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LNG Markets Conducive to “Gas to Power” in Africa

Fundamental changesin the international
market for liquefied natural gas (LNG) over
the past few years have for thefirst time made
gasto power projects practical inthose parts
of Africathat do not have adomestic supply of
natural gas or access to anatural gas pipeline
gridtoimport natural gas from countries that
do. These changesto the LNG market, when
coupled withthe development of floating LNG
storage and regasification units (FSRUs)
which significantly lowers the costand time to
completion of small scale LNG import
terminals, has lead toasurge in proposals for
gasto power projects throughout Africa.

For most of its history, the world-wide LNG
market was dominated by agreements under
whichan LNG producer sold large quantities
of LNGtoalarge electric or gas utilities—
often government owned—onalongterm (15
to 25 years) “take or pay” basis that required
the purchaser to pay forthe LNG evenifit
could not useit, with little volume flexibility or
ability toresell LNG that was not needed. LNG
producersinsisted onthis structure because
itguarantiedthe producer the revenuesit
neededtoinvest billions of dollars to develop
agasfieldand build afacility to liquefy the gas
produced from thefield. Thisstructure was
acceptable tothe utility because it provided
assurance of alongterm supply of LNG to
supportitsinvestment of several billions of
dollarsin LNG receivingand storage facilities,
gas pipelinesand gas fired power plants.

Although these long term, “take or pay”
contracts fostered the development of gas
fired power generation in big power markets
in Japanand Koreaand more recently, China,
utilitiesand other natural gas customers with
smaller or more variable needs for gas where
largely left out of the market and were forced
torely on coal or diesel or other liquid fuels for
power generation. The quantities of LNG they
needed weretoo smalltoattract theinterest
of the LNG producers who were looking for
longtermsales of large quantities of LNG to
supporttheir upstream investments,and the
inflexible terms the producers offered were
notattractive to customers who had more
variable gas needs because they were building
generation that would be used only
intermittently to meet peak power demand or
to provide backup generation capacity for
solar or wind power or to supplement hydro
power in periods of draught. Inaddition, the
cost of buildingland based LNG import
terminals—which often exceededabillion
dollars—made LNG uneconomical forall but
the largest natural gas users.

Fundamental changesin theinternational
LNG marketsand the use of FSRUs (whichare
specially equipped LNG regasification and
storage vessels whichare mooredinaport)
are now making LNG viableasasource of fuel
for projects with smaller or more variable
natural gas needs,suchasare prevalent
throughout much of Africa.
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Thefirst significant market changeis the
development of LNG suppliers sellingout ofa
supply portfolioinstead of fromasingle
liquefaction facility. Asthe LNGindustry
developed, LNG suppliers committedall of the
output of each liquefaction facility to one or
two customersand ona“point to point” basis,
forexample, fromasingle liquefaction facility
inIndonesiatoasingle userin Japan.
However,as major LNG suppliers suchas Shell
and BP have developed multiple sources of
supply, the “point to point” structure of LNG
sales has gradually eroded,and many LNG
suppliers now sell froma portfolio, rather than
fromaspecific source. These suppliers
include the historic LNG producerssuchas
the major oil companies as well as companies
engaged inthe marketing of LNG suchasthe
Japanese trading companiesand evensome
financial institutions. Thisallows suppliersto
provide more flexibility in their supply terms
and has gradually led toamore vibrant “spot”
market in which uncommitted LNG cargosare
available for purchase outside of the normal
yearahead scheduling cycle.

However, the most significant change in the
LNG marketsis the result of growth of LNG
supply that has outstripped growth of LNG
demand. The development of LNG export
facilities in the United States to exportthe
growingvolumes of shale gas,and the
commencement of operation of Chevron’s
Gorgonfacilityand other large LNG
liquefaction facilitiesin Australiahasleadtoa
supply-demand imbalance that favors LNG
customers. Thisisatrend that may,intime, be
augmented by more recent discoveries of
natural gas in Africasuchasthose madein
Mozambique. Thisimbalance hasbeen made
worse by the slow down of the Chinese
economy, changesin Korean energy policy
away from natural gasandthe start up of
several Japanese nuclear plants. Inaddition,
many of the early purchasers of LNG or LNG
liquefaction capacity from the US export

terminals purchased more LNG than they
currently need either because theirinternal
needs have grown more slowly than
anticipated or because they over-purchasedin
the expectation that LNG prices would go up
andthey could resell the excess at a profit.
Many of these purchasersare nowtryingto
selltheir excess LNGin the secondary market
and have become LNG marketers by default.

Asaresult of the current over supply of LNG,
many LNG suppliers,includingthe large
suppliers suchas the major oil companies, are
seeking out customers that they never would
have bothered with before and are offering
volume and scheduling flexibility which was
previously available only foravery high price,
ifitwasavailableatall. These changes has
made LNG viable, for the first time, asasource
of fuelfor customers building smaller scale
power plants or building power plants with
variable fuel demands.

The development of portfolio LNG suppliers
andthe over supply of LNG has coincided with
theacceptance of FSRUs asanalternative to
land based LNGimport terminals. Although
the FSRUs currently inthe market do not
provide enough LNG storage capacity for
large natural gas customers, theyare
significantly cheaper (in many cases by a
factor of three or four) than land based
facilities,and since they are builtinaship yard
andfloated tothessite, they can be putinto
service much more quickly thanland based
facilities without the need for extensive and
time consuming permitting. FSRUs canalso
be financed onanasset finance basis, as they
oftenretainsignificant residual value. Asa
resultthey can provideamediumterm
solutionin countries wishing to use gas to
power programmes to catalyse the growth of
awider domestic gas industry (suchas South
Africa) and to ‘up size’ regasification facilities
atalater date, following growth in domestic
demandfor gas.
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How long the current oversupply condition
will last isamatter of intense debate. Aresent
study published by Barclays Capital estimates
that LNG demand willagain overtake LNG
supply by 2019. Otherindustry analysts
believe that the imbalance will extend longer.
Onevariable thatis extremely difficult to
predictis how many of the LNG liquefaction
facilities that have been proposein the United
Statesandareinvarious stagesin their
permitting processesand how many of the
facilitiesin Canadathatare still being delayed
over native rightsissues will ultimately be built,
andifso,when. Also unclearis when final
investment decisions will be taken for the
large natural gas discoveries in East Africaand
theirassociate LNG liquefaction facilities.

LNG pricesare currently less than 50% of their
highs of only afewyearsago. Because LNG
has often been priced based on the price of oil
(often using the Brent oil price index), most of
this price declineis attributable to the decline
in oil prices which have fallen since 2012 froma
high of $126 to alow of $29,and are now
hoveringaround $50. However, the entry of
the USintothe LNG export market has the
potential of changingthe structure of LNG
prices dramatically. US exports of LNGare
priced based on domestic US gas prices,
rather than oil,and because of the rapid
development of shale gas, US gas prices have
been much lower onanenergy equivalent
basis than oil prices, even throughout most of

the oil price decline. Asaresult,had LNG
exportsfromthe US been available, they
would have beenssignificantly cheaperthan
LNGwithan oil based price, even after taking
intoaccount the costs of liquefactionand
transportation, forall butafew months during
the period 2010 to the present. Of course,
whether this price differential will continue
depends onwhetherthe US continues to be
over supplied with natural gas.

The changesinthe LNG marketsandthe
acceptance of FSRUs toimport LNG is making
gasfired power generationin Africa possible
even for relatively small power generation
facilities servingalocal or regional market
because of lack of arobust electric
transmission grid. LNG to power projectsare
invarious stages of developmentinanumber
of African countries, including Morocco, Cote
d’Ivoire, Ghana, Namibiaand South Africa.
Some, suchasthe proposed LNG to power
projectin Morocco, are large enough to justify
aland basedimport facility. Others,suchas
the projectsin Cote d’Ivoire, Ghanaand
Namibiaare only cost effective using FSRUs.
However, for thefirst time, LNG to power has
becomeanattractive and viable solutionto
the energy needs of much of Africa.
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