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Algeria Needs More Than Hydrocarbon Law Amendments

Lahcen Achy

Carnegie Middle East Center, Beirut
he lower house of the Algerian parliament, the People’s National Assembly, is
Tconsidering amendments to a 2005 law and 2006 presidential decree that govern the
country’s hydrocarbon industry. The aim of the amendments is to attract more foreign
investment for Algeria’s energy sector and help the government meet growing social demands.

The country has the third-largest oil reserves in Africa after Libya and Nigeria, with an estimated
12.2 billion barrels of proven oil reserves. The hydrocarbon industry accounts for approximately
35 per cent of Algeria’s GDP and provides more than two-thirds of government revenues; these
in turn enable a sustained level of public spending. It is also virtually the country’s only source
of foreign exchange.

However, due to the unattractive contract terms imposed by the government on foreign
companies, the volume of Algeria’s hydrocarbon production has declined by 20 per cent over the
last five years, and there have been very limited new oil discoveries. The 2005 law allowed full
ownership of projects to the international companies and gave the national oil company,
Sonatrach, an option to acquire 20-30 per cent participation, in line with international practice.

The 2006 presidential decree, however, stipulated that international companies can only carry out
hydrocarbon exploration and exploitation activities in partnership with Sonatrach, which should
own 51 per cent of any project. Since then, Algeria has issued three tendering rounds of oil and
gas exploration but failed to attract the interest of large international companies.
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Domestic oil consumption, meanwhile, has risen from 26 per cent of production in 2005 to 40
per cent in 2010.Domestic consumption of natural gas has also increased, from 19 to 29 per cent
of overall production.

This increase in domestic consumption is due in part to Algeria’s population growth—on
average; the population has been growing by 1.5 percent per year (compared to 1.2 per cent in
Morocco and 1.08 per cent in Tunisia). Car imports have also increased at an unprecedented rate
over the last three years, which means more fuel is needed. Additionally, local fuel prices have
remained artificially low thanks to substantial government subsidies, leading people to consume
more. The price of regular gasoline in Algeria represents 50 per cent of the average price in other
oil-exporting countries, 28 per cent of the average price in developing countries, and almost one-
quarter of the worldwide average price.

The surge in domestic energy consumption and the decline in production have had a dramatic
effect on Algeria’s current account surplus, which has already decreased by 50 per cent over the
past five years. During the same period, the overall current account surplus in Arab oil-exporting
countries rose by 70 per cent.

If the trend of rising domestic consumption continues over the next decade, Algeria’s energy
exports may decline, severely threatening the country’s redistributive rent system that allows the
regime to purchase loyalty. It is no coincidence that the decline of international oil prices in the
mid-1980s was a major contributing factor to the 1988 breakdown of Algerian state-society
relations. At that time, the government lost its financial capacity to draw on hydrocarbon
revenues, which it had relied on to absorb the country’s growing social and political discontent.

In this context, policymakers in Algeria perceive the amendment of the hydrocarbon law as an
urgent concern. A 2008 Chatham House study indicated that Algeria would have no oil available
to export after 2023. A more recent study argues that Algeria will likely run out of oil to export
between 2018 and 2020. The same study warns that without the discovery of new oil reserves,
the country could lose its status as an oil producer by 2026.

Yet despite these dire forecasts, the effort to amend the hydrocarbon law does not bring any
revolutionary changes to the table, and it will not be enough to address the current situation.
There are deeper systemic and structural problems at play that will require more than simply
amending the hydrocarbon law.

First, the amendments do not change the provision limiting the participation of international oil

companies to 49 per cent of joint ventures with Sonatrach. This, along with other regulations on
investment and the country’s general regulatory instability, makes Algeria an unattractive place
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to do business. According to the 2012 World Bank’s “Doing Business” report, Algeria ranks 148
of 183 states, behind most countries of the Middle East and North Africa, and it has lost headway
in recent years. Security concerns have grown with the recent terrorist attack on the gas field in
the south of the country, which is expected to further damage Algeria’s attractiveness.

Second, the proposed changes to the law do nothing to address Algeria’s overdependence on the
oil and gas sector. Even compared to other oil producers in the Middle East and North Africa,
Algeria is heavily dependent on its hydrocarbon resources. For example, the share of oil and
natural gas represents 98 per cent of Algeria’s total commodity exports. That share stands at 94
per cent in Kuwait, 84 per cent in Saudi Arabia, and 67 per cent in Oman. The agricultural sector
contributes 8 per cent of Algeria’s GDP and the manufacturing sector just 5 per cent.

Moreover, only a few sectors—such as construction and public works as well as the demand
created by a large public administration—contribute to Algeria’s economic growth. The problem
is that all these sectors depend exclusively on hydrocarbon rents.

Third, Algeria’s public spending has risen substantially since the eruption of the Arab Spring,
pushing up the fiscal “breakeven” oil price—that is, the price at which the government’s budget
is balanced. It edged upward from around US$70 in 2008 to over US$105 in 2012.

To maintain its current pace of spending, the government is tapping the country’s sovereign
wealth fund, known as the Revenue Stabilization Fund. The fund’s intended objective is to
support public investment programs. However, it is increasingly being used to keep up with
mounting current spending.

Of greater concern, the government is rapidly drawing down the fund. The most optimistic
estimates by the IMF reveal that by 2016, the fund could represent less than 16 per cent of GDP,
which is half of its 2010 level. Under an alternative scenario of lower international prices, the
fund could melt to 4 per cent of GDP by 2016, while fiscal deficits would have to be financed by
higher rates of government borrowing.

Fourth, Algeria has a low budget-transparency score—one out of 100 on the Open Budget Index,
compared to an average score of 23 out of 100 for the Middle East and North Africa.

The Audit Court is, in principle, in charge of auditing the government’s budget and the financial

accounts of state-owned enterprises, as well as submitting a yearly report to the president. In
practice, however, auditing is often not completed, and audit reports are rarely made public.
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The Audit Court does not inspect hydrocarbon taxes, which provide two-thirds of the
government’s revenues, and Sonatrach does not publish audited financial reports. The Revenue
Watch Index, which assesses the revenue transparency of 41 resource-rich countries, ranked
Algeria 38 in its 2011 edition, lagging behind all other oil-rich countries in the Middle East and
North Africa. All of this means that a lack of transparency and poor accountability are key issues
that need to be addressed.

The government in Algiers continues to rely on its large hydrocarbon revenues to finance a
redistribution system that purchases quiescence and loyalty to the regime. But this system cannot
be sustained indefinitely.

Algeria’s government needs to break the economy’s excessive dependence on global market
prices for oil and gas and instead create a legal and economic environment that encourages
entrepreneurship, private investment, and economic diversification—all of which are necessary
for the country’s long-term economic growth.

Note: This article was originally published in Carnegie Middle East Center, Beirut. Web Link:
http://carnegie-mec.org/publications/?fa=50726&lang=en
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