Financing Petroleum Development and the Experience of Saudi Arabia

by

HRH Prince Faisal Bin Turki Bin ‘Abdul ‘Aziz AI-Sa’ud

World Petroleum Congress

Calgary, Alberta, Canada

13 June 2000

Financing Petroleum Development

and the Experience of Saudi Arabia

Ladies and Gentlemen, colleagues and friends, good morning.

I would like to thank the World Petroleum Congress Secretariat for inviting me to speak before your distinguished gathering. I would also like to thank the Canadian organizing committee for their hospitality.

Issues of financing petroleum development do not arise in a vacuum. They emerge as a result of market developments, as the production of goods and services requires some form of energy input. Energy is integral to development, and thus to prosperity.

In the 20th century, fossil fuels provided more than ninety percent of the energy needed for economic development. In fact, despite the incredible transformation of the global economy, fossil fuels still command a ninety percent share of world total energy supplies. However, the question arises as to whether or not this share is sustainable over the next 20 to 30 years, and to what degree expanding world energy requirements will be met by hydrocarbons.

If the needs of the world’s growing population are to be met, economic expansion is vital. As a result, demand for energy will also expand. Thanks to economic growth in emerging market economies, particularly in Asia, the world economy is expected to surge to a growth rate of 3.1% per annum over the next two decades. During the same period, energy demand is expected to grow at a rate of two percent per year, and oil demand as a share of world energy is expected to remain constant at forty percent.

However, there are two major factors that may affect the growth of oil demand, although their impact may not be felt for another ten to twenty years. These developments are the movement to reduce greenhouse gas emissions, including carbon dioxide as exemplified in the Kyoto protocol, and the introduction of new alternative fuels.

Reducing C02 emissions cannot be achieved without also reducing economic growth, not only in emerging economies but in industrialized countries as well. One wonders whether the economic sacrifices involved in reducing emissions are acceptable to the majority of the world’s population, given their expectations of a better quality of life for themselves and for their children, and the uncertainties which surround the extent of the effect of the global warming concept itself.

As regards alternative sources of fuel, again there is a great deal of uncertainty surrounding their economic viability. There is also the need to introduce new infrastructure and other equipment to produce and distribute such fuels, and the question of their acceptance and deployment by consumers.

On the supply side, conventional crude oil reserves are adequate to meet growing demand. Geologists estimated recoverable world crude oil reserves from conventional sources at 2.3 trillion barrels in 1999. Keeping pace with demand growth of two percent per year, production from conventional sources could reach 90 million barrels per day by 2014. Of that, production from the Gulf countries may reach 25 million barrels per day in 2014, and possibly 28 million by 2020. However, these increased production levels still leave substantial reserves and resources in the ground. Consequently, the world will not soon face the prospect of resource-driven production declines.

My objective in providing these details is to emphasize the long-term stability of the oil industry, and to underline the central part the Gulf countries will play in the energy arena of tomorrow.

The financial resources needed to expand global production capacity depends on several factors—foremost among them the price of oil. The price of oil is the basic determinant of revenue and investment, and provides equilibrium between supply and demand. Historically speaking, until the mid-eighties, producing countries and major oil companies were able to finance most of their upstream and downstream investments with revenues generated by sales at adequate prices. Following the price crash of 1986, OPEC countries continued to finance their expanding capacities from internal sources. Their exploration expenditures were relatively low, as they already enjoyed large reserves, and their development costs were relatively modest.

Major oil companies, on the other hand, were faced with high exploration and development costs in areas like the North Sea, West Africa and the Gulf of Mexico. They were compelled to borrow heavily, as the cost of building up capacity in those areas is estimated at $20,000 per daily barrel as compared to $5,000 per daily barrel in the Gulf countries. The price fall of 1998, while hurting all players, aggravated oil company finances to such an extent that for many the solution to their funding problems lay not in additional borrowing but in mergers and restructuring.

These events bring into sharp focus the importance of the price of oil in financing oil investments. But while oil prices should be adequate to induce efficient supply, they should not be so high as to inhibit real demand. A stable oil price that satisfies both ends of the market, and which continues to prevail for the long term, not only creates confidence and encourages appropriate planning by oil producers, but also encourages bankers to extend credit to oil industry borrowers.

The rising volumes of crude oil supplies described earlier will clearly not be absorbed by consumers in their raw form. Crude oil must be processed in refineries, transported by pipeline or tankers, and then distributed to end-users. So, as upstream production grows to meet demand, producers—including the Gulf countries— must also expand downstream facilities and distribution capabilities.

But while petroleum producing countries seek to meet consumers’ growing needs by investing heavily in upstream and downstream programs, they are also increasingly focusing their attention on expanding their own economies. Their energy policies have dual objectives. On one side they aim to increase their oil and gas exports; on the other they seek to implement projects designed to add value and diversify and strengthen their ecQnomies.

Such projects cover a wide range of activities, including refining, gas processing, petrochemicals, power generation and water desalination. The input feed for such projects is a mix of crude oil, oil products, NGL and natural gas, so the viability of the projects hinges on long-term supplies of energy and feedstock at competitive prices. Local investors, whether single-handedly or in association with international companies, may be able to provide equity financing of 40% of the capital required. The other 60% will have to be financed from external sources. Semi-governmental institutions and local banks may be able to provide an additional 10% of that capital, leaving a 50% share which must be provided by global financial institutions, EXIMS, multinational commercial banks, and perhaps bond issues.

In 1996 alone, commercial banks extended energy loans worldwide in the neighbourhood of $212 billion, of which 54% went to oil and gas and 46% to power generation. In the same year, total borrowing for energy development by emerging market economies reached only $13 billion. However, in the next twenty years, these emerging economies are expected to register the highest rates of both economic growth and incremental energy consumption. Gulf producers, predictably, will be supplying these emerging economies, particularly those in Asia, with the bulk of their energy import requirements.

These trends suggest a need for a multitude of energy projects—and of course a similar need to secure financing for them. The funding which energy projects have thus far received from international bank financing appears to be small, and will not keep pace with the expansion of energy demand. Additionally, borrowing to finance oil projects in high-cost areas siphons off a large part of banks’ liquidity, since more capital is needed for incremental unit of production. The same amount of capital may finance three to four times as much capacity expansion in the Gulf region, enhancing the efficiency of capital worldwide.

There is an important new trend in the oil industry where multinationals have sought closer cooperation with OPEC countries, including those of the Gulf. These companies are becoming more active and showing a willingness to invest in upstream and downstream projects — a testimony to the lucrative investment opportunities available in the region. It must be remembered, however, that cooperation between the companies and major petroleum-producing countries should be structured in a way that helps to realize those nations’ programs for economic expansion and diversification.

This brings me to our experience in Saudi Arabia

Through its efforts to utilize its oil and gas reserves, Saudi Arabia has implemented a number of upstream and downstream projects to increase value-added benefits. In the upstream sector, Saudi Aramco has continued to add to its production capacity, including 500,000 barrels per day of capacity from the Shaybah Field, located in the Rub’ al-Khali. The Kingdom maintains a production capacity of more than 10.5 million bpd to satisfy the world’s growing demand for oil. At the same time, depleted reserves were replenished by new discoveries.  Arabia’s total proven reserves have been rnaintained at more than 260 billion barrels.

Saudi Aramco has also been active in implementing projects in the transportation sector. It acquired and built a world-class fleet of 23 crude oil tankers, utilizing a mixture of equity and debt financing. Internationally, Saudi Arabia has interests in a variety of pipelines and storage facilities to handle its crude. Domestically, Saudi Arabia implemented a number of pipeline projects to transport crude oil, products and gas from eastern to western Saudi Arabia. A new gas pipeline connects eastern and central Saudi Arabia as part of a project to supply gas to utilities and industry. Additionally, Yanbu’ Industrial City, located on the Red Sea, will be supplied with gas in the near future.

In the refining area, Saudi Arabia has interests in downstream refining and distribution projects with an overall capacity of some three million barrels per day. These projects are part of a long-term policy of downstream integration designed to capture the benefits of value-added products, and ensure steady, stable supplies for consumers.

Another area which could represent a growth opportunity for Saudi Arabia’s ellis the increased use of oil for power generation. The economics and efficiencies of using oil in power generation are comparable to those of other energy sources. It seems, however, that an unwarranted bias against oil is still shaping the perceptions of concerned parties in the power generation industry. The correction of such perceptions would result in better utilization of energy sources within the power industry, the staggering growth of which requires a more even distribution and diversification of fuel sources, and an even playing field. Saudi Arabia is currently studying the feasibility of establishing joint venture complexes, which would combine construction of a refinery processing Saudi crude oil with a modern environmentally sound power generation plant utilizing products from the refinery.

Financing such projects would require a combination of equity and debt financing, where the contribution of multinational banks and EXIMS might be sought by project owners. Multinational banks, which direct about 45 percent of their energy loans worldwide to power generation, may play an important role in promoting power generation projects based on oil input.

Ladies and Gentlemen

Let me now address gas development in Saudi Arabia. The Kingdom is maximizing the economic and social benefits from its natural gas resources. A long-term strategic plan has been developed, with these specific targets:

First
To meet domestic demand for gas and optimize Ethane and NGL utilization up to 2025 and beyond,

Second
To identify the ultimate economically recoverable gas reserves of Saudi Arabia, and

Third
To identify the appropriate near-term actions which allow the ongoing timely development of the gas sector.

Our vision is the development of a self-sufficient, fully integrated industry capable of providing gas to the Saudi economy at competitive prices. This will help diversify sources of income by supporting a thriving industry, at the core of which is petrochemicals, and by helping provide water and electricity to a prospering Saudi society.

Our proven reserves of associated and non-associated gas were estimated at some 210 trillion standard cubic feet by the end of 1998, making Saudi Arabia the fourth-largest holder of gas reserves in the world. Our studies indicated that significant additional reserves from new discoveries are highly probable. These additional reserves will extend the Saudi gas reserve base, ensuring adequate incremental supplies beyond 2025.

Saudi Arabia has already implemented a program for utilizing its associated gas by building its Master Gas System in the 1970’s, designed to produce methane, ethane and NGL streams. While NGL was earmarked mainly for the export market, methane and ethane were fully utilized domestically in power generation, water desalination, petrochemicals and other industries.

Domestic demand for gas has grown at a brisk annual average of 11% since 1984, and per capita consumption in Saudi Arabia reached 180 SCFD in 1997 second only to that of the United States. Total sales gas (mainly methane) consumption reached a level of 3.13 billion cubic feet per day in 1999. In addition, ethane sales reached 398 million SCFD in the same year. Some of the gas produced came from non-associated gas fields in the Eastern Province, and acted as a supplementary stream, since associated gas supplies are constrained by crude oil production levels.

As domestic gas demand continues to grow, it is evident that incremental supplies will have to be derived increasingly from non​associated gas fields. Based on our demand analysis, it is estimated that domestic gas demand may rise to 6.8 billion SCFD in 2005, and to 8.2 billion SCFD in 2012.

- To meet these demand increases, a comprehensive exploration and development plan was developed for the Kingdom, to provide sufficient gas supply to meet demand to the year 2025 and beyond. The plan optimizes gas supplies and capital expenditures for the Kingdom’s gas resources, while minimizing unit costs of future sustainable production levels.

To develop the Kingdom’s gas reserves over the coming quarter-century will cost an estimated $44 billion in 1998 dollars, including downstream treatment and fractionation facilities, and the infrastructure needed to process the added supplies. In addition to meeting gas demand until 2025, the plan calls for increasing our ethane production capacity by 505 million SCFD by 2009. Production capacity of NGL will also increase significantly. It is worth mentioning, however, that thanks to our diligent exploration efforts, we have been adding 6 trillion cubic feet annually to our gas reserves over the last five years.

Incremental gas supplies will be channeled to five sectors:

electricity generation, petrochemical industries, water desalination, the oil sector, and other industries. Selection of projects that utilize gas will be subject to a set of criteria, which take into account the project’s

•
feasibility,

•
contribution to the economy,

•
contribution to infrastructure & diversification,

•
production efficiency, and

•
technology transfer of the project under consideration.

As we continue to diversify our economy and create more jobs, Saudi Arabia will also continue to provide its industrial sector with a steady supply of energy at reasonable prices. The industrial sector’s share of the Kingdom’s total gross domestic product was about 6% in 1998, half of which was accounted for by the petrochemical industry. Looking at only non-oil GDP, the share of industry and petrochemicals is 10% and 5%, respectively. Higher shares for those sectors are sought in the future, in accordance with the Kingdom’s development plans. Bearing in mind these remarkable contributions to the Saudi economy, the benefits of using our gas domestically far outweigh the benefits of exporting it abroad. Consequently, the export option for LNG has been, for the time being, ruled out, though of course this decision does not apply to the export of NGL.

Currently, Saudi Arabia under the guidance of the Custodian of the Two Holy Mosques King Fahad Bin ‘Abdul ‘Aziz is implementing a series of measures aimed at accelerating the development of the nation’s economy. These measures include:

•
The formation of the Supreme Council of Petroleum and Minerals,

•
The formation of the Supreme Council of Economic Affairs, and

•
The enactment of a new foreign investment code and the establishment of the Investment Authority, which will promote investment in the Kingdom.

Consistent with these measures, and to further diversify the economy, His Royal Highness Crown Prince ‘Abdallah Bin ‘Abdul ‘Aziz invited international petroleum companies to submit investment proposals which are beneficial to both the Kingdom and the companies. His invitation was met with significant enthusiasm, and the resulting submissions covered areas of mutual benefit such as investment in the gas industry, the downstream oil industry, industrial infrastructure, power generation and water desalination, petrochemicals, and energy-intensive industry. The Kingdom is converting these preliminary proposals into identifiable investment opportunities for companies to pursue and bid upon. Some of the guidelines for these investments are:

•
Saudi Aramco will remain responsible for gas development in its operating areas. Within these areas midstream and downstream projects may be open to foreign investors.

•
In other areas where non-associated gas has been discovered but has not yet been developed, International companies may become involved in development and production activities.

•
In other areas where non-associated gas has yet to be discovered, companies may become involved in exploration, development and production activities.

•
Investors in water desalination and power plants will be encouraged to utilize the Kingdom’s hydrocarbon resources within the guidelines set out by the relevant authorities. Investment in these projects will be on a competitive basis and financing schemes such as BOOT and BOT wilIbe considered.

•
Investments in refineries and petrochemical and other industries utilizing oil, oil products and gas as feedstock or energy sources are welcome and will be facilitated.

The Kingdom is determined to exert all necessary efforts to realize the highest value from its oil and gas resources. As we enter the 21st century, Saudi Arabia is fully prepared to meet the challenges that lie ahead and to continue its contributions towards global development and prosperity. …………Thank you.

