is found in commercial quantity,
the MNOC bears all the risks associated with explo-
ration and development. If oil production commences
and profitable extraction is achieved, the profit is shared
between the company and the SOC/government accord-
ing to an agreed formula. This option is much pre-
ferred by MNOCs because it gives them significant
autonomy in operations and there is rapid recovery
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of upstream investment. Increasingly, oil-prospecting or
oil-producing countries favor PSAs since this arrange-
ment eliminates the need for the government to commit
scarce funds upfront for the exploitation of its oil and gas
resources.

The third major type of petroleum agreement is the
service contract (SC) model. One sub-type involves a
pure service contract, in which a company is contracted
to undertake specific upstream activity—for example,
drilling or seismic surveys—and is paid for this service.
Another sub-type is “the risk service contract,” under
which the oil company undertakes all the exploration
risks and is paid for its services at a fixed rate of return,
if oil is found. Costs are reimbursed at an agreed mark-
up over the investment in the oil discovered. However,
if no oil is found, the company bears the full investment
loss.

Structural changes in the world oil industry have
brought significant changes to upstream petroleum
agreements. Prior to the 1970s, when the MNOC:s fully
controlled the world oil industry, concession agreements
dominated the world oil industry. However, in the 1970s
when OPEC gained ascendancy over multinationals as
the key player in the industry, the SC model assumed
greater importance from the producing countries in
exploitation of oil and gas in their domain. Total or
partial nationalization became the dominant trend in
oil-producing countries. New oil agreements emerged in
response to the demands of producing countries and also
in line with the prevailing economic nationalism of the
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era, implicit in the emergence of SCs. In recent times,
similar “nationalization processes” have materialized in
such countries as Venezuela and Russia.

The type of agreement selected in an oil-producing
country should ideally depend on three important para-
meters: the size of reserves, the exploration and pro-
duction costs, and the recovery factor. Risk service con-
tracts seem to be dominant in countries with large
reserves and low costs. Host countries with low costs
and reserves tend to demand various levies to maximize
the rent they can extract from oil. Production shar-
ing arrangements dominate in countries with medium
costs and large reserves. Joint venture royalty/tax sys-
tems are dominant in countries with low reserves and
high costs. Furthermore, higher exploration and produc-
tion costs and risks associated with limited reserves or
deepwater offshore exploration often require more flex-
ible fiscal terms for oil companies. The structure of roy-
alty tax is “water depth dependent,” as demonstrated in
Table 3.1, which shows the cases of this relationship for
Nigeria. Deep offshore oil exploration attracts no royalty
payment.

More than one type of agreement can be available
in a number of African countries. This largely reflects
the diversity in costs and reserves in various oil fields
in the countries—offshore and onshore— as well as the
prevailing regime (policy) at the time the contractual
arrangements are established, and so on. Again, Nigeria
is an example of a country where the three major types
of agreements operate simultaneously.

83



978—0—19—L565 78-8 00-ADB-2-Main-drv African Development Bank2 (Typeset by SPi, Chennai) 84 of 233 JLly 29,2009 15:25

Oil and Gas in Africa

Table 3.1: Royalty Regime and Other Levies for
Offshore Oil in Nigeria

Water depth Royalty (%) Signature bonus
in meters ($ millions)
Below 100 meters 18.50 10

Up to 200 meters 16.67 10

Up to 500 meters 12.00 20

Up to 800 meters 8.00 25

Up to 1000 meters 4.00 20
Beyond 1000 meters 0.00 20

Data Source: NNPC (2008).

Table 3.2 provides information on the competitiveness
of African oil-producing countries in relation to other
oil-producing non-African countries. African countries
fall into two categories: low cost and medium cost pro-
ducers (for example, Algeria and Nigeria, respectively).
Among Africa’s major oil-producing countries, Angola
has the highest exploration and production costs at $8,
compared with $5.25 in Nigeria; $4.25 in Algeria; and $3
in Saudi Arabia. The range of upstream costs is from $3
at the low end to $14.5 at the upper end in the U.S. Gulf
of Mexico.

3.2.2 Management of Oil and Gas Resources

This section presents a summary of the approaches
adopted by African nations to manage, conserve, and
enhance their oil and gas resources. It also highlights
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Table 3.2: Petroleum Exploration and Production Costs (US$,

year 2000)

Country Exploration Cost Production Cost Total Cost

Low cost
Saudi Arabia 1.50 1.50 3.00
Kuwait 1.75 1.80 3.55
Iraq 2.25 1.50 3.75
Iran 1.75 2.50 4.25
Venezuela 1.20 3.42 4.62
Algeria 215 2.50 4.65

Medium cost
United Arab Emirates 3.00 1.80 4.80
Kazakhstan 3.50 1.30 4.80
Nigeria 3.00 2.25 5.25
Oman 3.75 2.50 6.35
Brazil 3.80 3.20 7.00
China 3.50 4.00 7.50
Russia 4.25 3.50 7.75
Angola 5.00 3.00 8.00
Indonesia 2.50 6.00 8.50

High cost
U.S. Lowe-48 onshore 495 3.57 8.52
Canada Western 6.75 3.00 9.75
North Sea 7.50 3.00 10.50
Canada Eastern 8.00 3.80 11.80
U.S. Gulf of Mexico 11.00 3.50 14.50

Source: Al-Attar and Alomair (2005).

the benefits and wealth these countries can reap from
utilizing these resources (AfDB, 2007).2

Overall, management of non-renewable resources
involves

2 A detailed analysis is presented in the African Development Report 2007
(AfDB, 2007a).
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« ensuring the availability (exploration and extraction)
of the resources;

« allocating resources to competing players—this may
entail participation of local versus international
players;

o creating an environment for resource industries to
flourish;

 ensuring integrity in the management of revenues
received from the extraction, mining, and processing
of resources;

» developing policies to manage national ownership of
non-renewable resources;

 limiting the environmental impact of resource
exploitation;

« ensuring health and safety in the process of resource
exploitation;

o converting resource use into sustainable economic
development through linkages; and

« using resource rents for economic and social capital
development and ensuring the overall creation of
wealth and well-being in the country.

One of the key concerns is that African governments
that are major producers of fossil fuels (and other min-
erals) do not receive sufficiently large rents or revenues
from the production of these extractive products. This
is attributable to a number of reasons, including con-
tracts and regimes that are not designed to extract
maximum rents; and mineral policies that are designed
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primarily to promote and attract investments and have
not evolved with changing global dynamics and national
interests.

Mineral resource rent is the value of mineral
resources minus all the necessary production costs. A tax
system can be designed to capture rents using condi-
tional payments—payments that are closely linked to
actually realized rents. That is, one pays if one meets
the criteria to pay. The fiscal system must offer incen-
tives to explore and invest while securing a fair share of
revenues for public use. The mineral tax system cannot
move too far out of line with those countries of similar
“prospectivity” (degree of assurance to find and extract
at economically competitive and viable conditions). It
can be structured to reduce investment risks and secure
higher government revenues. A mineral resource tax sys-
tem can differ from the general tax system and still
remain neutral. The system can use production shar-
ing, taxes and royalties, or degrees of state-ownership,
each with equivalent fiscal effect. Investors will be inter-
ested in the overall impact of the tax regime under
a range of assumptions about output costs and prices.
This impact has two aspects: The tax burden and the
tax structure. The tax burden—specifically the average
tax burden—is the share the government takes in taxes,
duties, and royalties over the life of a resource field
(that is, the period when resources are extracted from
an oil or gas field). But the tax structure is the way in
which the tax burden is imposed at different points in
the life of the resource field. In appraising a mineral
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resource project, large companies will first examine the
intrinsic economics of the project under the given fiscal
regime. This usually involves estimation of an expected
rate of return in discounted cash flow terms, in con-
stant prices, in an all-equity case. This return will have
to exceed the corporate threshold adjusted for special
project and political risks. The average tax burden is vital
to this assessment, but so is the timing of the major
part of the tax burden and thus the tax structure. For
the latter, when a given tax burden is imposed, the
investor’s expected rate of return must be high enough
to encourage the investor to invest. Expectations of fiscal
stability will reduce investors’ perceptions of risk and
increase the rents that the state can secure (ESMAP,
2004).

Governments need to devise and implement appropri-
ate and modern tax regimes for mineral resource extrac-
tion. One of the challenges is that governments rarely
believe that companies pay too much tax; companies
rarely believe they pay too little tax; and citizens rarely
believe that they actually see the full benefits from the
taxes that are paid.

One of the main forms of government income
from mineral resource exploitation is royalties, a tax-
ation form that has created controversy across the
globe, unlike any other form of mineral resource tax
(Otto and Cordes, 2004). Other common tax forms
that cumulatively comprise “the government take”
include state tax, revenue tax, corporate tax, income
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tax, production sharing, state equity (part ownership),
and various special mineral resource taxes (ESMAP,
2004).

An analysis of fiscal regimes (policies, legal framework,
fiscal system, revenue collection, and so on) for fos-
sil fuels in Africa reveals that these regimes are by no
means uniform. A multitude of royalties, taxes, resource
rents, incentives, state equity levels, and so on, have
been developed to foster interest in exploration and
investments, on the one hand, and to capture some of
the benefits for the state and the public, on the other
hand. Table 3.3 outlines some of the key characteristics
of fiscal regimes in Africa. As clearly demonstrated in
the table, the “taxation levels” and principles applied
are as heterogeneous as the landscape and people in
Africa.

3.2.3 Sustainable Resource Development

Sustainable development of non-renewable resources,
including oil and gas, encompasses all the policies,
principles, and practices that support the utilization of
resources in a manner that does not prevent future gen-
erations from accessing the resource(s) or its benefits
(UNECA and AfDB, 2007). A key purpose is to ensure that
mineral-hosting nations in Africa benefit from their min-
eral resource endowments in the short and long terms,
for example, by using the revenues accrued from mineral
resource development for socioeconomic development
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programs, creation of manufacturing industries, and
other initiatives (Rogers, 2007).

The following specific principles, which are notice-
ably absent in the majority of African countries, can
improve and enhance extraction to ensure more sustain-
able development (Otto and Cordes, 2004; Rogers, 2007):

« preserving strategic minerals of importance for future
development (and generations);

« enforcing production quotas or caps;

« limiting the number of exploration licenses used,
the areas available for exploration, or the number of
extraction sites;

« ensuring longer production life by limiting annual
capacity;
« establishing a profits trust framework; and

« instituting incentives to promote potential alterna-
tives.

The majority of countries have taken important steps
to formulate policies and legislation, and to incorporate
fiscal terms into their strategies (AfDB, 2007a). However,
more coherent principles, structures, and, above all, due
diligence in enforcement would considerably increase
benefits and sustainability for all countries. Some con-
crete issues related to sustainable development need to
be improved. These include incorporating environmen-
tal aspects into the full extraction cycle and securing
proper rehabilitation. Above all, although the coun-
tries have the means and measures in place to secure
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significant economic and social benefits from fossil fuels
and mineral exploitation, a number of key questions
remain:

o Are African countries benefiting enough from the
resources at hand?

« Is the wealth created reaching the poor and the gen-
eral population to a sufficient degree?

3.3 Resource Curse: The African Context and
Experience

For oil and gas producers and exporters, higher oil prices
are expected to be a blessing rather than a curse. Yet the
evidence shows that in many of the net oil-exporting
countries (in Africa and elsewhere), it has been a major
source of economic, social, political, and environmental
problems, rather than a treasure. The co-existence of
significant oil wealth and large-scale poverty is certainly
a “paradox of plenty,” if not an outright resource curse
in itself.

The essential issue is that to create and sustain
long-term wealth—rather than a short-term oil boom—
mineral resources have to be converted into other forms
of capital (human, financial, and infrastructure) and
more sustainable livelihood opportunities.

Drawing on an appropriate theoretical framework (see
also AfDB, 2007a), this chapter examines the African
evidence of the paradox of plenty and the “resource
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curse” with a view to exploring the following issues and
questions:

o Is natural resource abundance—in particular, fossil
fuels—in Africa a curse or a blessing?

o Has the management of natural resources really
stunted the growth and development prospects of
many resource-rich African economies?

o How does volatility in the export value of resources
contribute to volatility in growth in GDP per
capita and to long-term growth and development in
general?

« What political and social factors allow some resource-
abundant countries to utilize their natural resources
to promote development and prevent others from
doing so?

« How, or why, has the potential resource curse been
avoided in some cases and how can it be overcome
in the future?

In most of the analyses that follow, African countries are
categorized as

1. Resource-rich (encompassing both oil and mineral
exporters);

2. Oil-rich (oil and gas);

3. Mineral-rich (other minerals, such as metals); and

4. Resource-scarce.

Africa has 22 resource-rich countries, defined in this
study as countries where fuel and mineral exports
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contribute over 20 percent to GDP. These countries
account for slightly more than two-thirds of Africa’s GDP
and for half of its population (Table 3.4). Half of these
countries are oil exporters (fossil fuels), while the other
half are mineral exporters (metals and other minerals).
In contrast, there are 31 resource-scarce countries, which
account for 30 percent and 48 percent of regional GDP
and population, respectively.

3.3.1 High Export Dependence in Africa’s
Resource-Rich Countries

Africa’s resource-rich countries continue to be highly
dependent on natural resource exports for both foreign
exchange and revenues. For example, fuels accounted
for 65 percent of the total increase in export values in
African countries between 2000 and 2005. Since 1990,
the share of fuels in the total exports of African oil-
exporting countries has increased by about 12 percentage
points, to almost 90 percent (IMF, 2006).

In the last five years, buoyant oil, gas, and mineral
price increases have enabled resource-rich African coun-
tries to increase their natural resource exports and thus
their revenues substantially. These increased revenues
are a significant source of income for these countries,
demonstrating the importance of natural resources in
output growth and capacity to generate export revenues.
For example, oil revenues account for more than half
of all revenues in Angola, Congo, Equatorial Guinea,
Gabon, and Nigeria. In fact, in U.S. dollar terms oil
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revenues increased about 3.5 times between 2002 and
2006. In addition to the upsurge in revenue, produc-
tion also expanded significantly, by 45 percent on aver-
age, especially in Angola, Chad, and Equatorial Guinea
(IMEF, 2006). Thus, oil-exporting countries, in particular,
are highly revenue (fiscal) dependent on oil, implying
the need for prudent fiscal discipline to minimize the
adverse effects of the boom-bust cycle of oil prices.

The data shows that government expenditures have
risen in recent years, but not at nearly the same rate
as natural resource revenues. Before the current boom,
non-oil deficits exceeded oil revenues in many resource-
rich African countries (such as in Angola, Congo, and
Nigeria); since then, the ratio of non-oil fiscal deficits to
oil revenues has improved noticeably (Table 3.5). This
reflects both the rapid rise in oil revenues and the nar-
rowing of non-oil fiscal balances.

Table 3.5: Fiscal Balance, Investment Rates, and Terms of Trade
Changes (in %)

2000-2003 2004-2007

TOT FD INV TOT FD INV

Oil-exporting 6.70 1.06 21.02 823 771 2177
countries

Mineral-exporting —-0.93 —4.14 16.33 411 -0.32 20.39
countries

Other 1.77 —-5.35 2261 —-194 -1.22 2470

Africa 2.78 —1.83 19.87 584 243 2185

FD: Fiscal Deficit GDP; INV: Domestic investment growth; TOT: Change in
Terms of Trade
Source: Authors’ calculations based on the AfDB Socio Economic Database.
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The relatively cautious fiscal policies in many resource-
rich African countries are helping these countries reduce
their macroeconomic vulnerabilities. In other words, a
good number of countries have used natural resource
revenues to strengthen their external positions by reduc-
ing external debt (especially Gabon and Nigeria); accu-
mulating external reserves (Angola, Congo, Equatorial
Guinea, Gabon, and Nigeria); and reducing domes-
tic and external arrears (Angola, Equatorial Guinea,
Gabon, and Nigeria). Cameroon, Angola, and Congo
have also improved their non-oil primary fiscal balances
(IMF, 2007).

3.3.2 Foreign Direct Investment in Resource-Rich Countries

A major concern about foreign direct investment (FDI) to
Africa is that the overwhelming majority of the inflows
go into natural resource exploitation. Most of the flows
to the top recipient countries—Angola, Algeria, Sudan,
Nigeria, and Gabon—go to oil and gas projects.

3.3.3 Growth Performance: Resource-Rich Countries

Before the first oil shock in the 1970s, average oil-rich
African countries enjoyed favorable macroeconomic
conditions: robust economic growth, moderate infla-
tion, manageable fiscal deficits and external debt, and
external current account surpluses. The pro-cyclical poli-
cies they followed during the oil boom of the 1970s
were intended to use the oil bonanza for economic
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and social development and to encourage economic
diversification. Unfortunately, these objectives were
not achieved since the actual results were economic
imbalances that caused major distress when oil prices
plunged in the 1980s and stayed low for over a decade
(IMF, 2007).

Indeed, as Figure 3.1 shows, resource-rich Africa expe-
rienced a very disappointing two decades—1980-1999.
However, a reversal has occurred in the last five to
ten years, and current growth rates are in fact trend-
ing upwards. Cumulatively, resource-rich countries only
experienced an average growth rate of 2.4 percent from
1981 to 2006, considerably lower than the 3.8 percent
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Figure 3.1: Natural Resource Abundance and Real GDP Per
Capita
Source: AfDB Statistical Department, 2007; Computed from database.
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average for resource-scarce countries. Resource-rich
African countries are, nevertheless, richer than their
resource-scarce peers (US$991 versus US$671 per capita,
as Table 3.4 shows). The gap narrowed considerably
during the 1980-2000 period but is widening again
in conjunction with the recent resource boom (it has,
all-in-all, narrowed from approximately 50 percent to 30
percent).

3.3.4 Savings in Resource-Rich Countries

One of the features of many countries that are endowed
with abundant natural resources is that they save less
than what is expected, considering the rents obtained
from extracting and selling natural resources. Presum-
ably, if the countries saved more, they would grow at a
sustainable and faster rate. To gain a better understand-
ing of sustainable development, it is useful to examine
the concept of genuine saving.?

Genuine saving corresponds to an increase in the
wealth of a nation. According to the so-called Hartwick
rule, any depletion of natural resources or damage by
stock pollutants must be compensated for by increases in
non-human and/or human capital. This rule of zero gen-
uine saving can be seen as a rule of thumb or motivated
by max-min egalitarianism. It requires that resource-rich

3 Genuine saving is defined as public and private saving at home and
abroad, net of depreciation, plus current spending on education to cap-
ture changes in intangible human capital, minus depletion of natural

exhaustible and renewable resources, minus damage of stock pollutants
(CO3 and particulate matter).
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countries adopt a strategy for transforming their natural
resource wealth into other forms of productive capital
(World Bank, 2006¢; and Ploeg, 2007).

Resource-rich countries in Africa therefore need
credible and transparent rules for sustainable consump-
tion and investment to ensure that exhaustible nat-
ural resources are gradually transformed into productive
assets at home or abroad. Furthermore, countries with
high population growth rates need positive rather than
zero genuine saving rates to maintain constant consump-
tion per head. They thus need to save more than their
exhaustible resource rents—but only rarely manage to
do so.

Analysis suggests that resource-rich countries with
negative genuine saving, such as Nigeria, would expe-
rience increases in productive capital by a factor of five
or four if the Hartwick rule were applied. Effectively, for
countries with negative genuine saving, the erosion of
their natural resource wealth exceeds their accumulation
of other assets. They squander their natural resources at
the expense of future generations without investing in
other forms of intangible or productive wealth. This is
an unfortunate feature of several resource-rich African
economies (Figure 3.2).

3.3.5 Human Capital Development and
Income Distribution

One of the dilemmas of natural resource abundance
is that it may, pervasively, cause a country to neglect
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Figure 3.2: Counterfactual Exercise—Imposing the Hartwick
Rule
Source: World Bank (2006¢), “Where is the Wealth of Nations?”

human capital development—the same basic causes and
effects outlined above in reference to negative genuine
saving. High levels of natural resource revenues can thus
divert attention from diversification and wealth creation,
including from institutional and human development
(World Bank, 2006c¢; and Ploeg, 2007). The logical expres-
sion of such a potential correlation between resource
abundance and neglect of human capital development
would, in the medium to long term, be reflected in a low
basic human development status. The United Nations
Human Development Index (HDI), a comparative mea-
sure of life expectancy, literacy, education, and standard
of living in countries worldwide, provides a standard
means of measuring human well-being and country
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Table 3.6: Resource Abundance and Social Performance

Human Development Income
Index (HDI) (Scale 0-1; Inequality
Niger lowest with 0.31; (GINI
Seychelles highest Coefficient
with 0.84) Index; scale
0-100)*
1- Resource-rich countries 0.51 31.1
Oil-exporting countries 0.55 15.3
Mineral-exporting countries 0.46 46.8
2- Resource-scarce countries 0.51 26.8
5- Africa 0.51 45.9

* For the GINI Coefficient Index; 0 corresponds to perfect equality
Sources: UNDP (2006), Human Development Report 2006; World Bank
(2006d).

development status. As reported by the UNDP in its 2006
Human Development Report, Africa dominates the low
end of the HDI (29 of the 31 countries with a low human
development status). Only the Island States of Seychelles
and Mauritius qualify as having a high human devel-
opment status. The remaining 22 countries, including
all the North African Arab states, have a middle-level
human development status. It is also worth noting that
oil-rich Norway has the highest HDI among all countries
in the world (UNDP, 2006).

A deeper analysis of HDI data (Table 3.6) indi-
cates that there is no difference between resource-rich
and resource-scarce countries (0.51). However, oil-rich
countries are doing considerably better in this aspect
than primarily mineral-rich countries (0.55 compared
with 0.46).
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Another important aspect, frequently highlighted
as problematic in resource-rich countries, is increased
income inequality. Oil, gas, and mining industries are
often characterized by their “enclave nature,” with
few forward and backward linkages into the economy.
During exploration and production, such industries
employ only a relatively small number of highly-skilled,
well-paid workers and generally import the majority
of inputs. Furthermore, there is a considerable risk
that public expenditure during a resource boom may
exacerbate inequality, for example, concentrating expen-
diture in the formal sector in towns and cities, skew-
ing distribution (not benefiting rural households), and
prioritizing the interests of the elites and wealthier
classes. Because of these tendencies, society tends to
identify the production and export of natural resources
with the interests of the rich (Overseas Development
Institute, 2006). As Table 3.6 shows, income inequal-
ity is noticeably higher in resource-rich African coun-
tries (Gini Coefficient of 31.1) than in resource-scarce
countries (Gini Coefficient of 26.8). Nevertheless, it is
again worth noting that income inequality is more pro-
nounced in mineral-rich countries than in oil-exporting
countries.

3.4 Policies and Governance

In most countries and legal regimes, oil, gas, and miner-
als are vested to the state. Revenues in the first instance
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accrue to the government, inviting government action,
in one way or another, to spend some of the accrued
revenues. There is a recurrent debate on how or why
this very often results in policy failures and poor gov-
ernance. Several strands of arguments are presented
below (see also the African Development Report—ADR,
2007).

3.4.1 Poor Decision-Making

The first strand argues that large windfall revenues
lead to poor decision-making by governments. This is
attributable to several factors, including the following
(Ploeg, 2007; Auty, 2001; Auty, 2004; Stevens, 2003):

e Resource booms raise expectations and increase
appetite for spending. The promise of natural
resource wealth dramatically expands the horizons
of governments in natural resource-exporting coun-
tries. A boom mentality not only affects the way
governments behave—creating grandiose plans and
ideas; it also shapes how people respond. Work ethics
may be undermined, resulting in decline in produc-
tivity.

» The development of oil, gas, or minerals raises expec-
tations among the population. This pressures govern-
ments to “do something,” thus encouraging speedy
responses. This often leads to quick, inappropriate,
and poorly coordinated decisions.
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« Having more money to “play with” tends to weaken
prudence and normal procedures of “due diligence.”
In particular, governments may decide on capital
spending without due thought to recurrent spending
implications.

« Governments often dramatically increase public
spending based on unrealistic revenue projections.
In resource-dependent countries, windfalls increase
both public spending and the appetite for trans-
fers by a factor that is more than proportionate to
the size of the boom itself. This means that spend-
ing quickly surpasses revenues. Nonetheless, vari-
ous interest groups continue to demand even larger
shares of national income when natural resource rev-
enues go into a downtrend.

3.4.2 Corruption and Rent Seeking

It is often argued that natural resource booms often
decrease the quality of public spending and encour-
age rent seeking (Ploeg, 2007; Auty, 2001; Auty, 2004;
Stevens, 2003). Centralization, and, hence, concentra-
tion of fiscal resources from resource booms, fosters
excessive and imprudent investment. It also leads to mis-
management and misallocation of resources and, in the
most severe cases, corruption.

The key issue is that natural resource revenues tend
to replace more stable and sustainable revenue streams,
exacerbating problems of transparency and account-
ability. With sizeable resource revenues, the reliance
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on non-resource taxes and other government incomes
decreases. This tends to free natural resource-exporting
governments from the types of citizen demands for fiscal
transparency and accountability that arise when peo-
ple pay taxes directly to the government. Thus, natural
resource export earnings actually sever important links
between the people and their governments, links related
to popular interests and control mechanisms.

The larger the public purse, the less noticeable the
leakage to interest groups. Rent seeking is greater in
resource-rich countries because wealth is concentrated
in the public sector (or possibly in a small number of
companies). Therefore, the bulk of the rents created
in these economies are channeled by bureaucrats, the
majority of whom are members of the politically domi-
nant groups. Such rent-seeking behavior produces unde-
sirable results for the economy. First, rent-seeking behav-
ior imposes significant losses on the economy. Second,
it distracts attention away from long-term development
goals to maximizing rent creation and capture. Third,
rent seeking creates extremely powerful lobby groups
that are able to block needed economic reforms. Fourth,
societies face severe impediments to innovation as a
result of the behavior of special interest groups. Fifth,
rent seeking makes it more difficult for governments to
adjust spending when faced with revenue fluctuations.
Finally, rent seeking is tantamount to the creation of
monopoly power in an economy and the social costs of
such monopolization are higher if the costs to maintain
that monopoly are added (Stevens, 2003).
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Governance indicators, such as government effective-
ness, voice and accountability, political instability and
violence, the rule of law, regulatory quality, and control
of corruption are markedly weaker in oil-rich African
countries (see Table 3.7). The data furthermore indicates
that this problem is by far most common in relation to
oil exploration and revenue, as the performance of oil-
exporting countries is clearly worse than that of coun-
tries with other minerals.

The literature emphasizes the role of governments in
the misallocation of resource revenues (Stevens, 2003).
Resource booms have adverse effects because they pro-
vide incentives for politicians to engage in inefficient
redistribution of revenues and income in return for polit-
ical support. However, it is important to note that the
status of existing institutions (before the resource boom)
is crucial, as it determines the extent to which politicians
can respond to these perverse incentives. Regardless of
the starting point, pressure from the public to raise
public spending is likely to be significant—leading to
inefficient redistribution in the form of public employ-
ment provisions, subsidies to farmers, labor market reg-
ulations, and protection of domestic industries from
international competition.

3.4.3 State Predation

The attainment of political independence did not
transform the structure of a good number of African
states, which remained forceful and authoritarian. Thus,
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instead of transforming the state and making it relevant
to the needs and aspirations of the populations, some
emerging post-colonial leaders were content with using
the enormous authoritarian structures of the state to
appropriate economic gains for private ends. In response
to the forces of globalization—epitomized by the end
of the Cold War, growing pressures for both economic
and political liberalization, as well as increasing inter-
nal resistance and demands for democratization—many
state regimes have resorted to repression and predation.
A predatory state is characterized by the concentration of
power at the top and the personalization of networks for
delegation of this power, which is enforced by ruthless
repression. In this context, economic inducements for
government officials and generalized corruption are the
government way of life (Castells, 2000).

Predatory rule has two major consequences on nat-
ural resource wealth and revenue management in most
fragile African states. First, access to state power is
equivalent to access to wealth and to the sources of
future wealth. Second, political support is built around
clientele networks, which link power-holders with seg-
ments of the population. The concern of the various
elites, ultimately connected to the top of state power,
is how to gain support and consolidate clienteles while
maximizing the amount of resources needed to obtain
this support. These networks are formed along eth-
nic, regional, territorial, religious, and economic lines
(Castells, 2000).
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Predatory states use different violent and non-violent
strategies to manage mineral and oil resources and to
appropriate the proceeds accruing from their exploita-
tion and sale. Since minerals are extracted in enclave
production centers, sometimes located offshore, the
common strategy is to negotiate royalties and other
agreements directly with foreign companies. These deals
are often shrouded in mystery, making it difficult, if not
impossible, to track how much money is generated or
how these revenues are spent. According to oil industry
experts, OPEC countries on average retain some 75 per-
cent of their oil revenues for the state budget, allowing
for operating expenses. In the case of African oil produc-
ers, this proportion, even in the best-case scenario, falls
in the range of 55 percent to 70 percent. The difference
represents supplementary profits shared by the oil com-
panies and African elites (Hibou, 1999).

3.4.4 Sociocultural and Political Impacts

As outlined above, countries that have abundant point-
source natural resources (such as oil) tend to have less
prudent policies and poor governance. They also tend to
have weaker institutional capacities (Stevens, 2003). The
following paragraphs discuss some of the reasons for this
relationship and how it can be avoided.

Resource rents are an invitation to non-productive
lobbying and rent seeking. This problem occurs mostly
in countries with “grabber-friendly” institutions, while
countries with “producer-friendly” institutions generally
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donot suffer from the curse. In other words, countries that
avoided the resource curse in previous resource booms did
so because they had transparent and sound institutions
and because they adopted specific policies—including
institutional capacity building—to minimize the impact
of, and damage caused by, the resource windfalls.

Countries in which governance (hence transparency)
is initially poor are thought to face a substantial risk
of turning resource windfalls into catastrophe. Indeed,
there is evidence that governance is likely to deteriorate
further in a resource boom, even from a low-start status,
because of the windfalls. Governance and effective pub-
lic spending are thus critical for both living standards
and private activity and, since the public sector is a large
part of the economy, its own productivity growth is a
key component of overall growth. This in turn requires
that governments aspire to overall national goals, thus
becoming accountable to citizens, regardless of their own
interests and aspirations.

Poor economic performance during previous natural
resource booms underscores the importance of sound
macroeconomic policies and strong institutions. The
large public investment projects of the 1970s and 1980s,
when governance and institutions were extremely weak
in most of Africa, were often undertaken with little
scrutiny and accountability. The return on public invest-
ment was correspondingly low. Meanwhile, poor macro-
economic management of natural resource price cycles
in several African countries resulted in large exchange
rate appreciation, erosion of the competitiveness of
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non-oil sectors, and high inflation. Given that many
African countries leveraged their natural resource wealth
to access credit from foreign suppliers and governments,
the early 1990s witnessed a sharp rise in external debt,
well above 100 percent of GDP, in most cases, result-
ing in unsustainable external debt levels. These macro-
economic imbalances have eventually called for very
painful policy adjustments, such as sharp fiscal contrac-
tion, trade liberalization, exchange rate adjustment, and
debt rescheduling (Collier and Goderis, 2007).

In addition, with weak institutions and legal sys-
tems, there is a higher return on rent seeking, and a
higher occurrence of crime, corruption, unfair company
takeovers, and other shady dealings. A resource bonanza
thus elicits more rent seekers and reduces the number
of productive entrepreneurs. In the long run, profits
fall, resulting in an economy that is worse off. Thus, if
institutions are weak and conditions are not favorable,
dependency on oil and on other natural resources etfec-
tively hinders democracy and the quality of governance
(Ross, 1999; Ploeg, 2007).

Box 3.1: GOVERNANCE AND TRANSPARENCY IN NATURAL
RESOURCE EXPLOITATION AND MANAGEMENT

Governance remains the overarching and most critical challenge for
natural resource exploitation and management. Although African gov-
ernments bear prime responsibility for managing natural-resource
wealth in a fair, transparent, and accountable way, they are only one
part of an intricate web of interests and relationships, which include
regional actors, foreign governments, and multinational extractive
companies. The main governance-related challenges facing resource-
rich countries can be summarized as follows:
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Transparency

Transparency is the key issue in establishing accountable governance
structures and fighting corruption. However, this has to start with the
concession contract itself, as well as with revenues accruing from the
sale of the resources:

e Corruption in the allocation of resource concessions undermines
governance in resource-rich countries and also entails a poor deal
for their citizens. There is overwhelming evidence that concession
allocation is often obscure and involves a lot of corruption.

Concession contracts often contain confidentiality clauses and are
therefore not open to public scrutiny. Without knowing the details
of the deals signed by their government, the citizens of a given
country have no way of holding their politicians accountable.

Transparency is equally important for the revenue flows of natural-
resource rents between extractive industry companies and host
governments. If the companies publish what they pay and the
governments publish what they earn, the revenue flows can be
traced and governments can be held accountable for sustain-
able management of these revenues and fair distribution of the
wealth.

Data Sources: Heinrich Boll Foundation (2007); Alley et al. (2007).

3.4.5 Resource Governance Policy Initiatives

The last decade has seen a growing recognition that
improved transparency and accountability for the huge
revenues generated by oil, gas, and mineral industries is
vital to avoiding the “resource curse” and extending the
benefits of natural resource abundance to poverty reduc-
tion. Consequently, several international policy initia-
tives, mechanisms, and standards have been launched
to address these dilemmas, improve governance, and
reduce the observed environmental and socioeconomic
impacts of extractive industry activities. These include
(see also AfDB, 2007a)
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e The Extractive Industries Transparency Initiative

(EITI)

o The international Publish What You Pay (PWYP)
campaign

e The International Council on Mining and Metals
(ICMM)

o The Kimberley Process Certification Scheme (KPCS)

o The Equator Principles (social and environmental
standards)

e The African Peer Review Mechanism (APRM)

The most important of these—from an African
perspective—are discussed below.

3.4.5.1 THE EXTRACTIVE INDUSTRIES
TRANSPARENCY INITIATIVE

This initiative was launched by the UK government in
2002 to address the general failure to transform resource
wealth into sustainable development (the “resource
curse” or “paradox of plenty”) and the associated gov-
ernance problems in the extractive industries sector. The
EITI aims to intervene in the middle of the value chain—
collection of taxes and royalties stage—but neither
upstream nor downstream. The EITI has grown into a
worldwide initiative. More than 20 countries have com-
mitted to its principles and criteria, the majority of them
African countries (see also www.eitransparency.org).
Assessment of African Participation: A considerable num-
ber of African countries have endorsed the EITI and are
applying its principles to various extents. It is worth
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noting that the initiative is very much focused on the oil
and gas sectors. Its scope and mandate can be expanded,
revenue transparency strengthened, and the initiative
extended to upstream and downstream issues and to
environmental stewardship (Jourdan, 2006).

The Nigeria Extractive Industries Transparency Initia-
tive (NEITI), operating the EITI “plus” model, is the most
advanced and comprehensive of all the initiatives of
participating countries. The NEITI was launched in 2004
and yielded the first-ever comprehensive financial, phys-
ical, and process audits of Nigeria’s oil and gas sectors
for the 1999-2004 period. Cameroon and Mauritania
have appointed stakeholder committees at the highest
levels of government, drawn up action plans, and offered
workshops and training for civil society. These two coun-
tries have also issued two reports (www.eitransparency.
org).

In summary, and looking ahead, the EITI has recorded
some significant achievements, although it is voluntary
in nature. It is increasingly being recognized as a partial
solution to the problem of corruption in energy-rich
developing countries. However, the EITI faces a num-
ber of challenges that need to be addressed (EITI, 2007;
AfDB, 2007b):

1. Not all countries that have adhered to the EITI have
started implementing it in its full extent. Many
countries thus only show rhetorical commitment
and only actually implement the initiative to a lim-
ited extent.
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2. Civil society organizations play an important role in
the EITI and in its implementation at the national
level, where such a multi-stakeholder initiative is
often difficult to realize. However, in a number of
countries, records have emerged of civil society rep-
resentatives being harassed.

3. The EITI does not address the core problems of cor-
ruption, mismanagement, and accountability com-
prehensively.

The success of the EITI as a concept is increasingly threat-
ened by the lack of clarity about what it means in prac-
tice. These problems and issues must be addressed, and
EITI is only a first step in the right direction. One of the
undeniable effects of the EITI process is that it has raised
international awareness that transparency in oil, gas,
and mining revenues is vital to preventing corruption
in countries that depend on resource revenues and to
ensuring that these revenues are used to promote growth
and development. The EITI has brought together com-
panies, investors, governments, civil society groups, and
international institutions to promote this shared vision.

3.4.5.2 THE INTERNATIONAL PUBLISH WHAT YOU
PAY CAMPAIGN

The Publish What You Pay (PWYP) initiative is a coali-

tion of over 300 global civil society organizations from

more than 50 countries. It aims to promote full trans-

parency in the payment, receipt, and management

of revenues paid to resource-rich developing country
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governments by the oil, gas, and mining industries.
PWYP campaigns are focused on achieving mandatory
disclosure of payments made by oil, gas, and mining
companies to governments and other public agencies.
This is commonly accepted as a necessary first step
towards a more accountable system for the management
of natural resource revenues. Such disclosures will not
only allow members of civil society to draw a compar-
ison and thus hold their governments accountable for
the management of revenues; it will also strengthen the
social standing of companies by demonstrating their pos-
itive contribution to society.

Assessment of African Participation: The response of
African countries to the PWYP initiative has been posi-
tive, with a considerable number of NGOs pledging their
commitment. To date, NGOs from 23 African countries
have joined the coalition. Nigeria has been a strong
supporter of the initiative and is home to 47 PWYP
coalition-member NGOs (PWYP, 2007).

The debate on PWYP (a voluntary principle) raises the
same issues highlighted above in relation to the EITI
initiative.

3.4.5.3 EQUATOR BANK PRINCIPLES

Ideally, banks and financial institutions should be made
accountable for oil- and mineral-backed loans and dis-
bursements, particularly when they undermine attempts
by the international community and international finan-
cial institutions to control the flow of money that
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involves corrupt natural-resource deals. The two most
well-known global banking initiatives that target this
issue are the “Equator Principles,” which set social and
environmental standards for project finance deals, and
the “Wolfsberg Group,” which has developed a set of
anti-money laundering principles. However, both of
these initiatives are voluntary.

The Equator Principles are essentially a voluntary
financial industry benchmark for determining, assess-
ing, and managing social and environmental risks in
project financing. Institutions that have adhered to the
Principles (known as “Equator Principles Financial Insti-
tutions” or “EPFIs”) have consequently adopted these
values and principles. The initiative is currently sup-
ported by some 50 banks from 16 countries. In their
current form, the Principles are based on the environ-
mental and social safeguard policies of the International
Finance Corporation (IFC). As such, they do not pro-
vide any specific guidance for extractive sector projects—
a considerable limitation in itself. Nevertheless, the
EPFIs have committed themselves to not providing loans
to projects where the borrower is unable to address
and comply with the general principles and overall
stated policies and procedures (www.equatorprinciples.
com).

A distinct disadvantage of the Equator Principles is
that they are driven by the Western world and do not, as
such, focus on developmental impacts in the developing
world (Jourdan, 2007). It would thus be beneficial for
financial institutions to look at developmental aspects as
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well. Given the important role that banks play in financ-
ing private sector projects around the world, it is critical
that signatories to the Equator Principles join in the
global push for transparency in extractive sectors. What
is further needed, to boost the effect of this and similar
initiatives, is mandatory transparency in the financing
of resource projects. This ideally implies putting an end
to resource-backed loans for governments, investors, and
others who refuse to manage resource revenues in a
transparent manner. This would also call for an amend-
ment of money laundering regulations, recognizing that
resource deals and resource-backed loans constitute a
significant “yellow flag” for potential money laundering
(Jourdan, 2007).

3.4.5.4 AFRICAN PEER REVIEW MECHANISM
(APRM)

The African Union’s New Partnership for Africa’s Devel-
opment (NEPAD) identifies good governance as a basic
requirement for peace, security, and sustainable growth
and development. One of its “immediate desired out-
comes” is that “Africa adopts and implements principles
of democracy and good political, economic, and cor-
porate governance, and the protection of human rights
becomes entrenched in every African country.” For this
purpose, NEPAD set up the African Peer Review Mecha-
nism (APRM), an innovative tool aimed at peer review of
governance benchmarks and design of action plans for
improvement.
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Participation in the system is voluntary and a panel
appointed by the APRM Secretariat oversees implementa-
tion throughout Africa. The process consists of a number
of stages (website: www.aprm.org.za). The ultimate stated
goal of the APRM is to encourage African countries to
plan a way forward on governance issues and imple-
ment relevant plans in this direction. The APRM process
is designed to help participating countries develop and
promote the adoption of laws, policies, and practices
that lead to political stability, high rates of economic
growth, sustainable development, and continental eco-
nomic integration.

Assessment of African Participation: At present, 27 coun-
tries have committed to the APRM and 13 of them have
had reviews launched. To date, Ghana, Rwanda, and
Kenya are the three countries that have completed the
entire process. The broad inclusiveness of the process has
demonstrated the presence in countries of a strength-
ened culture of political dialog and empowerment. How-
ever, implementation has posed some challenges, for
instance, the establishment of an appropriate national
structure, the financing of the process, and the organi-
zation of a participatory and all-inclusive self-assessment
system (APRM, 2007; AfDB, 2007c).

Voluntary participation in the APRM assessment has
resulted in very high expectations, and it is imperative
for member countries and stakeholders to now see the
“dividends” from the APRM in terms of enhanced gov-
ernance and improved living standards. The APRM is
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a cornerstone of NEPAD, the first African-initiated and
-led instrument to take full ownership of the continent’s
future by addressing the key governance challenges that
constitute major constraints.

3.5 Summary and Conclusion

The conclusion from the analysis in this chapter is that
the true potential benefits of having significant natural
resource wealth have not been fully exploited by oil-rich
African countries. Overall, the performance of resource-
rich countries in Africa has been disappointing, espe-
cially from 1980 to 2000.

However, despite the challenges and issues involved,
a natural resource boom can, under the right circum-
stances, be an important catalyst for growth and devel-
opment. The often referred to “natural resource curse”
can be avoided with the right knowledge, institutions,
and policies. Several African countries have demon-
strated this, and there is reason for cautious optimism
that more countries have learned hard lessons from past
resource booms, and, in future, will pursue strategies and
policies that will allow them to fully reap the benefits of
natural resource wealth.
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4

Impact of High Oil Prices
on African Economies

This chapter reviews evidence of the economic and
socio-environmental effects of high and rising oil prices
on African countries. In the past, significant increases
in the price of oil have led to worldwide economic
recessions, such as the 1973 and 1979 energy crises. In
many European countries, which have high taxes on
fuels, such price shocks could potentially be mitigated
by reducing the taxes as fuel costs rise. In many African
countries, on the contrary, this option is not feasible, as
there is limited taxation on oil products in the first place.
In some cases, the oil prices are subsidized. African gov-
ernments thus face a considerable dilemma: how much
of the increase in oil product prices they should “pass
through” to consumers. The negative effect of rising
oil prices is thus potentially large for net oil-importing
countries. In principle, the net effect should be positive
for net oil-exporting countries, as positive effects offset
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negative effects. This chapter provides a comprehensive
analysis of these issues.

4.1 Impact of Oil Prices on Africa

This section reviews and discusses the impact of high
oil prices on African economies. The importance of oil
products for African nations and the marked tendency
for significant oil price volatility were presented in Chap-
ter 2. Only a brief account is thus provided here. This sec-
tion focuses primarily on estimating and outlining the
effect of these developments on Africa’s socioeconomic
development.!

A barrel of crude oil was trading between US$18 and
US$23 in the 1990s; it crossed the US$40 mark in 2004;
and rose to about US$60 from 2005. During the summer
of 2007, the price of one barrel of crude oil jumped
above US$70 and even crossed the US$147 mark in
July 2008. Although oil prices are still lower than in
the late 1970s and early 1980s in real terms (inflation
adjusted), the recent upsurge can have dramatic conse-
quences on oil-importing countries. The impact of high
oil prices is likely to be even more severe in countries
that are overly dependent on oil and/or have limited
access to international capital markets. In principle, net
oil-exporting countries stand to benefit from the influx

1 The review in this chapter is based primarily on AfDB Research
Department documents (2007); ESMAP (2006); and several (unpublished)
Research Papers by the AfDB Research Department.
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of foreign revenue, which they can harness to accelerate
the implementation of poverty reduction strategies and
the attainment of the Millennium Development Goals
(MDGs). However, these countries face challenges in
managing the oil windfalls for the benefit of the whole
population, as well as for future generations, and in cush-
ioning their economies against any Dutch disease effects
(see Chapter 3).

For many developing countries, the increase in oil
prices over the last few years has made structural reform
of the domestic petroleum pricing system a critical com-
ponent of their macroeconomic policies. Although in
some countries oil price increases may have been partly
offset by exchange rate movements (notably the weak-
ening of the U.S. dollar against the euro), it has also
had major socioeconomic impacts. Many governments
have been reluctant to pass on to consumers a rise in
international oil prices because of the potential for social
resistance to a policy that could hurt the poor. How-
ever, if they do not pass on the higher prices, their
countries could experience a significant fiscal burden,
which, in turn, could oblige governments to cut social
spending.

Africa has 38 net oil-importing countries (see
Chapters 2 and 3). As outlined above, in these countries
in particular, high oil prices have an adverse impact on
businesses, consumers, and the government budget, to
name a few. As a result, these net oil-importing countries
see their terms of trade deteriorate—jeopardizing their
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balance of payments positions and possibly leading to
lower economic growth than in the absence of the oil
shock.

4.1.1 Literature Review

A large number of studies have investigated the macro-
economic impact of oil price shocks, focusing in particu-
lar on the response of economic growth and consumer
price inflation in oil-importing countries (see Barsky
and Kilian, 2004; Hamilton, 2005; and Kpodar, 2006).
A somewhat smaller body of literature has studied
the impact of oil price shocks on external accounts
(Bruno and Sachs, 1982; Ostry and Reinhart, 1992; and
Gavin, 1990; and 1992), while yet other studies have
concentrated on other relevant issues related to oil price
shocks.?

There are fewer studies on the impact of high oil
prices on African economies compared with other con-
tinents. However, specific studies have been conducted
on the effects in Kenya, Nigeria, Mali, Mozambique, and

2 These include the following: Krichene (2006) focused on mone-
tary policy and the recent oil shock in the world crude oil markets;
Hunt et al. (2001) studied the macroeconomic effects of high oil prices;
Hamilton (2000) defined oil shocks and their effect on the economy;
Daniel (2001) analyzed the possible solutions for high oil prices and market
risks for governments; Hossain (2003) studied the taxation and pricing of
petroleum products in developing countries; Kilian et al. (2007) looked
at the relationship between oil price shocks and external balances; and
Hunt (2005) studied the role of oil price shocks in the stagflation in the
1970s.
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Ghana,? for example, while more general and continent-
wide studies have gained attention in the last few years.*

4.1.2 Impact of High Oil Prices on GDP

There are two principal drivers of the demand for any
product: growth in demand and the price of the product.
These two drivers can in turn be divided into four factors:
(i) The rate of growth of income; (ii) The income elastic-
ity of demand for the product; (iii) The rate of increase
of prices; and (iv) The price elasticity of demand for the
product. Unfortunately, evidence on price and income
elasticity in developing countries is sparse, partly because
of lack of data, and tends to be based on data that is
several years old (ESMAP, 2006).

Although the GDP of a country is a generic measure of
economic performance, it gives a fairly good indication
of the magnitude of the impact of oil prices on the
economy of a given group of countries (see Table 4.1).

3 Studies on the impact of high oil prices in African economies include
works by the following: Semboja (1994) studied the effects of oil price
changes in Kenya; Ayadi et al. (2000) and Ayadi (2005) studied the effects
of oil production shocks in Nigeria; Kpodar (2006) looked at the way
international oil prices are transferred to household expenditures in Mali;
Nicholson et al. (2003) and Coady and Newhouse (2005) explored the
distributional impact of an increase in the price of oil in Mozambique and
Ghana, respectively; and Coady et al. (2006) studied the magnitude and
distribution of fuel subsidies in developing countries, including in Ghana
and Mali.

4 This includes Bouakez and Vencatachellum (2007); and ESMAP (2006),
which both address the impact of high oil prices in net oil-importing and
net oil-exporting countries.
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In Africa, 36.7 percent of the population lives in
slow economic growth countries (GDP growing less than
4 percent a year); 35.6 percent in diversified and sus-
tainable growth economies (GDP growing more than
4 percent a year); and only 27.7 percent in oil-exporting
countries. This suggests that a 1 percent loss in GDP as a
result of high oil prices will have a greater impact on slow
growth economies and, consequently, on the majority of
Africa’s population.

Figures 4.1 to 4.5 show the GDP growth rate between
1999 and 2004 in selected countries by sub-region in
Africa. In general, most countries show positive growth
between the two periods analyzed (1990-1999 and 2000-
2004). Although the growth pattern varies by period, it
is clear that some countries recorded higher growth at
the turn of the millennium (for example, the Demo-
cratic Republic of Congo, Rwanda, Comoros, Kenya,
Tanzania, Algeria, Morocco, Tunisia, Sudan, Angola,
Zambia, Mozambique, Botswana, Namibia, and South
Africa). It is also worth noting that very few countries
had outright negative economic growth (Central African
Republic, Seychelles, and Zimbabwe).

Improved trade performance, particularly among oil
exporters, is considered a major factor of economic
growth in Africa in 2004 and subsequent years (AfDB,
2005). In 2004 oil prices rose 60 percent as a result of
increased global demand, especially in China and Asia.
According to the AfDB (2005), high oil prices are attribut-
able to a rise in global demand rather than to supply-
side factors. Nevertheless, supply-side factors such as
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Figure 4.1: Average Annual Real GDP Growth in Central Africa
Source: IMF (2006); and AfDB Statistics Department Database (2007).
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Figure 4.2: Average Annual Real GDP Growth in East Africa
Source: IMF (2006); and AfDB Statistics Department Database (2007).
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Figure 4.3: Average Annual Real GDP Growth in North Africa
Source: IMF (2006); and AfDB Statistics Department Database (2007).
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Figure 4.4: Average Annual Real GDP Growth in Southern
Africa

Source: IMF (2006); and AfDB Statistics Department Database (2007).
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Figure 4.5: Average Annual Real GDP Growth in West Africa
Source: IMF (2006); and AfDB Statistics Department Database (2007).

the war in Iraq, policy developments in Venezuela, and
conflicts in Nigeria contributed to the increase in oil
prices in 2004. Suppliers have been attempting to com-
ply with established quotas by increasing production.
This was the case in 2004 when Angola, Chad, and
Equatorial Guinea had their quotas raised four times. The
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main result of high oil prices in oil-exporting countries is
increase in export revenues and hence higher economic
growth. For example, in 2004 countries like Angola (Fig-
ure 4.4), Chad, Congo, Gabon, and Nigeria (Figure 4.5)
recorded gains of more than 3 percent.

The impact of high oil trade can also be discussed
from the perspective of terms of trade in African sub-
regions, as shown in Figures 4.6 to 4.9. The figures sug-
gest terms of trade gain during the 2000-2004 period.
Net oil-exporting countries (such as Algeria, Egypt, and
Tunisia) have shown steady positive terms of trade index.

GDP data actually supports the view that the aggre-
gate output performance of most African countries has
not been as seriously affected as expected by the impact
of higher oil prices in the post-1999 period. This is
in contrast with the expected downturn in aggregate
output predicted by macroeconomic models. In fact,
economic growth in the first half of this decade was
tar higher than the record in the 1990s (AfDB, 2005;
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Figure 4.6: Terms of Trade in Central African Countries, 2000-
2004

Source: IMF (2006); and AfDB Statistics Department Database (2007).
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Figure 4.7: Terms of Trade in East African Countries, 2000-
2004

Source: IMF (2006); and AfDB Statistics Department Database (2007).
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Figure 4.8: Terms of Trade in North African Countries, 2000-
2004

Source: IMF (2006); and AfDB Statistics Department Database (2007).
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Figure 4.9: Terms of Trade in Southern African Countries,
2000-2004

Source: IMF (2006); and AfDB Statistics Department Database (2007).
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World Bank, 2006¢; IMF, 2006). Other macroeconomic
variables such as investment, consumption, inflation,
and fiscal balance also showed more robust performance.
The available evidence thus suggests that the 2003-2005
oil price increase was not associated with any perceptible
change in economic performance in net oil-importing
countries unlike in the 1970s and the 1980s (Dudine
et al., 2006). A similar conclusion was derived from a
number of recent studies (World Bank, 2006a; 2006¢; and
2006d), and earlier studies (ESMAP, 2005a; and 2005b)
that quantified the magnitude of the oil price shocks
relative to the size of the economy.

The impact studies tend to confirm that, based on data
for 2004 and 2005, the slow down in GDP for non-oil
exporters has been modest, and inflation has increased
only slightly (Figure 4.10). These corroborative conclu-
sions may just mean that the GDP and the terms of trade
are too coarse as indicators of the real impact of high oil
prices in African economies. African economies are very
specific in the sense that they are dominated by informal
economies, which are not adequately captured in macro-
economic indicators.

In practice, the situation is more complex because oil
prices and GDP growth run both ways. High oil prices
could dampen economic growth as experienced during
earlier oil price shocks. A decline in economic growth
would subsequently reduce demand, potentially leading
to a large fall in world oil prices. During this latest rel-
atively minor financial crisis, Brent oil prices fell below
US$10 a barrel (December 1998).
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4.1.3 Impact of High Oil Prices on Domestic Prices

In order to assess the real impact of high oil prices in
African economies, it is important to understand that
African economies are changing and significant improve-
ments in terms of macroeconomic management are
being reported, especially the very significant reduction
in inflation (Figure 4.10).

The key policy response to the impact of high oil
prices is the extent to which governments have passed
on the price increases to consumers, or have moderated
them with subsidies, tax reductions, or pressure on oil
companies to hold down prices. In the countries that
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Source: International Monetary Fund Sub-Saharan Africa Regional Economic Outlook.

Figure 4.10: Inflation in African Countries, 2000-2006
Source: IMF (2006).
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have been raising prices, and especially in those that
have been passing on the full price increases to end-
users, it is expected that some reduction in the demand
for oil will occur. Where domestic prices have not fully
reflected international price movements, the demand
for oil products tends to stay more buoyant, and the
potential negative effects on the balance of payments
and GDP are larger. A central issue in the adjustment of
the economy to any price rise that has occurred is thus
the magnitude of the price elasticity of demand for oil
products (ESMAP, 2006).

The extent of pass-through can be observed in
Figure 4.11. It has been high in most countries; partial in
many countries; and complete in others. A special case is
Eritrea, where the increase in domestic prices was eight
times the change in the international price of oil.

Substantially higher prices in recent years are
illustrated in Figures 4.12 and 4.13. In fact, domestic
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Figure 4.11: Oil Pass-Through in Selected African Countries,
2002-2005

Source: IMF (2006); and AfDB Statistics Department Database (2007).
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Figure 4.12: African Oil Product Prices Relative to Crude Oil
Prices (Price in US Cents per Liter)

Source: IMF (2006); and AfDB Statistics Department Database (2007).
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Figure 4.13: African Oil Product Prices Relative to US Retail
Prices (Price in US Cents per Liter)

Source: IMF (2006); and AfDB Statistics Department Database (2007).

prices in most African countries, which are among the
poorest countries in the world, are higher than in the
United States.

4.1.4 Social Impacts of High Qil Prices in Africa

In African countries, the social impacts of high oil
prices are direct and most outrageous in the poorest
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communities, which do not have electricity and use
kerosene for illumination. It is also well known that
increases in the prices of commodities that feature
prominently in the consumption basket of poor house-
holds have severe consequences on their living standards
and well-being. In other words, higher oil prices exac-
erbate the incidence and depth of poverty and highly
distort income distribution structures.

For net oil exporters, higher oil prices are expected to
be a blessing. However, key economic and social indi-
cators for oil-exporting countries suggest that oil wealth
has not been able to support sustained economic growth
and development (see Chapter 3). Moreover, inequitable
distribution of oil revenue among the population can
fuel social tensions as has been witnessed in the case of
the Niger Delta region.

4.2 AfDB Model of the Impact of High Oil Prices

4.2.1 Overview of the Model

The Research Department at the African Development
Bank (AfDB) has developed a model to quantify the
impact of high oil prices on oil-importing and oil-
exporting African economies.® The analysis is based
on a dynamic stochastic general-equilibrium model
of a small open economy. The model is rigorously

5 “The Impact of High Oil Prices on African Economies,” Working Paper

Series (WPS) No. 93, December 2007, African Development Bank Group,
Tunis.
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micro-founded in the sense that agents are fully
optimizing and form their expectations in a rational
manner. This modeling approach has several advantages.
First, the inter-temporal nature of the model permits
a study of the effects of transitory as well as persis-
tent oil price shocks. Second, because the time path
of aggregate variables is determined by the optimizing
behavior of economic agents, the model is robust to
the Lucas critique, and, therefore, appropriate for pol-
icy analysis. Third, this approach allows proper welfare
analysis as it provides an explicit account of households’
preferences. Fourth, the general-equilibrium perspective
ensures internal consistency and, more importantly,
allows the study of the effect of oil prices without making
arbitrary assumptions about what is exogenous and what
is not.

Owing to these advantages, the proposed model
supersedes existing naive data-based models, reduced-
form models, and static computable general-equilibrium
(CGE) models. Data-based models are useful to char-
acterize the statistical relationships between economic
variables and to establish relevant stylized facts; how-
ever, these models lack economic content and do not
reveal mechanisms through which shocks propagate.
Reduced-form models are often concise and easy to solve,
but the aggregate relationships are usually not derived
from first principles and the model parameters are not
always invariant to shifts in policy regimes. The same
criticism applies to CGE models, which, in addition,
often ignore inter-temporal considerations.
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The proposed model belongs to the class of new open-
economy macroeconomic models, which have become
the main tool used in modern international macroeco-
nomics and are increasingly sought by international
organizations and Central Banks around the world. It
is a state-of-the-art model that uses cutting-edge tech-
niques to address positive and normative issues related
to the effects of oil price shocks, but which can easily be
extended to examine broader questions of relevance to
the AfDB.

The model is one of a small open economy and is
adapted specifically to the context of oil and African
economies. It is sufficiently flexible to represent virtu-
ally any African country. In particular, it is configured
to describe oil importers and oil exporters, credit-
constrained economies and those that have access to
international financial markets, and countries with flex-
ible, managed, and fixed exchange rate regimes. The
economy consists of households, firms, a government,
and a monetary authority. There are four types of goods:
final goods, composite non-oil goods, oil, and interme-
diate goods.

4.2.2 Results

This section discusses the impact of a doubling in world
oil prices on main macroeconomic variables both in
the case of a median oil-importing economy and a
median oil-exporting economy. The variables of inter-
est are output, consumption, inflation, real exchange
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rate, government budget deficit, and foreign debt. The
simulations are performed under both a fixed exchange
rate regime and a managed float. For each case, two
different scenarios are considered: complete and zero
pass-through. In all simulations, the oil price shock is
assumed to be persistent, with a first-order autocorrela-
tion coefficient of 0.85, as estimated from the data. This
assumption is consistent with the view that the expected
durability of high oil demand from East Asia (especially
China) is sustaining the market expectations that oil
prices will remain high.

4.2.2.1 MEDIAN OIL-IMPORTING ECONOMY

This economy is calibrated such that oil imports repre-
sent roughly 13 percent of total imports and 5 percent
of total GDP in the steady state. Simulation results for
this case are shown in Tables 4.2 and 4.3. The main
conclusions are as follows:

e« Under fixed exchange rates and complete pass-
through, a doubling in the world price of oil leads
to a decline in output and consumption, a slight
increase in inflation, a small appreciation of the real
exchange rate, and moderate changes in public and
foreign borrowing. The output loss is about 6 percent
during the first year, while the cumulative loss is
about 24 percent during the five years following the
shock. For consumption, the corresponding numbers
are 5 and 19 percent, approximately.
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Table 4.2: Effects of a 100% Increase in the Price of Oil
(Net Oil-Importing Country, Fixed Exchange Rate Regime)

Impact effect Cumulative effect
(1 year) % (5 years) %

Output

Complete pass-through -6 —24

Zero pass-through -1 -5
Consumption

Complete pass-through -5 -19

Zero pass-through —6 -25
Investment

Complete pass-through -11 -39

Zero pass-through -7 -25
Inflation

Complete pass-through 2 1

Zero pass-through —4 —4
Real exchange rate

Complete pass-through -2 -7

Zero pass-through 4 22
Budget deficit

Complete pass-through 4 7

Zero pass-through 31 45
Foreign debt

Complete pass-through -1 2

Zero pass-through 9 11

Note: Budget deficit in percentage of steady-state output.

e The drop in output and consumption is attributed
to a combination of two effects of high oil prices:
a direct income effect, through the resource con-
straint, and a direct effect on production, through
higher costs of inputs. The former decreases con-
sumption and increases labor supply. The latter
decreases demand for non-oil inputs and, by exten-
sion, demand for labor and capital. The net effect on
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Table 4.3: Effects of a 100% Increase in the Price of Oil
(Net Oil-lImporting Country, Managed Floating)

Impact effect Cumulative effect
(1 year) % (5 years) %

Output

Complete pass-through —6 -23

Zero pass-through 2 -1
Consumption

Complete pass-through —4 -18

Zero pass-through -5 -25
Investment

Complete pass-through =10 —38

Zero pass-through -1 -21
Inflation

Complete pass-through 5 4

Zero pass-through 4 5
Real exchange rate

Complete pass-through -1 -5

Zero pass-through 9 30
Budget deficit

Complete pass-through 0 -1

Zero pass-through 6 20
Foreign debt

Complete pass-through 1 2

Zero pass-through 16 12

Note: Budget deficit in percentage of steady-state output.

hours worked is ambiguous, but labor income and
investment unambiguously fall (due to lower mar-
ginal productivity of labor and capital). The resulting
reduction in households’ disposable income further
decreases consumption and output.

e The increase in inflation is due to the fact that
the domestic price of oil enters the aggregate price
index, and since there is complete pass-through,
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oil-price inflation contributes to core inflation. The
higher inflation explains the appreciation of the real
exchange rate (since the nominal exchange rate is
fixed).

o Under zero pass-through, the increase in the price of
oil still leads to a decline in output and consumption,
but the magnitude of the effects differs significantly
compared with the complete pass-through case. The
decline in output during the first year is less than 1
percent and the cumulative loss during the five years
following the shock is roughly 5 percent. Hence,
by choosing a zero pass-through, the government
shields the production sector of the economy, thus
minimizing the output loss. However, the cost of
this intervention is a dramatic deterioration in the
budget deficit (31 percent during the first year and
45 percent after five years), and, most importantly, a
large decline in consumption, which drops by more
than 6 percent during the first year and 25 percent
after five years.

Under zero pass-through, there is a decrease in infla-
tion, which translates into a real exchange rate depre-
ciation of roughly 4 percent in the first year and 22
percent after five years.

» Under a managed floating exchange rate regime, the
nominal exchange rate is, to a certain extent, free
to adjust, thereby acting as a shock absorber. In
principle, therefore, the adverse effects of high oil
prices should be less severe compared to the case
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with fixed exchange rates. A comparison of Tables 4.3
and 4.4 confirms this intuition. Under complete
pass-through, however, there are only minor dif-
ferences in the response of output, consumption,
inflation, and, to a lesser extent, foreign debt across
the two regimes.® The gain from letting the nom-
inal exchange rate float is much more apparent
under zero pass-through. For example, output ini-
tially increases by almost 2 percent (as opposed to a
decline of 1 percent) following the rise in the price of
oil, and the cumulative loss after five years is barely
over 1 percent (as opposed to a loss of 5 percent). This
smaller output loss is due to the larger depreciation
of the real exchange rate relative to the case with
pegged nominal exchange rates.

4.2.2.2 MEDIAN OIL-EXPORTING ECONOMY

This economy is calibrated such that oil exports repre-
sent roughly 88 percent of total exports and 35 percent
of total GDP in the steady state. Simulation results for
this case are shown in Tables 4.4 and 4.5. The main
conclusions are the following:

e Under fixed exchange rates and complete pass-
through, a doubling in the world price of oil leads to
a 9 percent increase in output, a 42 percent increase
in consumption, a 9 percent increase in inflation, a

% The only notable difference across the two regimes is the response
of the budget deficit, which deteriorates under the peg one, but slightly
improves under managed floating.
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Table 4.4: Effects of a 100% Increase in the Price of Oil
(Net Oil-Exporting Country, Fixed Exchange Rate Regime)

Impact effect Cumulative effect
(1 year) % (5 years) %

Output

Complete pass-through 9 53

Zero pass-through 10 56
Consumption

Complete pass-through 42 152

Zero pass-through 41 149
Investment

Complete pass-through 16 62

Zero pass-through 16 62
Inflation

Complete pass-through 9 15

Zero pass-through 6 14
Real exchange rate

Complete pass-through -9 —71

Zero pass-through -7 —63
Budget deficit

Complete pass-through -114 —147

Zero pass-through —-108 -139
Foreign debt

Complete pass-through -33 —47

Zero pass-through -30 —45

Note: Budget deficit in percentage of steady-state output.

9 percent real appreciation, a 114 percent reduction
in the budget deficit, and a 33 percent reduction in
foreign debt during the first year. The magnitudes of
the cumulative effects after five years indicate that
the adjustment of output, the real exchange rate, and
foreign debt is non-monotonic.’

7 For example, the model predicts that the response of output to the 100
percent increase in the price of oil is hump-shaped, attaining its peak of 16
percent during the third year after the shock.
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Table 4.5: Effects of a 100% Increase in the Price of Oil
(Net Oil-Exporting Country, Managed Floating)

Impact effect  Cumulative effect

(1 year) % (5 years) %

Output

Complete pass-through 4 25

Zero pass-through 4 27
Consumption

Complete pass-through 16 75

Zero pass-through 16 76
Investment

Complete pass-through 3 22

Zero pass-through 4 23
Inflation

Complete pass-through =13 -12

Zero pass-through —14 -13
Real exchange rate

Complete pass-through —38 -136

Zero pass-through -36 -130
Budget deficit

Complete pass-through -7 —24

Zero pass-through —6 -23
Foreign debt

Complete pass-through —55 -39

Zero pass-through -53 -38

Note: Budget deficit in percentage of steady-state output.

o The increase in the price of oil generates a posi-
tive income effect, through the resource constraint,
which increases consumption. This rise in consump-
tion translates into higher demand for the final good,
which more than offsets the negative effect of the
higher price of oil. As a result, the demand for oil
and non-oil inputs increases (due to their comple-
mentarity), thereby raising the demand for labor and
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capital. The resulting increase in labor demand and
investment further boosts the demand for the final
good, and, therefore, output.

o Under zero pass-through, there is a slightly larger
increase in output, a lower inflation, and a smaller
appreciation of the real exchange rate compared to
the case with complete pass-through. However, this
“gain” comes at the expense of a (marginally) smaller
increase in consumption and a smaller improvement
in the budget deficit.

o Under managed floating, the output and consump-
tion gains induced by the increase in the price of
oil are smaller than under fixed exchange rates.
This result is mainly due to the larger appreciation
of the real exchange rate under the former regime.
The smaller increase in consumption implies that
the budget deficit narrows less than under the fixed
exchange rate regime.

e Under a managed float, the effects of an increase in
the price of oil under complete and zero pass-through
are strikingly similar.

For the sake of comparison, Table 4.5 is generated
with the same parameters as Table 4.4, except for the
exchange rate regime. The deflation reported in Table 4.5
arises because the appreciation of the local currency
makes imported goods cheaper. Reducing the share of
imported goods in the economy and running the sim-
ulation over would give positive inflation.

147



978—0—19—L565 78-8 00-ADB-2-Main-drv African Development Bank2 (Typeset by SPi, Chennai) 148 of 233 |July 29, 2009 15:25

Oil and Gas in Africa

4.2.3 Policy Implications

4.2.3.1 GOVERNMENT INTERVENTION

The above analysis suggests that through local currency
pricing (buying at world market prices, but selling at
local prices), the government can cushion the econ-
omy from the adverse effects of oil price shocks in
oil-importing countries. However, this policy amplifies
a consumption loss and aggravates the government'’s
budget deficit. Hence, the answer to the question of
whether a government should intervene or not depends
on its implicit objective function. To the extent that
the government is concerned with stabilizing output,
local currency pricing proves to be the optimal policy.
Alternatively, if the government is a benevolent social
planner, then laissez-faire and pass-through is likely to be
the welfare-maximizing policy. For oil-exporting coun-
tries, government intervention does not seem to affect
in a substantive way the outcome of the economy, espe-
cially in the case of a managed floating. This observation
implies that both intervention and laissez-faire could be
acceptable policy choices in these countries.

4.2.3.2 FOREIGN AID

Can foreign aid help African oil-importing countries
cope with high oil prices? Are the required amounts pro-
hibitive? Table 4.6 shows the permanent level of overseas
development assistance (in percentage of steady-state
output) that is required to completely offset the ini-
tial output loss associated with a persistent 100 percent
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Table 4.6: ODA Needed to Offset Output Loss in
the First Year (% of Steady-State Output)

Fixed exchange Managed

rate regime floating
Complete pass-through 1.60% 1.98%
Zero pass-through 0.23% —

Note: ODA: Official Development Assistance.

increase in the price of oil. The table shows that the
largest amount of foreign aid needed is less than 2
percent of steady-state output. This amount is clearly
non-prohibitive (foreign aid in a number of African
countries represents more than 5 percent of GDP), imply-
ing that there is scope for international-community
actions to help debt-burdened African economies miti-
gate the adverse effects of high oil prices.

4.2.4 Summary of Results

High oil prices can have very harmful effects on the
economy of African oil-importing countries, especially
those that are heavily debt-burdened. They lead to a
decrease in output and consumption, and to a worsening
of the net foreign asset position. For the median oil-
importing country, the five-year cumulative output loss
resulting from a doubling in the price of oil can be as
large as 23 percent under a fixed exchange rate regime, as
per the model applied. However, this recessionary effect
can be cushioned through government intervention in
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the form of limited pass-through of the oil price increase
or through foreign aid. In this regard, the model can be
used to determine the optimal degree of intervention
by the government and donors given their objective
functions.

For the median oil-exporting country, the five-year
cumulative increase in output associated with a dou-
bling in the price of oil exceeds 60 percent, regardless
of the exchange rate regime under which the country
operates. However, this scenario is accompanied by a
sharp appreciation in the real exchange rate, which may
hinder the competitiveness of the country. It is there-
fore important that accompanying measures be taken to
offset the exchange rate appreciation effect on non-oil
sectors.

It should be emphasized, however, that while the
analysis above focuses on “median” countries, there is,
in fact, a great deal of heterogeneity within the groups
of oil-importing countries and oil-exporting countries.
This means that the effects of oil price shocks can dif-
fer dramatically from one country to another. As stated
above, however, the proposed model can be configured
to represent any of these countries.

An important question that the model does not
address is the effect of high oil prices on poverty, which
is a crucial dimension in the African context. The model
can, in principle, be extended to capture this feature
by allowing for heterogeneity across households and by
assuming that some of them have liquidity constraints.
The model can also be extended to include other types
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of shocks, such as productivity shocks, monetary-policy
shocks, and world-interest-rate shocks.

4.3 Coping with High Oil Prices

Africa as a whole has in recent years been enjoy-
ing gains from macroeconomic management, improved
political stability and governance, easing of regional
conflicts, strengthening of regional economic blocks,
and increased agricultural, mineral, and oil production.
Before the financial crisis, many African economies were
moving towards fast and steady economic growth. Their
performance over 1995-2007 reversed the collapses over
1975-85 and the stagnations over 1985-95. And, for the
first time in three decades, African economies were grow-
ing at the same rate as the rest of the world economies.
Average growth in the Sub-Saharan economies was 5.4
percent in 2005 and 2006. However, sustaining high
growth rates has been a chronic challenge for African
countries as they confront shocks including high oil
prices.

Coping with high oil prices requires a set of measures
to maximize the positive impacts and mitigate the neg-
ative impacts. The negative impacts are more intense
for net oil importers, but can (as described in earlier
sections) be mitigated through government initiatives or
through foreign aid. Specifically, some of the measures
that governments can implement to cope with high oil
prices include the following (ESMAP, 2006):
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o Price-based policies (comprising full passing on of
price increases and subsidies of end-user prices;

« Policies to reduce the cost of supply (hedging,
economies of scale, security of stocks);

o Quantity-based policies;

« Diversification into non-petroleum sources of energy
(natural gas, renewable power sources, biofuels);

o Increasing domestic supply; and

« Domestic policies (for example, winning public buy-
in of government actions).

4.3.1 Price-Based Policies

4.3.1.1 FULL PASSING ON OF PRICE INCREASES

In a completely deregulated market, price increases are
passed on fully to consumers. Linking domestic prices
to international prices in a pricing formula attempts to
mimic a deregulated market (Research Division, 2007).
A formula-based pricing mechanism raises the question
of the frequency of adjustment and the time period
over which the reference price is averaged. Given the
volatility of world product prices, in countries where
governments wish to exercise some measure of control
over pricing, it may be reasonable to take a moving
average of actual prices spread over a period of more than
one month. However, less frequent price adjustments
based on a moving average of several months will lead
to a temporary need to finance the difference between
actual prices and smoothed recommended prices and
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possibly large adjustments when price adjustments are
finally made. In these cases, there is the risk of allow-
ing the formula price to diverge more sharply from the
actual international price, with the consequent burden
on financing. Less frequent price changes run the risk
of needing to increase the formula-based price at a time
when current market prices are decreasing, thus adding
to consumer confusion and antagonism.

Adjusting formula prices very frequently, whatever the
length of moving average chosen, is likely to track prices
more closely, but it does impose increased administra-
tion costs for the process.

Another option to solve the problem would be to
change prices when international (spot) prices change
by more than a certain percentage in local currency.
Retail prices in this case are adjusted as a result of
foreign exchange fluctuations, international oil price
movement, or both. The larger the minimum percentage
change set to trigger an adjustment, the less frequently
prices will be changed, but the larger the change. This
mechanism shields consumers from small, frequent price
changes, but does not achieve price smoothing in the
face of large fluctuations (large price shocks outside of
the price band are instantly passed on to consumers).

Petroleum product price stabilization funds have been
used in some countries to manage revenue shortfalls
in times of rising oil prices. However, a fund that has
not accumulated large funds before the recent oil price
increase would be unable to smooth prices without an
initial transfer from the government.
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A related policy is the establishment of a strategic
stock, where the government acquires and stores crude
oil or products at a time of lower prices, to be released
when there is an actual supply shortage or a spike in
world market prices. The difference in the prices expe-
rienced may be sufficiently large to cover the costs of
financing the purchase and storing the oil. A further
development for smoothing prices to final users would
be for the appropriate government agency to hedge
future product prices.

Governments that consider a full pass-through of
prices to consumers are more concerned with the effects
on the rate of inflation as well as on fuel purchasers.
If the price rise were to become embedded into the
core rate of inflation, macroeconomic policies would be
needed to control the inflation created. This usually calls
for tighter control over monetary policy and some form
of wage restraint. These issues will be even more severe
for a government that subsidizes product prices and is
considering removing the subsidies and setting prices at
the international market level.

4.3.1.2 SUBSIDIES OF END-USER PRICES

Subsidies can be regarded as any government interven-
tion that lowers the price of a fuel below its economic
opportunity cost. These relate to the structure of costs,
and to whether or not the country is an oil producer
and refiner (Research Division, 2007). There are, indeed,

154



978—0—19—L565 78-8 00-ADB-2-Main-drv African Development Bank2 (Typeset by SPi, Chennai) 1550f233 |July 29,2009 15:25

Impact of High Oil Prices on African Economies

various points along the supply chain where subsidies
can be introduced.®

Even before the recent acceleration in oil price
increases, a number of countries were subsidizing some
or all petroleum product prices for final users. Because
the burden of a complete subsidy to cover all oil price
rises since 2004 has been higher and higher, govern-
ments have been anxious to find schemes that subsidize
only part of the price increase, largely by providing dif-
ferential subsidies on the various products and to differ-
ent consumer groups.

The amount of the subsidy and its magnitude for
different products has to be decided by individual gov-
ernments on the strength of country-based analysis.
Government decisions on subsidies thus depend on vari-
ous factors that include share distribution of the different
petroleum products in their total demand, specific use,
economic groups within society, but, first and fore-
most, the finance ability (funds) available to finance
on a sustained basis. For example, in a country where
gasoline imports are significant and gasoline is known
to be consumed mainly by private vehicles owned by
better-off households, the government may decide not
to subsidize gasoline imports. In contrast, if diesel is
used for agriculture and long distance transport of goods
and people, usually benefiting a wider population and
fueling the domestic economy, the government may

8 ESMAP (2006) provides a framework and several relevant examples.
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decide to subsidize—totally or partially—the impacts of
high prices on diesel imports. The government may also
decide to subsidize the import of kerosene, known to be
largely used by low-income households, in a desire to
protect this segment of the society.

Subsidies are usually enacted through controlled final
prices, possibly fixed by a formula that passes on only
a fraction of international price increases. Where petro-
leum product sales are in the hands of a state body, it
may attempt to finance its shortfall through borrowing
from the domestic banking system, but such a policy
may not be sustainable.

4.3.2 Policies to Reduce the Cost of Supply

If the cost of supply can be lowered in a market-based
way and the cost reductions passed on to consumers,
end-user prices would not rise as much. Governments
have sought to reduce costs or margins in the down-
stream petroleum product sector in a number of ways,
depending on the government’s ability to finance
(Research Division, 2007).

4.3.2.1 CREATING ECONOMIES OF SCALE

In smaller economies, each supplier may be too small
to obtain the lowest possible price for imported prod-
ucts. Accordingly, some countries have established bulk
purchasing agencies (for example, in Mozambique all
companies request the required quantity in a specific
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period; the government body procures the products
and after sealing the deal collects the equivalent value
from each company) or agreements between compa-
nies, so that economies of scale can be obtained
through single purchasing arrangements. The central-
ized procurement system allows governments to con-
trol the minimum and maximum prices according to
an added transport differential and allowed maximum
mark-up.

4.3.2.2 HEDGING PRODUCT PURCHASES

Commercial companies, particularly those that are sub-
sidiaries of large international companies, may well have
considerable experience to draw upon in hedging prod-
uct purchases. This can help smooth out variations in
the costs of purchasing products, but cannot be expected
to lower the average price paid over a lengthy period.
Governments may wish to be informed of purchasing
costs, especially in a regulated system, but are unlikely
to wish to mandate private sector hedging.

4.3.2.3 ENSURING SECURITY OF STOCKS

Many governments require product marketers to carry
a certain amount of security stocks (measured in terms
of a given number of days of normal consumption).
This provides a buffer against disruptions in supply
caused by possible delays in delivery. As a precaution
against more erratic supply conditions that appear to be
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associated with price spikes in the market, governments
can increase this requirement, or establish their own
security stocks. A mechanism for bearing the cost of the
stocks has to be agreed. These costs include both the
interest on working capital tied up, as well as the costs
of the storage facilities themselves.

It is possible to use these stocks to smooth out large
swings in prices, but this strategy is likely to be effective
only in short-lasting price hikes; in this case, purchasing
of supplies can be delayed until the price returns to
normal. Security stocks are more likely to be used when
there is physical disruption, and supplies are actually dis-
rupted. Landlocked countries, which have very limited
sources of supply, are usually the most vulnerable to such
disruptions and have the greatest need of some security
cover from extra stocks.

4.3.2.4 INTRODUCING COMPETITION
FOR THE MARKET

If the government wishes to maintain ownership of the
downstream sector but is prepared to entrust its manage-
ment to a private sector company, it can use a “man-
agement contract” approach in which private sector
operators bid for the right to operate the market. The bids
can be tied to the price formula whereby the best bid is
the one that will deliver the lowest price. These schemes
usually limit the duration of the contract and give the
government the right to appoint another operator after a
period of time. This approach may be especially relevant
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for supplying remote areas. Some governments impose
pan-territorial pricing to protect consumers in remote
areas that are expensive to supply. Instead of imposing
pan-territorial pricing, it may be more cost-effective to
liberalize pricing and offer protection to consumers in
remote areas by means of, for example, competition for
an exclusive right to supply certain regions at the lowest
subsidy. The supervision and control of compliance with
such measures will impose a big challenge to govern-
ments.

4.3.2.5 INCREASING THE NUMBER OF SUPPLIERS
IN THE MARKET

Where the downstream market is already privatized, gov-
ernments can still increase the number of suppliers by
placing legal limits on market shares at various stages of
the downstream. This policy requires existing firms to
divest some of their assets. Policies toward the number
of competing suppliers in a market depend on the size
of that market. For a large market, each of a number of
suppliers can achieve a large enough turnover to enjoy
the available economies of scale. For a small market,
however, dilution of market share can result in a loss of
economies of scale that would negate any cost reductions
from a more competitive environment. Countries that
have permitted a very large number of firms at retail tend
to find that these are not necessarily efficient and that
they are difficult to monitor for pricing, quantity, and
quality purposes.
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4.3.3 Quantity-Based Policies

Many countries have considered quantity-based policies
with respect to a wider issue of security of supply for
oil and petroleum products, of which higher prices are
a subset. These policies come in two principal forms:

« Policies that effectively ration the purchase of oil
products; and

« Policies that effectively ration activities that inten-
sively use oil products.

Schemes for rationing the purchase of petroleum prod-
ucts that are sold at a large number of outlets, as is typical
for transportation fuels and for kerosene, cannot rely on
the seller to impose a ration based on previous purchases
by an individual consumer. These can be achieved by
setting differentiated maximum limits per week for pri-
vate and commercial vehicles. An effective ration system
serves to cut demand, but rationing a commodity almost
inevitably leads to a black market.

4.3.4 Increasing Domestic Supply

An increasing number of countries are promoting oil
and gas development. With rising oil prices, the eco-
nomics of exploration, development, and production
have changed. Even in areas where past exploration did
not yield promising results, there are hopes that newer
exploration technologies might lead to commercial dis-
coveries. This is the case of Africa, particularly in the
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Indian Ocean shoreline, where exploration efforts have
identified potential reserves in Madagascar, South Africa,
Mozambique, Tanzania, Kenya, and Uganda as new ven-
tures for oil companies.

A variation on increasing the domestic supply of oil
and gas is increasing domestic refining capacity. Several
arguments have been put forward in favor of enhancing
refining capacity (ESMAP, 2006):

o Although a fundamental disagreement persists over
the causes of higher oil prices, some industry analysts
have argued that one reason is tight refining capac-
ity. Increasing refining capacity would address this
bottleneck directly and would, in time, help lower
world oil prices.

« Sufficient domestic refining capacity could enhance
security of supply of refined products.

« Refining margins have widened in recent years, espe-
cially for complex refineries with conversion capac-
ity that can convert lower-priced heavy crude into
light products (LPG, gasoline, kerosene, and diesel).
Domestic refineries can capture higher margins and
pass benefits on to the economy through taxes paid
to the government. It is important to note, however,
that refining margins fluctuate widely.

Significant economies of scale are an important asset
in refining. Many refineries in developing countries are
doing poorly even in the current climate of high refining
margins because they are too small and lack sufficient
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conversion capacity. Small-scale refineries are unable to
capture the economies of scale that are necessary to
bring costs to a level that can compete with international
prices.

The other important factor in the refining industry is
the capital costs of constructing competitive refineries,
which are very large and would constitute a substantial
fiscal burden for any government that chooses to support
a state-owned oil company that wishes to enter such a
market.

The refinery industry requires large quantities of crude
oil, which means that the best location of a refinery is
close to a deep sea port. African countries are already
thinking about increasing the refinery capacity in the
region. Mozambique, for example, is setting up a US$ 7
billion investment refinery in the Nacala deep sea port.

4.3.5 Diversification into Non-Petroleum Sources of Energy

Reliance on oil can be reduced by diversifying into non-
petroleum sources of energy. The most common alterna-
tives are natural gas and renewable sources of electricity
such as hydro, geothermal, solar, and wind. Biofuels are
attracting growing attention as a substitute for liquid
transportation fuels. Some consumers are forced back to
use more solid biomass, with damaging public health
and environmental effects.

There are economies of scale in laying down pipelines.
A pipeline network is economically viable if there
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are large consumers (such as power plants and large
industrial operations). Natural gas prices have risen
markedly in recent years, broadly tracking world oil price
increases.

A policy of promoting the blending of a certain pro-
portion of ethanol into gasoline or biodiesel into diesel
will reduce the total use of petroleum transportation
fuels. This policy may help reduce the fuel import bill in
the short run if a country can import at prices lower than
those of petroleum fuels, or if there is surplus feedstock
and production capacity.

The use of biofuels supports several major energy pol-
icy objectives:

« Energy security: Biofuels can readily displace petro-
leum fuels, and, in many countries, can provide a
domestic rather than imported source of transport
fuel. Even if imported, ethanol and biodiesel will
likely come from regions other than those produc-
ing petroleum (for example, Latin America rather
than the Middle East), creating a much broader
global diversification of supply sources of energy for
transport;

o Environment: Biofuels are generally more climate-
friendly than petroleum fuels, with lower emissions
of COz and other greenhouse gases;

e Fuel quality: Refiners and car manufacturers have
become very interested in the benefits of ethanol in
order to boost fuel octane, especially where other
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potential octane enhancers, such as MTBE (methyl-
tertio-butyl-ether), are discouraged or prohibited;

o Sustainability in transportation is derived from
renewable energy.

4.3.6 Other Domestic Policies

A number of governments that have attempted to elimi-
nate subsidies on petroleum products by imposing large
price increases have faced strong reaction from civil
society—trade unions and non-affiliated groups (the
riots in Mozambique in February 2008, for example, were
due to a more than 50 percent rise in public transport
costs as a consequence of high oil prices). Political oppo-
sition parties have also built on hostility to these price
increases to encourage demonstrations and protests,
which may be opportunistic, but which may also be
aimed at wider dissatisfaction with the government.

Many governments have deliberately adopted poli-
cies that reduce the burden of higher prices on certain
groups within society. Policies that are transparent in
formulation and implementation are more likely to be
accepted than those that are not. Transparency entails
both making information widely available to the public
and selecting measures that are easily verifiable.

4.4 Summary and Conclusion

In summary, the role of economic policy—at both the
micro and macro levels—in mitigating the potential
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adverse economic impact of higher oil prices cannot be
overemphasized. The impact of changes in oil and gas
prices will remain an important issue in the debate on
Africa’s social, economic, and political development. Sus-
tained development and substantial improvement in the
living standards of the people depend fundamentally on
secure energy resources, and, in the short term, at least,
adequate supplies of oil and gas at affordable prices.

A fundamental disagreement persists about the causes
of higher oil prices, and some industry analysts have
argued that one of the causes is tight refining capacity.
Increasing refining capacity would address this bottle-
neck directly and would, in time, help lower world oil
prices. Having sufficient domestic refining capacity could
enhance security of supply of refined products.

Regardless of the reasons, the economic impact of
higher oil and gas prices is devastating and includes
reduction in economic growth and in household well-
being as a result of real income decline, macroeconomic
disequilibrium, and inflation. The adverse economic and
social effects of higher oil prices are often greater in
net oil-importing economies. The challenge is to design
robust policies that will mitigate these economic effects.
Notably, the emerging macroeconomic evidence suggests
that net oil-importing and more oil shock-prone African
countries have a greater capacity for coping with recent
oil price shocks.

Higher crude oil prices are often associated with
greater profits from upstream oil activities by interna-
tional and national oil companies. Where these are
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vertically integrated into refining and selling petroleum
products, there is a widespread demand from consumers
that some of the profit be returned to them in the form
of lower prices. For companies that are not involved
in upstream oil production, a policy that limits price
increases may not be sustainable, unless there are inef-
ficiencies in supply that they can remove under the pres-
sure of reduced profits.

In several countries, especially in net oil-exporting
countries, many governments are not willing to fully
accept the tradeoffs between the distributive effect and
efficiency considerations associated with competitive oil
markets because of popular opposition to substantial
upward adjustment in the pump prices of oil products.
This makes the product essentially a political good in a
number of countries. The price differential in oil- and
non-oil-exporting countries reflects the political content
of oil product pricing in the region—hence the appropri-
ate price of oil products remains a controversial issue in
many countries in Africa. Administered pricing is com-
mon in the region. The size of the pass-through is also
contentious. In some countries, the pass-through is full,
while in others, it is partial. Obviously, in dealing with
the demand and supply dimensions of expended energy
access, oil and gas pricing, the size of the pass-through
and oil and gas market liberalization are essential ele-
ments in the energy equation.

Coping mechanisms depend on country-specific cir-
cumstances, especially the country’s ability to cushion
the effects of high oil prices on vulnerable groups.
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Coping policy mechanisms could include issues related
to strategic reserves and inventories, managed as a defen-
sive stockpile. Oil price shocks in many African countries
can be partially mitigated given innovative oil inven-
tory management strategies. Yet, most of the countries
do not have, or cannot afford to have, any sizable oil
inventory.

In some countries, governments have ensured that
prices charged by companies do not rise as fast as the
costs of products on the world market. The policies
used to achieve this have been either mandatory, where
price caps have been placed on petroleum products,
or exhortatory, whereby governments have encouraged
such action. In either case, if there is no offsetting com-
pensation from the government, the company bears the
burden of the price rise.

The resilience of economies in coping with the chal-
lenges of oil price shocks is a function of their conditions
prior to and during the shocks. How to finance higher
oil prices, especially in developing countries, remains
a contentious issue. Increased transparency will better
inform consumers and policy-makers in the executive
and legislative branches about factors that affect the level
and volatility of prices for refined petroleum products.

African oil exporters need to establish and enforce
prudent fiscal rules to smooth surplus export receipts
over time, invest them for future growth, and minimize
wasteful spending.

A key challenge for policy-makers in Africa is design-
ing the optimal policy mix that would help African
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countries cope efficiently with the economic and social
costs of the external shocks accompanying higher oil
and gas prices. In more recent times, macroeconomic
policies have been more robust to the oil price dynamics.
However, what has emerged as consensus among ana-
lysts is that micro- and macroeconomic policies can help
mitigate the potential adverse economic impact of high
oil prices.

168



978—0—19—L565 78-8 00-ADB-2-Main-drv African Development Bank2 (Typeset by SPi, Chennai) 169 of 233 |July 29, 2009 15:25

5

Challenges and Opportunities

5.1 Making Oil and Gas Wealth Work for the Poor

This chapter examines the challenges and opportunities
for turning oil and gas resources into economic wealth
to alleviate poverty in Africa. The discussion focuses on
providing a platform that will allow for pursuit of the best
opportunities in the future to fully harness wealth from oil
and gas resources.

At the regional level, the energy demand-supply bal-
ance situation in Africa is positive: Given the region'’s
total energy resource endowment, substantially higher
oil and gas consumption can adequately be met with
regional supplies—with ample surplus still maintained
for export. Despite this seemingly optimistic outlook,
the country and sub-regional realities reveal multidi-
mensional issues and challenges confronting expanded
access to oil and gas in Africa (AU, 2007).
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Addressing the issue of volatile and high oil prices
calls for a holistic approach; both the short- and long-
term dimensions of the likely economic and social
impacts must be addressed. The short-term considera-
tions include how to manage the immediate impact of
higher oil prices. This has been the preoccupation of
several net oil-importing countries in the region. How-
ever, exploring the short-term issues without adequate
consideration of medium- and longer-term issues puts
these countries at risk of being perpetually trapped in
a low-level energy and low-growth equilibrium. The
other considerations are medium- to long-term in nature
and concern economic, institutional, and organizational
considerations required to pursue the important goal of
achieving expanded access to oil, gas, and other energy
forms in African countries (AU, 2007). The following
sections address these issues in greater detail.

5.2 Oil and Gas Wealth and the Enabling
Environment

Making rational choices about oil and gas resources is
central to making natural wealth work for the poor
and to maximizing the contribution that the resource
endowment can make to social and economic develop-
ment in Africa. Three key elements—(1) environment
and nature (oil and gas resources); (2) wealth; and (3)
the enabling environment (governance, institutions, and
power structure)—and their relations provide a useful
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Figure 5.1: Process of Transforming Oil and Gas Resources into
Wealth

Source: Authors.

framework for discussing how wealth from oil and gas
resources can enhance development and chart a path
forward (see Figure 5.1). Experience in Africa and else-
where demonstrates that policies and investments that
recognize and integrate these three elements yield pos-
itive development outcomes (see, for example, USAID
et al., 2002; and AfDB, 2007a).

Figure 5.1 illustrates the causal relationship between
oil and gas resources, governance, and wealth creation.
In other words, there is a great opportunity to transform
oil and gas resources into wealth, poverty alleviation,
human capital, institutional development, and so on,
provided that basic good governance principles such as
strengthened institutions, transparency, accountability,
and enhanced civil society are pursued. Once economic
growth and other positive results are achieved, there is a
potential positive feedback loop created by turning the
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growth into investments and enhanced resource man-
agement and utilization. All these opportunities can be
achieved and properly harnessed only it the good gover-
nance component is in place.

Implementing a nature-wealth-governance frame-
work for development in Africa requires new strategies
and instruments. Africa’s future economic growth and
development cannot be separated from the manage-
ment of its natural resources, and sound environmen-
tal management cannot be separated from the broader
context of politics, political systems, and governance
(AtDB, 2007a).

The nature, wealth, and governance principles out-
lined above are consistent with the features, compo-
nents, and instruments of other recently developed ana-
lytical frameworks for utilizing natural endowments to
foster sustainable development (AfDB, 2007a). These
include the frameworks developed from the analysis of
minerals and mining by the World Bank, the United
Nations Conference on Trade and Development, and
the International Council on Mining and Metals (World
Bank, UNCTD and ICMM, 2006) and by the Mining,
Minerals and Sustainable Development project (MMSD,
2002). They are also similar to the features of new
poverty reduction frameworks developed by the United
Kingdom'’s Department for International Development
(DFID, 2006a; 2006b; 2002; Pearce, 2005; UNEP and IISD,
2004).

Table 5.1 illustrates the complex challenges and oppor-
tunities that arise in the implementation of the suggested
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model. The main challenges, opportunities, and policy
issues are listed according to interlinked main elements:
oil and gas resources, governance, and wealth (corre-
sponding to the model in Figure 5.1). The main chal-
lenges related directly to oil and gas resources include
issues such as geographic distribution of oil and gas
resources, the particular economic nature of the oil
and gas, environmental problems, limited knowledge of
the resource, lack of appropriate human capital, and
inadequate contracting procedures. At the “governance
level” the main challenges include weak legal and fis-
cal regimes, corruption, social and political conflicts,
inappropriate revenue distribution mechanisms, lack of
human capital, weak institutional capacity, and lack
of resources to improve governance. The challenges
related to the wealth include inability to attract invest-
ment into the oil and gas sector (especially the down-
stream industry), deficiencies in promoting economies
of scale, limited cost-effective technical solutions, lack
of equitable distribution of wealth, macroeconomic dis-
tortions, dependence on a few commodities (lack of
diversification), price volatility (makes planning diffi-
cult), limited intra-regional trade and cooperation, and
so on. This matrix of challenges can be streamlined
further by distinguishing between the specific issues
related to net oil-importing countries and oil- and
gas-producing countries (discussed in more detail in
Section 5.3).

Table 5.1 also presents potential opportunities in
terms of oil and gas resources, governance, and wealth

173



978—0—19—L565 78-8 00-ADB-2-Main-drv African Development Bank2 (Typeset by SPi, Chennai) 174 0f233 |July 29,2009 15:25

Oil and Gas in Africa

uoneladood pue uoneibayul

apeJ} [euolbal Mo e

o2Lyy bundoduwi-jio
12U 40} sadud |10 ybiy
Ajinejon 3314
(uonedyIsisAIp

Jo 3pe|) Apowiwod

9|buis e uo Aouspuadaq e

SUOIIO]SIP JIwouoda0J4oew

pue ,asesasip yoing,, e

uononpal Auaaod

U0 1039 pajiwi| ‘Yijeam
Jo uonnquisip 3|qeynbau
Abojouyday

DAI}DDY3-1S0D paYjiWI]

3]eds JO saIWouodd bunowolyd e

101235 seb pue |10

sawibau |edsyy pue [eb3| sespn
Apeded

|euonIMISUl pue uewny
Jeaded aandnpoud

pue s321n0saJ uewny

ul 3saAul pue Aypdeded pjing
uonnqiisip

anuanal pue ymoub ajgeinby
S12113U0d [ednijod pue [edoS

Aouapiyaul Aisuijey
|[ewndo jou aie
uonenobau ‘uonesedasd
12BJ3UOD IO} S2INPII0.(
asiuadxa/loqge|

pajiBis Jo e
(uonenjeas ‘sjewiyss
921nosal) abpajmousy pue
ejep |ed2160j03b pajwi
(buuieyy seb b69)
uonn|jod [e3UsWUOIIAUT
$921N0sal

DR JO diNjeu aAepul
$921N0sal

3} 0} SJUBWISAAUL BudeIyY @ uondnuio) e JO uonNQLISIp del e sabusjjeyd
$934n0s3Y
uo1pnpay A11aA04 pue yijeap 9dULRUIBA0D sen pue 10 sanss|

suonedijdwy| Ad1j0d pue
UIMOJD DILWOU0D] 03Ul $32IN0SIY sen pue |10 buluing ul ssniunyoddQ pue ssbusjjeyd uley :1°S ajgel

174



978—0—19—L565 78-8 00-ADB-2-Main-drv African Development Bank2 (Typeset by SPi, Chennai) 1750f233 |July 29,2009 15:25

Challenges and Opportunities

("au02)

(eouyy Buipnpul) puewap
dpIMpJIOM pasealdu]
juswdo|aAlp [ednd 3j0Wold
219 ‘sdS¥d

404 (dw0dUl) S92IN0SaU 3N
(219 ‘spuny

2NNy pue JusaWsaAUl)
uonezijiqeis pue sbuines

jJuswdojpAsp

[ea1sAyd pue [e1pos 03 yur]
[euded aandnpoud

pue uewny ul JUSWISaAU|
UOIBDISISAIP

JIWIOUO0D3 Ul JUSWISAAU|
sawibal xey pue

‘anuanal ‘Ayjefos panoidw
puewsp a3y 193w 0}
pa1ed0| Ajjed1bajesis si edLy

'239 ‘sanssi s3ybu ‘ssausiemy
JusWabebus

331205 |IAID ‘SODN
1uswdojpAsp

J11RIDOWSP PaNURU0D)

(239 dAMd ‘WYdY

‘L.L13) saAneniul Aoualedsues)

2I9Yymas|d
pue eduyy Ul ‘saLuNod
J9y30 woly bujules
Ajenb ybiy o seb pue 10
uoneso|dxa

uo UOIUSNe PasealdU|
(punoy aq 0}

alow) s921n0saJ JuedIubIS

saniunyoddo

175



978—0—19—L565 78-8 00-ADB-2-Main-drv African Development Bank2 (Typeset by SPi, Chennai) 176 0f233 |July 29, 2009 15:25

Oil and Gas in Africa

"sloyINy :224n0s

uonn|os

ws)-buoj-wnipaw e se (s|any

Jissoy 031) sanddns Abisaus aaneusaje
ul abebus pue—AduadIYs

‘ssadde AbJaus asealou|

("233 ‘80U3||92%3 JO SI9IUD

‘Buiuresy ‘sdoysyiom) UOEDYISISAIP
‘uonejuswadxa ‘uoneAouUl
‘sassadoud Buiuses| yoddng

'233 ‘sainpadoud

panoidwi ‘s3oafold ‘syuswisaul

Jo Buipuny pue suoijed0|je 931N0saY
(asnJadxa

‘UuoijeuIpIo0d ‘ainydnuiselyul ‘apedy)
uonelbajul [euoibas j0wold
(seoud [10 ybiy ssaippe 03 saAlenRIUl
J9Y10 pue) pun{ WNaj011dd Uediy

(uonendod

‘A33100s [1AID ‘suonnyisul)
ssaualeme 3sealdu|
uonewIoul

‘uone|siba| ‘uone|nbay
1uswdolpAsp

,AU3IUO0D |0, pue
Bupjew-uoisidap dueyug
saAneniul Ajijigeunodde
pue A>uaisedsuely
usayibuains pue poddng

"239 ‘aunpadoid
10eJ3U0D pue abpajmous|
panroisdwi 1oddns e
Abojouyday parosduwi
JO uoneuIwassip
pue ‘uoneaouul
‘Yyoseasal yoddng e
sAaAins sanss|
|e2160j0ab Jioddng e Adijod urey

uonpPnpay AHaA0d pue yijeapn

2dueuUIdA0D

$32un0say
sen pue |10 sanss|

(panunuod) :1° a|qeL

176



978—0—19—L565 78-8 00-ADB-2-Main-drv African Development Bank2 (Typeset by SPi, Chennai) 177 of233 |July 29, 2009 15:25

Challenges and Opportunities

creation. Section 5.4 explores some of these opportuni-
ties in more detail. Finally, Table 5.1 also highlights some
of the main policy issues, including those that are highly
relevant for regional institutions such as the African
Development Bank and the African Union. These will be
discussed further in Chapter 6.

5.3 Challenges

5.3.1 Net Oil-Importing Countries in Africa

One of the characteristics of oil and gas is high price
volatility. High oil and gas prices have a dramatic
impact on net oil-importing countries (NOICs) in Africa.
High commodity prices have already been a motive for
riots and demonstrations in many African countries (for
example, in Mozambique on February 5, 2008). The
main reason for the public outcry is the more than 50
percent rise in public transport costs as a consequence of
the increase in the pump prices for diesel and petrol. The
rise in the pump price of fuel results in an increase in
the general cost of living. The scenario is even worse for
poor households that depend on kerosene for lighting
and cooking.

Coping with high oil prices, worsened by lack of
resources to establish stabilization mechanisms and price
smoothing, is one of the major challenges facing NOICs
(Chapter 4). Most countries have opted to either partially
or completely pass through the international oil prices,
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while others have introduced subsidies. All these mech-
anisms have proved inefficient in coping with high oil
prices in Africa.

5.3.2 Net Oil-Exporting Countries in Africa

Managing oil wealth: Oil and gas exploitation have
caused major economic, social, political, and environ-
mental problems in some net oil-exporting countries.
Oil wealth has not supported sustained economic growth
and development in most countries. The major challenge
is to translate oil wealth into sustained economic growth
and development.

Particular challenges faced by oil-rich countries
include weak governance, low accountability, low capac-
ity for proper budgeting and accounting, and lack of
transparency in the oil and gas industry. These lead
to high investment uncertainty, and, in some cases,
may fuel social conflicts. The Extractive Industries Trans-
parency Initiative (EITI) offers an opportunity to address
the issue of transparency.

Equitable allocation of the proceeds from oil is key to
reducing the risk of social tensions in oil-rich countries.
In Nigeria, for example, the federal government passes
13 percent of oil revenues to the nine oil-producing
states, primarily to reduce conflict and promote local
development. Although this may not fully satisfy the
local stakeholders in the Niger Delta, it is a step in the
right direction (see Box 5.1).
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Box 5.1: MANAGING OIL WEALTH IN NIGERIA: THE CHALLENGE IN
THE NIGER DELTA

The struggle for the control of oil wealth dates back to the 1960s. At
stake has been the quintessential property rights issue: who owns the
oil resources in the Niger Delta? Through legislative enactments, most
notably the Land Use Decree of 1978, the federal government has
vested the ownership of all land in the country to itself, including the
minerals, ores, oil and gas resources found in them. This has been con-
tested by local communities. There are three inter-related dimensions
to the Niger Delta crisis: economic (resource control); environmental
(the negative impact of oil exploitation on the environment); and social
(health and human rights issues).

In recent years, several factors have contributed to the intensifica-
tion of the conflict over the control of resources: the communities’
increased sense of deprivation, the growing ecological damage, the
lack of physical and social infrastructural facilities, and the deepening
poverty and neglect in the region.

A solution to these problems must include community involvement
in developing programs for the region, community empowerment,
and restoration of trust between the communities, the oil companies,
and the government. In practice, this calls for several initiatives: new or
renewed efforts in hiring indigenes into operational, managerial, and
executive positions in the oil and gas sector, within the government,
and in the oil companies; award of maintenance and servicing con-
tracts to indigenes; allocation of oil blocs to the communities; involving
the communities in the design and implementation of programs for
the region; and empowering the communities by providing them with
financial resources for developing their own businesses and for skills
development, so that they are active participants in the execution of
the various programs being planned for the region.

In addition, equity could be promoted through the creation of
decentralized trust funds for specific programs that address the key
issues in the Niger Delta. These can include a physical infrastructure
fund, a social infrastructure and training trust, an environmental repair
trust, and a small-medium enterprise fund. The trust funds would
be managed by corporate governance structures that include federal
(state government) and community representatives. The arrangement
will also enhance government-community partnerships, stimulate
competition among the various funds to produce results, and generate
jobs, especially for youths.

Source: Otobo (2007) and AfDB (2007a).
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Economic distortion: The risk of the Dutch disease
constitutes an important management challenge for oil-
producing countries. Non-inflationary policies to pre-
vent hyperinflation and maintain monetary credibil-
ity can minimize the risk of the Dutch disease. More-
over, it is important to promote non-oil industries or
strengthen linkages that can be leveraged by the revenue
from oil as a way to reduce dependence on a single
commodity.

Environmental challenges: A large amount of the asso-
ciated gas has been flared over the years at enormous
economic and environmental costs locally and globally.
Utilizing Africa’s gas resources to benefit the region will
be a major challenge in the quest to achieve expanded
energy access in the region (AU, 2006). Currently, the use
of gas is minuscule compared with its potential industrial
and power use and LNG export should help eliminate all
flared gas in the region.

Lack of institutional, technical, and human capacity:
Traditional and new oil-producing countries usually lack
adequate infrastructures to manage the oil and gas sector;
in addition, the lack of technical and human capacity
undermines the ability to maximize the gains from oil
resources.

5.3.3 Regional Integration

A key economic challenge in Africa is securing reli-
able energy security and access for both consumption
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and industrial use. African countries are prioritizing
expanded energy access. Dependence on small domes-
tic markets in seeking to achieve this expanded energy
access may not be economically viable and may thus not
be the right path to pursue. Broadening national bound-
aries into expanded regional energy markets, driven by
regionally based efficient energy production and supply
structures, is central to securing affordable, reliable, and
efficient energy supply. This objective is a major eco-
nomic and political challenge that will face the conti-
nent in the next decades.

5.3.4 Information as a Challenge

Access to information is also a key challenge to sus-
tainable use of oil and gas resources in Africa. Most
African countries lack data on demand and supply by
end use, price, cost, inventory movement, investment,
and trade flows, on a timely and consistent basis. Effec-
tive policy design and analysis require that information
should not only be available, but be reasonably accurate
and distributed in a timely manner. Lack of informa-
tion (mainly geological and market data) leads to weak
bargaining power in contract and concession negotia-
tions, resulting in suboptimal capture of rents from oil
resources. Thus, national strategies for natural resource
extraction must involve plans and funding for capac-
ity development and generation of reliable and timely
information.
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5.3.5 Inadequate Policy and Legal Framework

In some African countries, oil and gas management is
governed by rules, regulations, and other command-and-
control mechanisms that stipulate what people can do
and what they cannot do. The legal systems, which are
either concessionary or contractual, have been devel-
oped mostly to address the rights and obligations of host
governments and of private investors (Tordo, 2007). Reg-
ulations place conditions and requirements on the use of
oil and gas resources, and establish sanctions—fines, fees,
and other charges—for non-compliance. However, the
enforcement of these rules, regulations, and mechanisms
has been insufficient and ineffective. Many countries
lack or have inadequate policies and legal frameworks
for managing oil and gas resources. Other countries have
unstable policy frameworks. Quite often, laws do not
meet the requirements of international organizations in
terms of transparency, accountability, and other good
governance criteria. Also, lack of modern oil and gas
exploitation policies is a severe drawback to the devel-
opment of the sector. These include policies guiding
contracts, documentation of exploitation, code of con-
duct and exploitation practice, training and develop-
ment of local staff and community members, oil and gas
research, financial guidelines, and environmental regula-
tions. In some countries, the oil and gas sector has been
driven by annual ministerial policy statements on the
budget. Yet the importance of the sector in the African
economy requires that a long-term planning approach
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for oil and gas development be adopted. Indeed, the
absence of modern laws, standards, and codes gov-
erning oil and gas investment and management, and
the lack of effective legal and regulatory enforcement
mechanisms for such laws, standards, and codes, neg-
atively impact the social, financial, and economic sec-
tors. Potentially adverse effects are on the environment
(pollution); accountability and revenue collection (eva-
sion of taxes, duties, royalties, unjust enrichment, and
corruption); trade (smuggling of conflict minerals, unau-
thorized exports of internationally sensitive materials);
populations (displacements, lack of benefits for com-
munities from resources); exports (slow and improper
issuance of export permits); and revenue generation
(suboptimal socioeconomic and financial returns from
extractive resources).

Policies and legislation regulating the sector must be
imperatively reviewed. Oil and gas policy objectives in
African countries have to be formulated in the context of
the following settings: the existing economic, social, and
environmental policies; the nature and linkages of the oil
and gas sector with other sectors; and international and
regional linkages of the sector. Oil and gas policy should
seek to meet the following broad objectives: establish
the availability, potential, and demand of oil and gas
in the countries; increase access to modern, affordable,
and reliable oil and gas services as a contribution to
poverty eradication; improve oil and gas governance and
administration; stimulate economic development; and
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effectively and efficiently manage oil- and gas-related
environmental impacts.

Fundamental to attracting meaningful investments
and developing beneficial relationships for all stake-
holders is the need to have sound legal and regu-
latory frameworks in which oil and gas projects are
designed, negotiated, implemented, and managed. This
entails having appropriate and reasonable investment
guidelines, taxation regimes, environmental guidelines,
labor laws, and enforcement mechanisms. In addition, in
order to attract investment to the oil and gas sector, laws,
regulations, and policies governing the industry should
be clear, complete, transparent, accessible, flexible, and
practical. Legal processes must be quick and remedies
efficient and effective. Stability of fiscal contract terms
is also essential. Also, a consultative process should be
institutionalized to ensure periodic dialog with operators
to ensure that regulations are technically feasible and
cost-effective.

5.4 Opportunities

The increasing competition for African gas—due to rising
international trade, the environmental advantages of gas
over oil, and production declines in the largest gas mar-
kets in OECD countries—represents an opportunity for
Africa. Thus, appropriate strategies must be designed for
development and expanded regional use of this premium
energy resource.
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Africa has a unique opportunity to learn from the
experiences of other countries and continents to get it
right in terms of sustainable management of its oil and
gas resources.

It is important to encourage the voice of civil soci-
ety in monitoring and overseeing the management
of oil and gas resources with the main objective of
guaranteeing equitable distribution of revenues. The
international transparency initiatives (EITI, APRM, and
others) that promote wider involvement of the pub-
lic in oil and gas management can also help pro-
mote sustainable use of the resources. Furthermore, the
continuous democratization of the continent is a key
opportunity for the sustainable management of oil and
gas resources.

5.5 Summary and Conclusion

Oil and gas resources can be a source of growth
and development if efficiently exploited and managed.
To promote broad-based development and socioeco-
nomic equity, governments must ensure that all citizens
have equitable opportunities to access and use natural
resources. Governments can promote pro-poor economic
growth by helping to create new opportunities that boost
the assets of rural communities, especially those engaged
directly or indirectly in oil and gas exploration.
Experience shows that institutional and governance
failures are the root causes of much underdevelopment
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and environmental degradation in Africa. The absence of
responsive governance threatens natural resource man-
agement, economic growth, and the well-being of the
population at large (AfDB, 20074).

To maximize the gains from oil and gas resources,
countries must pursue a number of strategies, including
the following:

e Deepening current economic, social, and political
reforms at the country, sub-regional, and regional
levels;

» Promoting increased domestic value-added to oil and
gas in Africa through expansion of downstream activ-
ities to meet both regional and export demand;

o Deepening integration efforts to create dynamic
inter- and intra-regional markets for goods, including
energy. This must address the issue of competitive-
ness, for example;

» Ensuring transparency in oil and gas exploitation
and resource wealth management;

« Strengthening the fiscal and legal framework for oil
and gas market operations and regulation;

» Defining roles for key stakeholders in the region,
including the African Union, the AUC, UNDP, AfDB,
and other development institutions, such as the
World Bank, the OPEC Fund, and the EU;

» Raising awareness about the moral hazard prob-
lem associated with providing financial resources for
countries atfected by higher oil and gas prices. Such
resources have the potential to reduce the incentives
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of beneficiaries from taking the required policy mea-
sures for the emergence of a more efficient domes-
tic energy market that helps reduce vulnerability to
external oil market shocks;

» Making a long-term and credible regional and sub-
regional commitment to a sustainable energy vision
anchored on the emergence of efficient oil and gas
markets in the next few decades; and

« Adopting regional and sub-regional strategies for
developing energy security.
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Conclusions and Recommendations

6.1 Introduction

Oil and gas resource endowments are a source of wealth
and can be expected to support growth and development
if well managed. This involves converting the wealth
into physical and human capital, increasing and sus-
taining economic growth, and alleviating poverty. This
report has clearly outlined that the successful pathway
to fully harnessing the benefits of oil and gas resource
wealth in Africa is nested in good institutions and gover-
nance, trade links, sound economic policies, and heavy
investments in exploration technology, legislative frame-
work, and human capital development.

Historically, oil and gas resource endowments in Africa
have not yielded positive economic and development
results for many countries. The experience has been
more positive recently, and there are encouraging signs
of better management and governance. Only history
will tell whether this is a lasting change; the challenges
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are clearly still considerable for oil- and gas-rich
Africa.

Oil and gas resources can be advantageous to eco-
nomic development by providing a platform for three
critical wealth elements:

1. Diversification away from dependence on agricul-
tural primary products;

2. Investments in human capital development; and

3. Infrastructure development.

6.2 Sustainable Management of Oil and Gas
Revenues

African leaders, regional institutions, and all key stake-
holders have stated unequivocally that good gover-
nance is a key prerequisite for development. One of
the key objectives of the African Union is to promote
democratic principles and institutions, popular partici-
pation, and good governance. Furthermore, the African
Union’s New Partnership for African Development
(NEPAD) identifies good governance as a basic require-
ment for peace, security, and sustainable growth and
development.

Accountability and transparency in the management
of public resources is critical in ensuring positive devel-
opment results impact—and perhaps nowhere more so
than when significant natural resource wealth such as oil
and gas are present. As outlined clearly in this report,
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having rich oil and gas resources is not in itself a
“problem” or an obstacle for development in African
countries. While there are often clear linkages between
resource abundance, on the one hand, and conflicts and
relative underperformance, on the other hand, the real
issues include fragile institutions, poor policy choices,
inappropriate government practices, and inappropriate
utilization of resources, especially inefficient investment
of revenues.

6.2.1 Economic and Social Measures for Maximizing the
Benefits of Oil and Gas Resources

The objective of maximizing oil and gas resource rev-
enues and benefits for current and future generations can
be broken down into four key elements, which corre-
spond to different stages, from extraction through rev-
enue flows to expenditure:

1. The first concerns contracts with exploration com-
panies and appropriate fiscal regimes;

2. The second, transparency in natural resource pay-
ments and spending of the resulting revenues
(including suggestions for more effective public sec-
tor financial management);

3. The third, the timing of natural resource expendi-
tures, in particular, how this can benefit the general
population and future generations; and

4. The fourth, investment and consumption decisions.

190



978—0—19—L565 78-8 00-ADB-2-Main-drv African Development Bank2 (Typeset by SPi, Chennai) 191 0f233 |July 29,2009 15:25

Conclusions and Recommendations

6.2.1.1 CONTRACTS AND FISCAL REGIMES

This is a crucial stage where the government has
to ensure that the contracts reflect state interest and
support environmental principles and sustainable extrac-
tion. Furthermore, the social responsibility of the com-
panies has to be well expressed in the contracts in
order to guarantee that communities will directly benefit
from exploitation of the resources. The contracts also
have to ensure the participation of local companies and
investment of part of the revenues back in the country.
In Africa, experiences and better practices that lead to
equitable distribution of oil and gas revenues are grad-
ually gaining momentum. In order to succeed, countries
need to equip themselves with appropriate expertise, and
with facts and data that can argue in favor of the state
interest.

Oil and gas companies inevitably have better access to
information on their specific business than African gov-
ernments do. This information gap is sometimes com-
pounded by an “agency” problem, which may occur
when a deal is struck between the representative of a
company and the representative of a country. Compa-
nies are in a better position to ensure that their repre-
sentatives are acting in the interests of the company;
whereas it is difficult for governments to ensure that
their representatives are acting in the interests of the
country. The information gap and the agency problem,
combined, reduce the benefits that countries derive from
their resources.

191



978—0—19—L565 78-8 00-ADB-2-Main-drv African Development Bank2 (Typeset by SPi, Chennai) 192 0f233 |July 29,2009 15:25

Oil and Gas in Africa

How can these information problems be addressed? An
auction is an attractive option in a simple environment,
since competition between firms will secure both
efficiency—maximization of net revenues—and maxi-
mum net transfers to the government. Auctions also
have the great merit of ensuring transparency, if con-
ducted appropriately. Historically, exploration rights
were attributed on the basis of public tenders where pre-
selected companies were invited to present their pro-
posals. These procurement procedures are slowly being
abandoned in favor of auctions. In the oil and gas sector,
it has almost become standard practice that exploration
blocks are auctioned (for example in Angola, Chad, and
Mozambique). An auction of the rights to exploration oil
and gas blocks is the institutional practice that generally
maximizes government revenues. The huge advantage of
an auction, compared with other ways of selling rights, is
that it uses competition between companies to reveal the
true value of the rights. This redresses the informational
disadvantage of the government and also addresses the
government agency’s weaknesses. A well-conducted auc-
tion vastly reduces the scope for government officials
to put private gain before national interests (see AfDB,
2007a; Collier, 2007).

6.2.1.2 REVENUE TRANSPARENCY

In oil- and gas-rich countries, the general public per-
ception is that the country harnesses large amounts
of money from royalties, taxes, and contract signature
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bonuses, and that the governments mismanage such rev-
enues or that the revenues benefit only a small part of the
population. Sometimes this is, indeed, a verifiable per-
ception, but not always. Regardless of the actual status,
the perceptions can be more informed, and management
can be improved significantly if the government and the
companies decide to participate in public accountability
and transparency initiatives.

As outlined earlier in the report, some of these ini-
tiatives include the Extractive Industries Transparency
Initiative (EITI), the African Peer Review Mechanism
(APRM), and Publish What You Pay (PWYD).

6.2.1.3 THE FLOW AND COMPOSITION OF
EXPENDITURES

It is normally a function of governments to define the
priority sector where the oil and gas revenues will be allo-
cated. Researchers on natural resources have elaborated
on the best way to use the accrued revenues and suggest
the following approaches:

1. Accumulation of foreign assets;

2. Domestic investment—public or private;

3. Domestic consumption—public or private; and
4. Savings or investment funds.

The choice—or combination of choices—the govern-
ment makes has to be based on sound information on
resource reserves, future prices, and rates of return, as
well as on the political economy of the country at the
time of the decision.
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6.2.1.4 ESTABLISHMENT OF STABILIZATION
FUNDS

The governments or regions should establish and main-
tain stabilization funds using revenues from oil and gas
resources. This is currently the case in Norway, Sao Tomé,
the United States, Thailand, the Republic of Azerbaijan,
and Nigeria. Such action will address the challenges of
volatile prices. A nation can thus also spread the benefits
of its oil and gas resource wealth over a long period and
safeguard the interests of future generations (intergener-
ational benefits). Indeed, oil funds should be established
to serve the purposes of stabilization, investment, and
intergenerational equity enhancement. However, such
funds should be integrated with the budget to strengthen
fiscal policy coordination and public spending efficiency.
They should not have the authority to spend. Financing
funds should be preferred to funds with rigid rules. These
funds devolve the focus of fiscal policy design and imple-
mentation to the budget and highlight the importance
of non-oil balance for fiscal programming. Expenditure
decisions should be reflected in non-oil fiscal indicators
and in the net accumulation of assets in the oil fund,
which, in some cases, may make fiscal policy more trans-
parent (IMF, 2007). In addition, stringent mechanisms
should be implemented to ensure transparency, good
governance, and accountability; prevent the misuse of
resources; and provide assurance that government assets
are properly and prudently managed.

Channeling fiscal revenues from oil towards pro-poor
investments: Some countries—such as Norway and the
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Gulf (Middle Eastern) countries—have successfully used
their oil wealth to stimulate growth for poverty reduc-
tion. They have done this by levying taxes on the extrac-
tion of natural resources and channeling the proceeds
to poverty-reducing investments. This may include ear-
marking certain oil resource revenues for marginalized
groups—often those living near the oil fields themselves
or people from the oil-bearing communities.
Maximizing the productivity of existing natural capital
through complementary public investments: Most types of
natural resources require complementary investments to
effectively generate growth. Many such investments are
unlikely to be financed by the private sector and require
public support. Examples include physical infrastructure
such as irrigation facilities, which can sharply increase
agricultural productivity, and transport infrastructure,
which can provide access to markets and inputs.
Promoting diversification away from oil: Developing a
successful modern economy based on natural resource
exports is, in principle, feasible, given the right institu-
tions and policies, as demonstrated by OECD countries
such as Canada, Australia, or the Scandinavian countries.
However, it is critical to use oil resources to develop a
more diversified economic structure. Some policies are
helpful in fostering diversification. These include estab-
lishing a conducive business environment and provid-
ing sufficient incentives to invest in non-oil sectors. A
conventional measure is to use the tax system to assist
the development of non-oil sectors. In addition to tax
policy, there is also need for structural reforms, including
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financial sector and administrative reforms, to facilitate
the diversification of economic activity. In many oil-
dependent African economies, there is a large scope to
reduce the burdens imposed by heavy regulation and
an often corrupt bureaucracy, which, in addition to
strengthening the financial system, would help create a
more level playing field and decrease barriers to entry.

Development of alternative energy sources—Case for renew-
able energy: Over the past decades, conventional energy
options, largely based on fossil fuels, were seen as
economically more attractive than renewable energy
options. However, the economic case for various forms
of renewable energy is improving rapidly. According to
OECD (2008), this is mainly due to three important
trends: First, the volatile world market prices for con-
ventional energy sources, in particular, oil, pose great
risks for large parts of the world’s economic and polit-
ical stability, with sometimes critical effects on energy-
importing developing countries. Concerns have been
expressed that the rising cost of oil, which exceeded
$147 per barrel in July 2008 before falling drastically
in the last quarter of the year, may slow down recent
economic progress in Africa and lead to tighter financial
constraints. Moreover, dependence on imported fuels
leaves many oil- and gas-importing countries vulnerable
to disruption in supply, which may pose physical hard-
ships and an economic burden for others. This situation
has made it urgent for many countries to look for alter-
natives in order to make them less vulnerable to shocks
in the fossil fuel markets.
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Second, in the last few years, renewable energy tech-
nologies have experienced substantial improvements in
cost, performance, and reliability, making them compet-
itive today in a range of applications. Evidence shows
that the cost of generating electricity from renewable
energy sources has dropped significantly over the last 25
years and is expected to decrease further in the coming
years. This steady fall in renewable energy prices has con-
siderably improved the cost competitiveness of several
renewable energy options, making them better placed to
compete on the energy market. According to the
OECD/IEA, small hydro power and biomass, are already
competitive in many wholesale electricity markets,
whereas in certain regions, such as in Africa, wind and
geothermal energy are cheaper than conventional energy
sources on the retail consumer market. Other technolo-
gies, such as solar PV, solar water heaters, and biomass,
are often the most cost-effective options for providing
energy services in off-grid areas in developing countries.

Third, there is increasing evidence that human activity,
especially the combustion of fossil fuels, is responsible
for the global warming trend which has been observed
over the past decades. Also, evidence is increasingly
showing that, particularly in Africa and other devel-
oping countries, climate change will drastically reduce
economic growth. As the Stern (2006) report shows,
the benefits of strong, early action on climate change,
among other things, through the promotion of renew-
able energy, will outweigh the cost of dealing with the
effects of climate change in the future.
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Thus, despite the abundance of renewable energy
resources (wind, sunshine, biomass and hydro) and the
clear benefits for stimulating (pro-poor) growth, renew-
able energy has not yet realized its potential on the
ground. The main reason is that the existing energy
markets include a number of obstacles that frustrate the
development of mature markets for the application of
renewable energy. Some policies that will help harness
the potential benefits of using renewable energy include:
creating the right environment for attracting foreign
direct investment (FDI); establishing a pro-poor playing
field for decentralized energy technologies; developing
renewable energy sector policies and measures; creat-
ing small-scale financing systems for renewable energy;
and bridging the gap between development projects and
small local entrepreneurs (OECD, 2008).

Improving and increasing intra-African trade in oil and gas:
There is relatively little oil trade among African coun-
tries. Reducing transport costs within the continent is
key to stimulating trade. Estimates indicate that ship-
ping a car from Japan to Abidjan, Cote d’lvoire, for
example, costs $1,500, whereas shipping the same car
from Addis Ababa, Ethiopia, to Abidjan costs $5,000
(ECA, 2004). In general, each additional day a shipment
is in transit is equivalent to an extra 0.8 percentage point
increase in applied tariffs. Africa needs to devote more
resources to regional infrastructure. Such investment is
also necessary to enhance domestic competition in an
integrated regional market. The second key area relates
to strengthening cross-border cooperation. The cost of

198



978—0—19—L565 78-8 00-ADB-2-Main-drv African Development Bank2 (Typeset by SPi, Chennai) 199 of 233 |July 29, 2009 15:25

Conclusions and Recommendations

crossing a border in Africa can be equivalent to the cost
of traveling more than 1,000 miles inland, whereas in
Europe the cost is equivalent to traveling 100 miles.
African countries could also cooperate in a range of other
areas, such as energy, water resources, research and edu-
cation, environment management, and the prevention
and resolution of regional conflicts. Unlike preferential
trade agreements, such cooperation does not lead to
trade diversion.

The third area is streamlining regulatory requirements
regarding the technical specifications of oil products.
The specifications tend to vary from country to country,
forcing oil refineries to produce relatively small amounts
of different types of products (at high cost), and reducing
the potential for regional trade. There is much scope
for coordinating taxation and pricing policies (at the
very least, this may make part of the existing oil trade
visible in government statistics). However, one of the
key obstacles to larger intra-African oil trade relates to
counterparty risk. Exporters from one country are simply
unable or unwilling to take on the counterparty and
sovereign risks for a buyer from another country. Instead,
they prefer to sell on cash to a developed country trader,
who then takes the risk on the foreign buyer. Struc-
tured financing techniques can help overcome credit risk
problems. These techniques can go from the relatively
simple (for example, one can “discount,” or forfait (the
seller makes a one-time arrangement with a bank to take
over responsibility for collecting the accounts receiv-
able) the payment obligation of the buyer/importer with
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Afreximbank, the Cairo-based African trade finance bank
set up by the African Development Bank, receiving
immediate cash while Afreximbank takes on the pay-
ment risk on the buyer/importer), to the more com-
plex (for example, certain export receivables from the
importing country can be assigned for payment of the
oil purchases) (Rutten, 2001).

Political reforms and good governance: Future oil man-
agement must be based on deepened reforms, expanded
energy access in support of the Millennium Develop-
ment Goals (MDGs), increased domestic value-added,
transparency, and a long-term vision. The key interna-
tional oil revenue management initiative, the EITI, is
concerned with the generation of revenue and not the
use of revenue. There is a need for transparency and
accountability all along the supply chain and on the
spending side. A lot of revenue leakage occurs during the
building of infrastructure and execution of other gov-
ernment projects. Indeed, experience on how to man-
age fluctuating incomes with price volatility is needed.
However, without government will, effective oil revenue
management will never happen. Public dialog and local
management of resources with inclusion of civil society
is also crucial, as is a political and social contract for man-
aging oil revenues, based on democratic participation
and transparent economic governance. The success of
such governance will depend on political stability, gov-
ernment legitimacy, a long policy horizon, high domes-
tic savings and, in particular, powerful non-oil political
constituencies.
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6.3 Implications for the AU, the AfDB, and Other
Development Partners

Successfully harnessing resource windfalls to make a sig-
nificant contribution to Africa’s economic growth and
development is naturally a major task for governments,
but also a central concern for the African Union (AU),
the African Development Bank (AfDB), and all other
development stakeholders. The analyses presented in
this report reveal the existence of a unique opportunity
for donors, multilateral financial institutions, and others
to influence the role of resource wealth in addressing
Africa’s development challenges.

6.3.1 Implications for and Role of the African
Development Bank

The AfDB has been involved in the extractive indus-
tries (EI) sector—including the oil and gas sub-sector—
for nearly three decades. However, according to recent
assessments by a commissioned task force, the contri-
bution of the AfDB to the development of the sec-
tor is relatively modest and falls short of the sector’s
potential. The cumulative volume of the Bank’s lend-
ing in the EI sector only represents a very small share
of the Bank’s total lending (3.4 percent). In addition,
the Bank’s activities in the sector have not been imple-
mented within the framework of a comprehensive and
coherent strategy. Furthermore, it is only quite recently
that the Bank has devoted full attention to governance
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issues in its EI activities and has taken transparency
considerations into full account in respect of its inter-
nal procurement rules and procedures (AfDB, 2007a). A
guidance note for the EI sector has also been approved
to provide operational guidance on sound and sustain-
able management of natural resource sectors in the
Bank’s lending operations, particularly in private sector
operations.

Given the sector’s high potential to contribute to eco-
nomic and social development in Africa, particularly
in resource-rich countries, the AfDB Task Force recom-
mended that, for these countries, the Bank consider mak-
ing EI development a strategic priority and increase its
involvement in the sector (internal AfDB documents).
To effectively and efficiently play this role, the Bank
must define a clear set of development objectives for
the EI sector. This is particularly important for resource-
rich fragile states and post-conflict countries, where EI
sector revenues could potentially play a large role in
speeding up economic and social development. To this
end, the Bank is developing a comprehensive strategy for
its increased engagement in the sector. The strategy will
cover all aspects of EI sector development (lending as
well as non-lending activities), including investment,
capacity building, governance, contracts, negotiations,
legal and regulatory frameworks, as well as environmen-
tal and social impacts. Moreover, to improve corporate
effectiveness, the strategy will enhance internal synergies
between Bank departments and sectors and mainstream
governance, transparency, and accountability concerns
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into sector interventions (infrastructure, energy, and
SO on).

The following specific recommendations constitute
the backbone of the full strategy and will thus (with
refinements and relevant additions) form the basis for
AfDB support and engagement in the oil and gas sector:

1. Mainstream EI sector issues into Bank opera-
tions. The Bank should ensure that policy dialog
with RMCs, and the relevant Bank diagnostic and
related analytical work (such as Governance Pro-
files) address EI sector issues in a systematic and
comprehensive manner.

2. Enhance internal capacity and intra-Bank coor-
dination. To increase its involvement in the EI
sector, the Bank must build appropriate expertise
while promoting greater coordination between the
different units of the Bank involved in EI sector
activities.

3. Complement financial and technical assistance
activities in the EI sector with policy dialog and
non-lending activities, including economic and sec-
tor work, enhancement of knowledge and dissemi-
nation of information, advocacy, and promotional
initiatives.

4. Work in partnership with other development part-
ners involved in the EI sector. This will help
ensure greater synergies and complementarities
in development partners’ interventions in the EI
sector.
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Strengthen legal and regulatory frameworks. Fun-
damental to attracting meaningful investments and
developing beneficial relationships for all stake-
holders is the need to have sound legal and
regulatory frameworks in which EI projects are
designed, negotiated, implemented, and managed.
This entails having appropriate and reasonable
investment guidelines, taxation regimes, environ-
mental guidelines, labor laws, and enforcement
mechanisms. The Bank should thus provide techni-
cal support to RMCs to develop such frameworks.

Build human, institutional, and technical capac-
ity in relevant policy ministries and agencies.
There is a need to strengthen capacity in the EI
sector in most resource-rich RMCs. This is par-
ticularly urgent for fragile states and post-conflict
countries, as well as for countries that have only
recently become producers of extractive resources.
Strengthening the capacity of these countries will
help them guard against the mistakes of oth-
ers, improve chances that the extractive resources
will be properly managed and that revenues can
contribute to the sustainable development of the
country. The Bank can play a major role in this
regard by providing support to strengthen over-
sight bodies, such as boards of concessions; anti-
corruption agencies; ministries of finance, trade,
mines, and petroleum and environment; and other
agencies involved in the management of the EI
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sector. Within the framework of technical assis-
tance, the Bank should collaborate with other part-
ners to provide support for contract and concession
negotiations, improve information relevant to the
EI sector, and enhance the capacity of RMCs to
regulate and manage the environmental and social
impacts of EI projects. In particular, the Bank can
play a crucial role in defining and promoting “best
practices.”

7. Improve governance and promote transparency
and accountability in the development and
management of EI sector operations. Extractive
resources can contribute to sustainable develop-
ment only if revenues derived from their exploita-
tion are properly managed and used primarily to
support development priorities. Promoting good
governance, transparency, and accountability in the
management of EI revenue should be at the center
of the Bank’s involvement in the sector. The Bank
should pay greater attention to governance and rev-
enue management issues in its EI sector operations.
For instance, the Bank is already helping countries
to improve the quality of public financial manage-
ment (PFM). Encouraging transparency in the man-
agement and use of EI revenue will complement
the Bank’s efforts to enhance the quality of PFM in
RMCs.

8. Adapt the nature of the Bank’s interventions
to the governance situation in RMCs and tailor
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interventions to the specific requirements of each
country. In particular, where the governance (macro
or sectoral) situation is weak, the Bank should
help strengthen governance while supporting the
expansion of the EI sector, and, at the same time,
adopting a rights-based approach.! This implies that
the Bank should systematically assess the gover-
nance context and risks, as well as the social impact
and poverty reduction potential, in all EI opera-
tions, especially in areas such as management and
use of El revenues.

9. Support EI sector initiatives. In line with the pro-
posed role of the Bank regarding governance and
transparency in the EI sector, the Bank should
support broad initiatives in the EI sector. In partic-
ular, it should encourage RMCs to adopt EITI prin-
ciples, including helping them develop capacity in
accounting for EI revenues, and help them publish
information about these revenues in a transparent,
consistent, and useful way. In this regard, the Bank
is providing both financial and technical assistance
to support implementation of the EITI and collab-
orating closely with selected countries and, where
appropriate, other development partners, through-
out the implementation process.

1 A rights-based approach to development sets the achievement of
human rights as an objective of development. It invokes the interna-
tional apparatus of human rights accountability in support of development
action and is concerned not just with civil and political rights (the right
to a trial, not to be tortured), but also with economic, social, and cultural
rights (the right to food, housing, a job).
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10. Catalyze private investment in the sector. While
addressing the challenges associated with the EI sec-
tor (governance, legal and regulatory frameworks,
capacity, and so on), the Bank should proactively
support private investment and be more engaged in
the sector. In other words, although the Bank’s inter-
ventions in individual projects may sometimes be
limited in terms of size, it should generally play an
important catalytic role by leveraging large amounts
of funds from other sources.

11. Build information and geological data. The lack
of adequate geological data is one of the major
constraints to the development of the EI sector
in many RMCs. The Bank should provide support
to RMCs to improve their knowledge as well as
information capacity about their extractive resource
wealth, including offshore resources. In this regard,
the Bank should provide funding for geological
surveys and join other partners to support the
establishment of an African geological databank.?
Through the creation of such a databank, African
countries will gain access to more accurate infor-
mation about their extractive resources and the
associated costs of exploration, thereby consider-
ably strengthening their negotiating positions in
the award of concessional agreements and con-
tracts. The databank will also improve the capacity

2 For example, the Africa-Europa Georesource Observation System
(AEGOS) or a Regional Oil and Gas Data Center, as proposed by the World
Bank.
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to provide technical, economic, and environmental
information that can facilitate the assessment of EI
development projects by potential investors.

12. Establish a rapid response advisory facility for
RMCs, in collaboration with other development
partners, capable of providing legal and non-legal
advice and other support related to the EI sector
on short notice. Such assistance is being provided
within the framework of the Bank’s African Legal
Support Facility established by the Bank.? The work
of the Facility would contribute to capacity building
in RMCs over time, especially in the area of con-
tract negotiation. In particular, the Bank can also
act as a resource institution for the new oil- and gas-
producing countries (or countries with prospects for
future production).

13. Support for alternative energy resources. The Bank
also needs to position itself to support projects
on alternative energy sources, which range from
renewable sources to low carbon emission alterna-
tive energy technologies such as clean coal technol-
ogy. The development of these alternative solutions
could help eradicate continental poverty, create new
jobs, ensure the security of energy supply, and com-
bat global warming, thus contributing to global jus-
tice, security, and peace. The Bank can provide this
support through African initiatives on infrastructure

3 This Facility is particularly useful for fragile and post-conflict states,
where human capacity is scarce.
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for alternative energy sources, including NEPAD’s
Short-Term Action Plan (STAP), which focuses on
priority physical investments in energy, transport,
water and sanitation, and information and com-
munications technology (ICT), complemented by
capacity building, policy, regulatory, and institu-
tional measures aimed at improving the efficiency
of the existing infrastructure on the continent.

14. The Bank will play a key role in operational-
izing the envisaged African Petroleum Fund, in
cooperation with the African Union. The Fund
will mobilize the international community and
African nations to provide resources to assist net oil
importers that are experiencing balance-of-payment
problems.

15. Finally, the Bank needs to analyze and position
itself with regard to the increasing Asia-Africa
trade partnerships, with focus on empowering oil-
producing countries to understand and address dif-
ferent options and implications in pursuing loans,
investments, and business cooperation where oil
and gas resources are at stake.

6.3.2 Implications for the African Union

The African Union plays an important political role in
financial resource mobilization and implementation in
the oil and gas sector. The political backing for financing
the energy future of the region lies with the AU mandate
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and its institutions. Promoting new financing options
for sustainable energy systems needs strong and credible
political backing of the highest order. The AU should use
all available international and regional fora to sensitize
potential donors and other stakeholders to support the
proposed African Petroleum Fund Initiative. As promis-
ing as this initiative may be, the initial costs, over $1
billion at least, may lead some stakeholders to adopt a
wait-and-see attitude. Without a conscientious effort by
the AU to push the Fund Initiative, Africa’s energy and
development future—through expanded energy access at
affordable prices and oil and gas wealth sustainability—
may remain an elusive goal.

The African Peer Review Mechanism (APRM) pro-
vides an avenue for monitoring governance in the
sector as part of the overall peer review of member
countries under NEPAD. The AU should also provide
strong support to strengthen weak political, economic,
and institutional frameworks for proactive sub-regional
and regional approaches to economic and energy
development.

6.3.3 Implications for Other Development Stakeholders

The role of other development partners include: assis-
tance in financial resource mobilization, capacity build-
ing in the oil and gas sector, including training in
the use of innovative oil and gas financing options,
energy infrastructure management, governance issues
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in the industry, and policy strengthening at the coun-
try, sub-regional, and regional levels. Such development
partners include the United Nations, United Nations
Environmental Program (UNEP), Organization for Petro-
leum Exporting Countries (OPEC), OPEC Fund, Inter-
national Monetary Fund (IMF), World Bank, European
Union, United States Agency for International Develop-
ment (USAID), the UK’s Department for International
Development (DFID), Agence Francaise de Développe-
ment (AFD), Swedish International Development Coop-
eration Agency (SIDA), and other bilateral and multilat-
eral institutions. Nevertheless, as clearly outlined in this
report, the main responsibility for transforming oil and
gas wealth into other “capital” and for addressing high
oil prices lies with the national leadership and govern-
ments in Africa.

6.4 Recommendations

The analysis in this report suggests a number of recom-
mendations at the national, regional, and continental
levels.

6.4.1 At the Continent Level

At the continental level, it is important that pan-African
institutions, mainly the AU and the AfDB, become more
engaged in the management of oil and gas resources in
Africa. These resources represent a crucial element and
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contribution to the economic and social development of
the continent.

At this level, a solid understanding of the multi-
faceted nature of Africa’s oil and gas challenges and
opportunities—as outlined in detail in Chapter 5—is
called for. Indeed, in a multi-ethnic and often polarized
and impoverished society, the management of oil and
gas resources will remain an important factor for social
and political stability.

It is likewise very important that the continental
bodies, together with other international donors and
stakeholders, provide new or prospecting oil and gas
producers with technical and financial assistance.
This will help these producers negotiate fair and pro-
development contracts where environmental, social,
and revenue distribution is an integral part of the
management of oil and gas.

The AfDB and the AU are urged to pool human, polit-
ical, and financial resources to help both oil-producing
and oil-importing countries improve exploitation of
resources and seize the various opportunities at hand.

6.4.2 At the Regional Level

Regional economic blocs such as Southern African
Development Community (SADC), Common Market for
Eastern and Southern Africa (COMESA), and Economic
Community of West African States (ECOWAS) can like-
wise play a key supporting and coordinating role, and
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are urged to become more proactive in the oil and gas
sector, notably through the following actions:

1. Promote regional integration in the exploitation of
oil and gas.

2. Promote regional infrastructures (such as oil and gas
pipelines) for sustainable exploitation of oil and gas.

3. Promote regional economies of scale in the sector,
especially with focus on the downstream industry
(for example, refineries).

4. Encourage countries to adhere to principles of good
governance and transparency initiatives for revenue
management.

5. Promote regional sharing of experiences.

6. Promote intra-regional trade in the oil and gas
sector.

7. Support and promote the African Petroleum Fund.

8. Establish regional fora for sharing experiences on oil
and gas issues, especially those related to contract
negotiations and technology transfer.

9. Promote the use of regional experts in the sector.

6.4.3 At the Country Level

At the country level, it is important to distinguish
between oil producers and net oil importers. The fol-
lowing recommendations are proposed for the following
specific categories of countries.
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Oil-Producing Countries: The experience of African
countries reveals that natural resource endowments,
especially in non-renewable resources, come with oppor-
tunities, but also with substantial risks. The key chal-
lenge for harnessing natural resource opportunities is
to design the right strategic policies in a context that
supports fiscal prudence and minimizes macroeconomic
distortions. This should be backed by adequate institu-
tional capacity and national and local-level participation
in oil and gas management.

Getting the policies wrong, disregarding their sequenc-
ing and alignment with the rest of the economy, or
ignoring absorptive capacity and good governance issues
may transform a natural resource boom into a curse
that could effectively stall economic growth, worsen the
poverty situation, and become a recipe for social and
political instability.

While recognizing that countries have specific back-
grounds and circumstances, the following recommenda-
tions can nevertheless apply to most of the oil-producing
countries:

1. Develop knowledge of verified and potential oil and
gas resources (geological data and resource estima-
tion, etc.). Establish an oil and gas information data-
base.

2. Manage oil and gas resources sustainably and value
high standards of environmental protection, includ-
ing rehabilitation.
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3. Secure optimal rents (royalties, taxes, shares, and
other revenues), based on sound, fair negotiations
(auctions recommended) and “best practices” for
contracts.

4. Engage in and promote good governance, account-
ability, and transparency in oil and gas revenue
management. This also entails engagement in ini-
tiatives that can reduce corruption (EITI and APRM)
and secure added transparency and engagement of
civil society.

5. Promote revenue distribution that reaches local peo-
ple in the oil fields. Make public awareness on
the revenue distribution a way to accommodate
public speculations. Design and implement pro-
poor policies to ensure equitable distribution of
benefits.

6. Engage in social policies that promote harmony and
well-being in the communities affected by oil and
gas production.

7. Promote economic diversification as a way to avoid
commodity dependence (investment in the future).

8. Promote policies and ensure fiscal regimes that pre-
vent market distortions—such as the “Dutch dis-
ease.”

9. Strengthen the human, technical, and institutional
capacities of the relevant institutions.

10. Design policies that encourage investment in non-
oil sectors.
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11. Manage income for optimal intergenerational ben-
efits, for example, by establishing sovereign wealth
funds or other savings and investment funds.

12. Seek advice from regional and continental stake-
holders and supporters (such as the AfDB and the
AU), especially in contract negotiations.

13. Support regional and continental initiatives that
seek economic, social, and political improve-
ments in oil, gas, and energy-related initiatives—
encompassing regional integration and the African
Petroleum Fund initiative.

14. Support regional infrastructure for the sustainable
exploitation of oil and gas.

15. Support regional economies of scale in the down-
stream industry.

16. Support intra-regional trade of oil and gas.

17. Share countries’ good and bad experiences with
regional and continental stakeholders.

Net Oil-Importing Countries: The following recom-
mendations apply to net oil-importing countries:

1. Identify and recognize the direct and indirect
impacts of high oil prices.

2. Engage in alternative fuel sources such as biodiesel.

3. Find adequate mechanisms for mitigating/
smoothening the effects of high oil prices. Such
mechanisms may include
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o Price-based policies (comprising full passing on of
price increases and granting targeted subsidies to
some vulnerable end-users);

« Policies to reduce the cost of supplies (hedging,
economies of scale, security of stocks);

» Quantity-based policies (reduce demand and oil
consumption, for example, by increasing use of
public transport);

 Diversification into non-petroleum sources of
energy, from fossil fuels to renewable power
sources; and

« Increasing domestic supply.

4. Support the African Petroleum Fund and, when it
is fully established, subscribe and contribute to its
operation.

5. Identify potential downstream industries where the
country has a competitive advantage (for example,
a refinery in an accessible location).
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The book, a joint work of the African Development Bank (AfDB) and
the African Union (AU), presents a comprehensive analysis of the oil
and gas resources in Africa. It uniquely highlights, through country
examples, and with an African focus but a global perspective, the
specific challenges and constraints facing the continent as a whole in
the exploitation and utilization of its oil and gas resources. It partly
draws on a model that simulates the impact of high oil prices on African
economies, a model that was developed by the Research Department
of the Bank in a separate study. The roles of AfDB and AU are analyzed,
considering their differing, but complementary, mandates geared
towards the development of the continent. Finally, the book includes
recommendations on the future directions and actions for maximizing
the benefits of Africa’s oil and gas resources.
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