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In Fine Fettle 

Strong balance sheet and high margin production 

SDX Energy is in a very strong position. With its listing in London 
the company raised US$10 million (net of expenses). This coupled 
with its high margin production in Egypt leaves the company in a 
position where management are able to start to build the business 
both organically and through acquisitions. 

The company raised US$10 million on its admission to AIM to leave the 
company with net cash of US$14 million. The company has embarked on 
a major capital expenditure programme to build up production at its 
Meseda licence and drill an exciting exploration well at its South Disouq 
permit. However, we forecast that the company will finish the year with net 
cash of approximately US$7 million. Thereafter the company should be 
generating free cash flow.  This will leave the management in a strong 
position to build up the company. 

In its Meseda licence, where SDX has a 50% working interest (19% 
entitlement interest), management has now embarked on a work-over and 
waterflood programme, which should allow a doubling of gross production 
(up to 8,500 bbl/day) and hence boost cash flows. This is high margin 
production with 2016 unit operating costs forecast to be under US$10/bbl. 

The company is also looking at exploration and expects to drill an 
exploration well on its South Disouq exploration asset (55% working 
interest). This will probe a potentially significant gas prospect at the end of 
the current year. This prospect has gross mean prospective resources of 
490 BCF of gas and 16.3 mmbbl of condensate (100 mmboe in total). 
This could prove to be a step change in shareholder value. 

We have looked at the industry standard valuation of the assets of the 
company through a discounted cash flow analysis, adding a risked 
element and adjusting for the balance sheet of the company. For the oil 
price, we have used the forward curve for the Brent oil price for the next 
four years and then escalated by 2.5% per annum. Using those 
assumptions, one could derive a value for the company of 101 p/share. 
Investors should view any valuation in the context of their own 
assessments of the relevant risks. 
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FYE DEC 2014 2015 2016E 2017E 2018E 

Revenues (US$ m) 24.5 11.4 17.3 24.7 21.3 

Op. profits (US$ m) 13.7 (7.1) (21.7) 10.6 7.7 

Net income (US$m) 8.4 10.1 (23.8) 6.9 4.5 

EPS (¢/share) 14.8 19.5 (30.0) 8.7 5.6 

Dividend (p/share) 0 0 0 0 0 

Cash flow (US$m) 25.5 (5.2) 4.1 8.6 6.1 

Net cash (US$m) 17.9 8.2 7.2 11.6 16.7 

Source: Company Information and Progressive Equity Research estimates 
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Summary 

High margin production to fuel growth 

In an E & P sector that is suffering from the recent weak oil prices, SDX Energy would 
appear to be in very fine fettle. On its recent listing in London (May 2016), the company 
raised US$10 million (net of expenses) to leave it, at the time, with net cash balance of 
US$14 million. Although the company is spending heavily in the current year to boost 
production, it should still have net cash at the end of the current year of US$7 million. This 
gives the management sufficient money to build up the business both organically and 
through acquisitions. Management wants to build up the company from a modest 
production level 1,500 boe/day to in excess of 20,000 boe/day – at which point it would 
become a material acquisition to a major player and, hopefully, generate substantial 
shareholder returns on exit. 

In the short term, the first part of this growth will come through building up its Meseda 
licence where it has a 50% working interest (19% entitlement interest). This licence 
accounts for half of the group’s current production. Management has now embarked on a 
work-over and waterflood programme, which should allow a doubling of gross production 
(up to 8,500 bbl/day) and hence boost cash flows. Not only does this boost production but 
also the waterflood programme will allow the management to alleviate the natural decline 
in production from the original development and allow a very significant increase in 
reserves. The recovery factor in the field will increase to 35% of the oil in place (from 13% 
under the current development plan). This should also allow a substantial boost to the 
underlying asset value. On the NW Gemsa licence (SDX Energy 10% working interest), 
management have agreed a programme over 2016 to drill two development wells and 
workover a further nine wells in order to maintain a stable production rate in the field. (see 
page 12). 

The company is also looking at exploration. The obvious potential trigger to production, 
reserves and value is its South Disouq exploration asset (55% working interest), where the 
company is intending to probe a potentially significant gas prospect at the end of the 
current year. This prospect has gross mean prospective resources of 490 BCF of gas and 
16.3 mmbbl of condensate (100 mmboe in total). This could prove to be a step change in 
shareholder value. SDX has additional exploration upside in its Meseda licence and the 
offshore South Ramadan licence. (see page 16). 

Beyond the expansion at Meseda and the exploration potential at South Disouq, 
management is looking at the full suite of options for expansion i.e. buying production, as 
well as, appraisal and exploration options. This is a good market to expand with many 
small players suffering from the weak oil price. Management does not intend to bulk up for 
the sake of size, rather it seeks opportunities with additional upside to the NPV valuation – 
similar to its Meseda licence where it is possible, through using its subsurface expertise, to 
add significant additional reserves and production. The company is looking to build up its 
Egyptian operations as well as expanding into other North African countries. We believe 
Morocco and Tunisia could provide attractive growth opportunities for SDX. 

The balance sheet of the company is very strong following the placing. Although the 
company is in the middle of a heavy capital investment programme of approximately 
US$10 million, SDX Energy should end the year with net cash of approximately US$7 
million. Going forward, the company should be in a position to generate free cash flow thus 
allowing internally generated funds to be used to expand the business. 
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We have looked at the industry standard valuation of the assets of the company through a 
discounted cash flow analysis, adding a risked element and adjusting for the balance sheet 
of the company. For the oil price, we have used the forward curve for the Brent oil price for 
the next four years and then escalated by 2.5% per annum. Using those assumptions, one 
could derive a value for the company of 101 p/share. Stripping out the subjective side of 
this (risked exploration upside and cash spend on this) provides a value of approximately 
70 p/share using the same industry assumptions. Investors should view any valuation in 
the context of their own assessments of the relevant risks. (See page 7).  
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Introduction 

SDX Energy was formed in October 2015 as a result of the merger between TSXV listed 
Sea Dragon Energy and privately owned Madison Petrogas - two E & P players with 
assets concentrated in Egypt. Paul Welch who was CEO of Sea Dragon Energy leads the 
new entity. The rationale for the merger was to set up a vehicle that could establish a 
significant asset base within Egypt and other North African countries. Although originally 
listed in Canada, the company listed on the AIM market in London in May 2016. 

Strategy 

The long-term strategy of the company is very simple. Management wants to grow the 
business both organically and through acquisitions to a point where it is a material player in 
North Africa and has net production in excess of 20,000 boe/day and, at this point, it would 
then become a material acquisition for a larger player and hopefully should give 
shareholders a substantial return on exit. At present the company has net production of 
approximately 1,500 boe/day. 

In the short to medium term the management wants to grow production up to 5,000 – 
7,000 boe/day. This will predominantly come from reworking its existing asset base. The 
key asset is the Meseda licence where it has a 50% working interest (and an approximate 
19% entitlement interest). At present, this licence is producing approximately 4,000 bbl/day 
gross. However, the partners have approved the budget for a work-over and waterflood 
programme on the field. This programme should take gross production up to in excess of 
8,000 bbl/day. We feel that the main risk to shareholders on this is the timing of the 
proposed work rather than the technical nature of the project which is relatively 
straightforward. 

The longer-term target is less visible to investors as this will have to involve expansion of 
the asset base. The obvious potential trigger to step up production would be success at its 
South Disouq exploration asset (55% working interest) where the company is intending to 
probe a potentially significant gas prospect at the end of the current year. This has gross 
mean prospective resources of 490 BCF of gas and 16.3 mmbbl of condensate (100 
mmboe in total). As with many E & P companies, management is looking at the full suite of 
options for expansion i.e. buying producing assets, as well as, appraisal and exploration 
options. We believe that this is the right market to make this move. Egypt still has a poor 
image for many companies given the current weak domestic gas prices and the large 
receivables that have been built up as the government struggles to get sufficient quantities 
of US dollars to pay the oil and gas producers. In addition, many of the smaller players 
have also been struggling with the recent weak oil prices. The toxic combination of 
significant receivables, weak prices and dollar-denominated debt has put many companies 
under significant financial strain. This is where we expect the company to find relative 
bargains in the current market. 

On the acquisition of producing assets, management does not intend to bulk up for the 
sake of size, rather it seeks opportunities with additional upside to the NPV valuation. This 
is what it has done in the Meseda licence where it is possible, through using its subsurface 
expertise, to add significant additional reserves and production. The acquisitions of existing 
discoveries would only be undertaken with a similar view i.e. that it is possible to add 
significant value to the acquisition price. On exploration, management would like to focus 
on onshore low-cost opportunities. Here the focus will be on licencing rounds although 
management has not ruled out farming into prospects. 

As mentioned earlier, the intent is to become a broader North African player. Although the 
core of the business is likely to remain Egyptian, management is also looking at other 
North African countries. We believe that the two countries in the region that should be most 
interesting to SDX are onshore Morocco and Tunisia. Morocco has one of the best fiscal 
regimes in the world and so any production would have high unit value. Tunisia is perhaps 
less likely given that the fiscal regime is not as attractive as that in Morocco and the 
prospectivity of the region lags behind that of Egypt. 
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The company has a strong balance sheet to aid its expansion. Coupled with its move to 
AIM, the company raised US$10 million net of fees to leave it with net cash of US$14 
million which is more than sufficient to meet its 3D seismic commitment on South Disouq, 
development needs at Meseda and NW Gemsa and legacy exploration costs in Cameroon 
which it has now exited. On top of this, there is the ability to gear up the company should 
the right acquisition come along. 

SWOT Analysis 

Strengths 

One of the major strengths of the company is that it has low cost/high margin production in 
Egypt. In a period of weak oil prices, this has allowed the company to continue to generate 
cash flow when many other players are suffering. The other main strength is in its strong 
balance sheet. At the end of the current year, we believe that the company will have net 
cash of approximately US$ 7 million. 

Weaknesses 

The big weakness for the company is that, at present, the company is reliant on growth 
(excluding any success/growth that maybe generated from its exploration project at South 
Disouq) from one asset - its Meseda licence. With all the forecast growth coming from this 
licence, delays in the proposed programme could affect forecast production growth and 
cash flows and thus have a knock-on impact on perceived valuations. 

Opportunities 

The strong balance sheet gives the company the potential to make accretive acquisitions. 
At a time when many smaller players are under significant financial strain, we believe that 
SDX could find relative bargains. 

Threats 

Perhaps the largest threat to the business comes from the operating environment – 
especially the oil price. Weakness in the oil price will lead to lower than expected cash 
flows from its producing assets. The other potential threat is from its operations being 
based in Egypt where there have been some problems over the last few years. This has 
led to a shortage of US dollars to pay the oil and gas companies. This being said the 
situation is improving and the government wants to pay its receivables backlog by the end 
of the year. SDX, though, does not have a receivables issue with the government. 
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Valuation 

Methodology 

For valuing E & P companies we take the traditional approach of asset valuation that is 
used by the industry. Investors should therefore view any valuation in the context of their 
own assessments of the relevant risks. This is derived through using a DCF (discounted 
cash flow) methodology to value the known fields and discoveries of the company.  The 
field production profiles, capital expenditure and operating costs are modelled under the 
appropriate fiscal regime to give a cash flow profile which is discounted to provide a net 
present value for each asset. We also add a risked exploration element which gives an 
indication of how this asset value may change over the next twelve months. These are 
added together and adjusted for the balance sheet to arrive at a net asset value. For SDX 
Energy, this will entail adding US$14 million to reflect the net cash of the business after the 
placing. However, since the placing the company has spent approximately US$6.5 million 
on its exploration well in Cameroon. The company will also have spent a further US$3.5 
million to complete the acquisition and interpretation of the 3D seismic data in South 
Disouq. SDX will also spend US$5.5 million on development costs at its Meseda licence 
but this is included in our DCF calculations. At the end of the current year, we would 
expect to see the company with net cash of approximately US$7.0 million. 

Commodity prices 

Oil 
For the oil price we use the forward futures curve for Brent oil over the next four years and 
then escalate those prices by 2.5% per annum. The price used in the models is then 
adjusted for the quality of the crude oil produced in the respective fields. For example, the 
crude oil in the Meseda field is heavy and so will attract an approximate 30% discount to 
the Brent crude price marker. At present, the futures market is expecting an average 2016 
Brent price of approximately US$47/bbl this rises in subsequent years to US$51/bbl in 
2017 and then US$54/bbl and US$56/bbl in 2018 and 2019. 

Gas 
Gas within Egypt is slightly more complicated. The associated gas in the NW Gemsa field 
is sold at a very modest average price of US$1.20/mcf (“profit” gas is sold at US$1.00/mcf 
whilst “cost” gas is sold at US$1.40/mcf). However, if the exploration well on the South 
Disouq licence is successful, then the gas will be sold under contract at “non-associated” 
gas prices. The current non-associated gas domestic market price is set at US$2.76/mcf 
(US$2.65/mmBtu). However, SDX Energy has the ability to market any gas discovered 
directly to end-users and thus not be tied into domestic gas prices. Management believes 
that it could achieve a price of US$5.40/mcf. This is based upon several factors. Firstly, the 
government is very short on gas and has recently been raising the “non-associated” 
domestic gas prices. The Disouq block just to the north of South Disouq (operated by 
RWE) is currently receiving a gas price of US$3.95/mcf. Secondly, subsequent gas 
contracts signed by the government have ranged in price between US$4.00 –US$7.10/mcf 
depending upon location with the higher price being awarded to offshore developments. 
Thirdly, the company has the ability to sell gas directly to customers allowing it to achieve 
the government’s industrial gas prices which range between US$5.40 – US$7.10/mcf - 
depending on the industry. Given that there is still some uncertainty in what the final 
achieved gas price will be, we provide some sensitivity on this later in the section. 

Discount Rate & Exchange rates 
The discount rate that we use in the valuation is the standard 10%. Although it could be 
argued that this should be adjusted to reflect the company’s WACC (weighted average 
cost of capital), this is the standard rate that is used by the industry in making acquisitions. 

The oil and gas industry very much works in US dollars. Therefore, we have modelled the 
assets in US dollars and will translate this through at the current exchange rate to allow 
investors to see a sterling based valuation. After the recent Brexit vote, Sterling is currently 
trading at a USD/GBP level of approximately 1.35. 
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SDX Valuation 

Asset base 

In the asset base of the company, the core value of SDX Energy’s portfolio comes from its 
50% working interest in the Meseda licence. We have looked at this in three parts to allow 
investors to ascertain the value that is being added from the works being carried out in the 
field in the unlikely event that they are not carried out to plan. The asset base of the 
company also includes its 10% working interest in the NW Gemsa licence. 

Exploration 

On the exploration side, we have opted for conservatism and include only wells to be 
drilled during the next twelve months. That means we have only included the potential 
value of the South Disouq licence. This is risked to reflect the fact that exploration is an 
uncertain business and that the usual outcome of a well of this nature is failure. In our 
valuation we have taken the risking applied by SDX’s external reserve auditor, DeGoyler & 
MacNaughton, which assumes an approximate one in seven chance of success. However, 
the company is currently conducting a 3D seismic survey over the area. Once the 
interpretation of this information has been completed, the risking over the block will change 
and will likely decrease (the chance of a positive outcome thus increasing). The reason for 
this is that success, within the trend, has been greater than 90% when favourable seismic 
responses have been tested. The company anticipates that this interpretation will be 
completed in late Q3/earlyQ4 2016. Investors should realise that there is some further 
exploration upside but this is outside of the twelve-month window. There is modest 
exploration upside in the Meseda licence (over and above the development potential 
mentioned earlier) but this is likely to be drilled at the end of 2017 at the earliest as 
management wants to concentrate on the development potential of the work-over and 
waterflood programme in this licence.  There is some exploration upside in the South 
Ramadan licence but we feel that this is unlikely to be drilled in the short-term given that 
this is offshore and costs are high in comparison to its onshore assets. The one problem in 
putting a risked exploration element in a valuation for SDX Energy is the number of wells 
that will be drilled. With a company that is drilling numerous wells over a year, on the 
assumption that the risking is correct, then there should be an increase in the asset value 
along the line of risked element of success. For example, with a company drilling twenty 
wells, each with a 10% chance of success, then you would expect to see two wells 
successful. Here there is just one well to be drilled therefore, at this stage, the odds are 
that this will be unsuccessful albeit the chance of success of this well is expected to 
increase after the full results of the 3D seismic programme are evaluated. If the 3D does 
show positive results, then this will be a catalyst for a material step change in the valuation 
of the company prior to any drilling success. That said, drilling is still a binary outcome. 

On the balance sheet, the company had US$14 million of net cash after its placing. 
However, we would strip out the costs of the recent Cameroon well (US$6.5 million) to give 
an effective net cash level of US$7.5 million – equivalent to 7 pence per share. Although a 
significant portion of this capital will be used relatively quickly in the South Disouq 3D 
seismic and the work-over programme and water-flood on the Meseda licence, the 
company is cash generative given its 1,500 bbl/day of low cost production (costs per barrel 
are approximately US$6/bbl and US$11/bbl in its two producing concession) – this is 
incorporated in the DCF valuations of the asset. The only area that there could be some 
uncertainty for investors is the money that will be spent in the acquisition and interpretation 
of the 3D seismic data in South Disouq that is forecast to be US$3.5 million. Even 
excluding this spend from the valuation, which we would not do, we have net cash 
equivalent to 4 pence per share. 

Using our pricing deck, our risked NAV (RENAV) of the company is standing at 101 
p/share and compares to a current share price of 22.5 p/share. Even if one was to be 
harsh and strip out the money spent on the seismic at South Disouq and ignoring the 
risked exploration upside, the asset value only reduces to 71 pence/share – still over three 
times the current share price. 
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SDX Energy RENAV 

 

Source: Company & Progressive Research estimates 

 

As we mentioned earlier, we have given investors a break down of the valuation of the 
Meseda licence by different stages if the development of the field. The table below details 
the value of the original development plan, the impact of the work-over programme and the 
waterflood project. 

SDX Energy Meseda licence – impact of developments 

 

Source: Company & Progressive Research estimates 

Sensitivities 

Oil 

We realise that many investors will have their own ideas of the price of crude going forward 
and, as such, we believe that it is prudent to provide a sensitivity analysis. Although there 
are numerous choices we have opted for flat pricing of Brent Crude at five-dollar intervals 
from US$30/bbl up to US$60/bbl. The chart below shows the NPV (p/share) of the oil 
assets of the company. This excludes the value of the risked exploration and the net cash 
on the balance sheet. This demonstrates the attraction of SDX Energy’s low cost 
production base. Even at US$30/bbl, the asset base is still in excess of the current share 
price. 
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SDX Energy oil assets values under differing oil prices scenarios (p/share) 

 

Source: Company & Progressive Research estimates 

Gas 

We have also looked at the potential gas price that is achieved if the exploration well on 
the South Disouq licence is successful ranging from US$2.50/mcf up to $6.00/mcf at 
US$0.50/mcf intervals. It should be remembered that our base scenario is on an 
anticipated price of US$ 5.40/mcf. What the chart below demonstrates is that even at a 
level of the very depressed level of US$2.50/mcf (which is below the current domestic 
market price), the South Disouq well would, if successful, still prove to be commercial. We 
have used the gross mean resource scenario. 

South Disouq risked valuation under differing gas prices (p/share) 

 

Source: Company & Progressive Research estimates 
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Discount rate 

We have also used a broad spectrum of discount rates as investors may have differing 
attitudes towards risk. On our base pricing scenario, we have used 7.5%, 10.0%, 12.5% 
and 15.0%. The chart below shows how the NPV of the assets would change with the 
discount rate. This excludes the net cash of the business. 

SDX Energy RENAV under differing discount rates 

  

Source: Company & Progressive Research estimates  
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Production 

Meseda production to double 

The core to SDX Energy’s portfolio is the Meseda licence where it has a 50% working 
interest and a 19% entitlement interest. This accounts for approximately half of the group’s 
total current production. The remainder comes from its 10% working interest in the NW 
Gemsa licence. 

Meseda 

The Meseda licence is located onshore in the Eastern Desert of Egypt and contains 
approximately 85% of the Meseda oil field on STOIIP basis (Stock Tank Oil Initially In 
Place). The field was originally discovered in 2011 and is currently producing 
approximately 4,000 bbl/day of oil (750 bbl/day to SDX on a net entitlement basis). The 
field has been in a natural decline since it reached a peak in 2013 of 9,000 bbl/day. The 
crude in this field is relatively heavy (16 – 18 API) and so the recovery from this field has 
been low with, to date, only 6.3% of STOIIP having been produced. As currently developed 
the partners anticipate that the ultimate recovery in the field will be 13% with little additional 
work. 

However, the key part of the SDX Energy story, for us, is increasing this ultimate recovery 
factor which would generate a significant boost to production, recoverable reserves and, of 
course, shareholder value.  Under the original field development plan, one of the main 
ways to produce the crude oil was through the use of ESPs (Electric Submersible Pumps) 
in the wells. The original development used a standard size ESP across all the wells in the 
field. This “one size fits all” ESP approach was good from a capital expenditure perspective 
in that it lowered the unit costs of the pumps (against bespoke designed pumps) and 
allowed better accessibility to spares. However, it was not optimal for individual well 
production. Gaffney Cline & Associates, the independent petroleum consultants, 
conducted a recent study on the field (February 2016) and felt through optimising/changing 
the pump capacity on a well-by-well basis field production could, at a minimum, be doubled 
from current levels to least 8,530 bbl/day. Corresponding field wide recovery efficiency 
would then rise to 19% - a healthy 50% increase on the original programme. Having 
produced 5.5 mmbbl at the end of 2105, this will allow a doubling of the remaining 
reserves. The cost of this work-over programme is expected to be a very modest at 
US$1.3 million (gross) – US$0.65 million net to SDX Energy. The increase in individual 
well production is detailed in the following table. 
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Meseda well programme – minimum expected volumes (bbl/day) 

 

Source: Gaffney Cline & Associates 

On top of this ESP work-over programme, SDX Energy’s management is looking at the 
potential of introducing a waterflood project which will aid the recovery of the oil in place by 
effectively flushing this oil out of the rocks with water. This is likely to be carried out in 
conjunction with the ESP pump work-over programme and with the necessary injection 
wells and water handling facilities will help maintain the reservoir pressure and significantly 
decrease the decline rate of the field. This programme will be more expensive and is 
estimated to cost US$9 million (gross)/US$4.5 million net to SDX Energy. Management 
believes that the waterflood project could get the recovery rate up to 35% of the STOOIP. 
This would appear to be conservative given that there are analogous fields operated by 
TransGlobe Energy in the surrounding acreage where it is thought that ultimate recovery 
from these fields, using similar recovery techniques, could exceed 40%. 

Assuming a 35% recovery factor, this would represent a 270% increase in the recoverable 
reserves from the original field development plan and a near doubling of the reserves 
expected in the proposed ESP work-over programme alone. As mentioned above, this 
could lead to an increase in field production to over 8,500 bbl/day which as a result of the 
waterflood will decline at a much slower rate. Overall, this will provide a very significant 
increase in the recoverable of the reserves with a potential recovery rate of 35%. On a 
35% recovery factor, reserves for the field would rise to 29.6 mmbbl against the original 
plan of 10.8 mmbbl. Having produced 5.5 mmbbl, the remaining reserves would increase 
to 24.1 mmbbl from 5.3 mmbbl – a massive 350% increase. 

SDX Energy – Meseda reserves (gross) mmbbl 

 

Source: Company & Progressive Research estimates 

As mentioned above, although this production increase might appear to be modest 
compared to the rewards of the work-over programme, the waterflood will dampen the 
natural decline in the field and hence provide a significant boost to shareholder value. 
Under the water-flood programme 2020 gross production is expected to be approximately 
6,000 bbl/day. This compares to management estimates of 3,000 bbl/day under the work-
over programme alone and 1,500 bbl/day under the current development plan. 
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Meseda estimated gross production profile (000 bbl/day) 

  

Source: Company 

A major advantage of getting the crude up to these levels is that it offers the potential for 
the company to market its own crude oil. This is similar to what TransGlobe Energy does 
with its equity crude. This is important from two points of view. The first is that this will 
remove the receivable issue that is causing headaches for many operators in the region 
given that SDX Energy would be paid in US dollars directly by the international buyers of 
the crude rather than from the government. This would also allow the partners access to 
US dollar revenues which will open up the potential for the management to access US 
dollar RBL (Reserve Based Lending) facility. Management is currently averse to accessing 
US Dollar RBL facilities on its Egyptian reserves given that the country still has a shortage 
of US Dollars which increases the uncertainty of being paid in US dollars in a timely 
fashion that would be problematic for servicing and repaying an US dollar denominated 
debt. 

The Meseda licence is operated under a PSA (Production Services Agreement) rather than 
the more traditional PSC (Production Sharing Contract). Under the PSA terms, SDX 
Energy is entitled to a fee of approximately 19 - 19.25% (its entitlement interest) on 
delivered volumes of crude to EGPC, the State oil company, for its 50% working/paying 
interest. This is a better split than seen in many of the PSCs in the country. 

The production in Meseda is very low cost, as the terms of the PSA do not require it to set 
up a joint venture operating company with the State, which tend to become overstaffed and 
expensive to operate. In 2015, Meseda had unit operating costs of US$10.89/bbl but, with 
the work-over programme, this is expected to decline to less than US$10/bbl in 2016. Even 
after allowing for the discount of Meseda crude to Brent, this will allow the company to 
achieve a net back of approximately US$16/bbl in 2016 (based upon the forward curve of 
Brent crude). 
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NW Gemsa 

The other production base for the company comes from its 10% working interest in the NW 
Gemsa licence. This licence consists of three small fields and production in 2015 averaged 
a gross 8,753 boe/day. Although most of this production is light oil, there is some gas, 
condensate and LPG. The field had peak production in 2014 of approximately 12,000 
boe/day and has now entered the decline phase. In 2016, the JV partners drilled two 
successful development wells and will complete workovers on a further nine wells in order 
to maintain production at a plateau of 8,000 boe/day for the next few years. SDX’s net 
entitlement production in NW Gemsa is 800 boe/day. This is equivalent to that in the 
Meseda licence. However, it is also very low cost so provides a healthy boost to group 
cash flow. The crude attracts a higher unit price than Meseda (with only a 9% discount to 
Brent being applied) and the licence only sells gas at US$1.20/mcf (as discussed earlier). 
The unit operating costs for 2016 are estimated at a mere US$6.06/bbl and, based on the 
forward curve for Brent, should allow a forecast netback of US$13.14/bbl. 

Overall 

Overall the group will see its net production move higher. We forecast that production will 
peak at an average of approximately 2,500 boe/day net entitlement to the company in 
2017. This might appear to be slight less than the company shows in its presentations, but 
we are showing annual averages. 

SDX Energy working interest production profile (000 boe/day) 

 

Source: Company 
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Exploration 

South Disouq 

For us the true excitement on the exploration side of the business is the South Disouq 
licence where the company has 55% working interest. This is a huge 1,275 sq. km licence 
just north of Cairo within the prolific Abu Madi/Baltim trend that has delivered some very 
significant gas discoveries over the past few decades. 

The company has recently finished the acquisition of 300 km2 of 3D seismic data and this 
data set is now being interpreted with the expectation of an exploration well being drilled 
towards the end of 2016. The interpretation of this data set is expected to be completed in 
October. SDX Energy acquired a 100% working interest in the licence in the 2013 bid 
round and has subsequently farmed out a 45% working interest to IPR Energy Resources 
in return for IPR carrying SDX Energy for the cost of the first exploration well and paying 
back costs. This carry is capped at a gross well cost of US$3 million which should be 
sufficient for the partners to drill and test the well. The well carry by IPR removes much of 
the financial risk for SDX Energy’s shareholders and allows them to participate in the 
exploration upside. 

The company has 24 lines of 2D seismic data over the licence from which they have 
identified several prospects and leads which hopefully, will be confirmed by the newly 
acquired 3D seismic data. Interpretation of the original 2D seismic data identified a very 
significant prospect with gross mean prospective resources of 490 BCF of gas and 16.3 
mmbbl of condensate (100 mmboe). The upside is huge with a P10 resource estimate of 
1.4 TCF (233 mmboe). These volumes will be firmed up following the interpretation of the 
3D seismic data. The company has seen multiple DHI (Direct Hydrocarbon Indicators) 
events across the data set. These “bright events” are located over the identified prospects 
indicating the possible presence of gas. As previously discussed, in offset prospects within 
the Abu Madi/Baltim trend these have been good indicators for the presence of gas and 
once the 3D data set has been fully interpreted the overall risking of the prospects will be 
updated relative to the presence and quality of these bright events. Although this might 
reduce the risks, this is by no means a guaranteed certainty. 

Success would prove to be very material to shareholder value. It would de-risk the area 
and allow the management to mature several additional prospects to drill. Prospectivity is 
thought to extend to the south of the 3D area. Success on the first well would prove to be a 
very significant in terms of the potential resource base of the company but would be 
slightly less material in terms of net asset value given that this is likely to be gas rather 
than oil where the local market price of gas being substantially lower than oil. The 
advantage for SDX is that it is able to market any gas discovered to local industrial buyers 
and so does not have to sell to EGAS, the State gas company, at the current official 
domestic price of US$2.65/mmBtu (as discussed previously). The company should be able 
to achieve a higher price. The advantage is magnified given that the prospect is close to a 
gas trunk line and so can be easily tied in and transported in a matter of months to any 
potential buyer. 

Meseda 

SDX Energy’s management has identified two prospects (Yusr and Rabul) to drill in its 
Meseda licence. These are two similar types of prospects and the key risk here would be 
the location of the bounding fault. These are relatively modest prospects with Yusr having 
prospective P50 resources of approximately 1 mmbbl, whilst Rabul is a modest 0.2 mmbbl. 
Although modest in terms of potential barrels added to the reserve base, the company has 
the infrastructure in place and so any reserves found could be developed cheaply and 
have high unit value. That being said, management is concentrating on the work-over and 
waterflood programmes on this licence and so there are no plans to drill these wells within 
the next twelve months. However, we anticipate that one of these could be drilled towards 
the end of 2107.
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Other 

Egypt 

The group has some further development/appraisal acreage on the South Ramadan 
licence in the Red Sea where it holds a modest 12.75% working interest. At present, the 
partners are reinterpreting the seismic if order to firm up volumetrics to see if the prospect 
is worth taking to the next stage of drilling a well. The issue here is that  

 

South Ramadan is an offshore concession and the costs will be significantly higher than a 
similar sized onshore prospect. We believe that the cost of drilling a well here will be 
approximately US$20 million which is 10 - 15 times the cost of drilling onshore acreage. In 
addition, if a discovery were made this would necessitate building an unmanned platform, 
which would result in significant unit capital costs. 

Cameroon 

The company has recently completed the Manatee exploration well in its Bakassi West 
licence in Cameroon, which encountered 27 metres of gas pay sands. Unfortunately, in 
Cameroon, there is not a ready market for the gas and so monetisation of this would have 
been difficult and likely to be commercially unattractive. As a result, the company did not 
feel that there was sufficient reward to justify drilling a further well and so this licence has 
been relinquished. The Cameroon asset came into SDX’s portfolio as part of the Madison 
acquisition and has never been a core focus of the company so the exit is good news for 
shareholders as it now allows management to focus on its core Egyptian operations. 
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Egypt 

Politics 

The politics of Egypt has proved to be very unstable over the last few years. During the 
Arab Spring of 2011 we saw the toppling of the long-standing President Mubarak who was 
replaced by the Muslim Brotherhood led by Mohammed Morsi. This led to a relatively 
chaotic political era for Egypt. Mohammed Morsi was then toppled in a coup in 2013 by 
Abdel al Sisi, the chief of the army. This was then followed by elections that saw Abdel al 
Sisi elected as president. A new constitution has now been passed which has led to 
relative stability. 

With the previous instability, there was an impact on the finances of the country and this 
led to the government being unable to pay the oil and gas companies for their production. 
This reached a peak in 2014 when an estimated US$7 billion was owed to the oil and gas 
companies. However, the stability has allowed the government to start to rebuild it finances 
and has promised to be in a position to repay the monies owed to the oil companies soon. 
This payment backlog is now believed to be standing at US$3.2 billion. The government’s 
hope is that the oil companies are all paid their arrears by the end of the year – although 
this could prove to be optimistic, it is a step in the right direction and will make the region a 
lot more attractive to the oil and gas industry. SDX Energy did not have any long dated 
receivable issue with the government at the end of 2015. The company was in a lucky 
position compared to its peers and was willing to take 34% of payments in Egyptian 
Pounds that it then used to pay the local service companies. With its large investments in 
the Meseda permit, any further payments in local currencies can be used to pay these 
service companies. Furthermore, SDX Energy has in place an invoice factoring facility with 
a local bank which enables it to access US dollar liquidity when this is required. 

Gas Market 

The other aspect that is making Egypt look more attractive for the oil and gas industry is 
the outlook for natural gas. One of the major historical problems for the country’s gas 
markets has been in the very low domestic price of gas that has traditionally been offered 
to the oil and gas companies. Onshore, for non-associated gas, prices have typically been 
of the order of US$2.65/mmBtu (equivalent to approximately US$16/bbl of oil on a calorific 
equivalent basis). Coupled with the lack of visibility of payment, many oil and gas 
companies have reduced the expenditure on exploring for gas and on its subsequent 
development. With natural declines in the existing gas fields, production has significantly 
declined since its peak in 2009. The other problem for the country is that the cheap gas 
price has led to inefficient usage and a steep increase in the demand for gas. 

This has led to a reduction of the surplus of gas that has historically been available. The 
country historically exported its surplus gas through it LNG export facilities located on the 
Mediterranean coast earning much-needed US dollars. With no surplus gas these 
liquefaction plants have had to be shut in. For example, BG Group (now part of Royal 
Dutch Shell) has been told to maximise deliveries to the domestic market and as such it 
has no free production for its LNG plant. The supply demand imbalance is expected to 
ease shortly with the start-up of ENI’s Zohr development (2017) and BP’s West Nile 
Development (2018) but the local market will take all of these new supplies and leave little 
excess for the LNG export. The big problem with losing the LNG export trade is that this 
reduces US dollar income for the country. The government has even looked at the 
potential of importing gas via pipeline from Israel and at a floating LNG import scheme. 
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Egypt gas supply/demand balance (BCM/year) 

 

Source: BP Statistical Review 

The government is aware of the problem and is the process of raising gas prices. This is 
coming in two ways. The first is raising the contracted domestic gas price that the 
government is willing to pay for natural gas. At BP’s West Nile Delta project the prices for 
gas are believed to be between US$3.00/mmBtu and US$4.10/mmBtu. In ENI’s Zohr 
development, the government will pay a minimum price of US$4.00/mmBtu up to a 
maximum price of US$5.88/mmBtu. Some of this increase in gas price reflects the higher 
offshore development costs but some reflects the need to stimulate exploration for gas. 
The other way of raising the gas prices is to allow the oil and gas companies to market 
their own gas to industrial customers and achieve a higher price of between US$5.40 -
7.10/mcf as previously discussed. SDX Energy would look to do this if it makes a 
commercial discovery in South Disouq.   
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Finances 

Overall, the company is in a very strong shape. The recent placing has raised US$10 
million (net of expenses) which will be sufficient to fund its capital expenditure programme 
over the next year. As this level of spend tails off the company will be generating free cash 
which it can use to grow the business. There are some minor corporate risks but these are 
dealt with in the preceding sections. 

Cash flow statement 

The most important financial detail from an E & P company is the cash flow statement 
ensuring that the company has sufficient cash flow from its operations to fund its capital 
expenditure programme. 2016 will be a busy year for the group. On the exploration side 
the group has spent US$6.5 million on its exploration well in Cameroon as well as an 
expected US$3.5 million on the acquisition and interpretation of the 3D seismic data on the 
South Disouq well in Egypt. On top of this, we expect to see a spend of US$5.5 million, 
predominantly the work-over and waterflood programmes in its Meseda licence and the 
ongoing workover costs in NW Gemsa. All in, this leaves the company with an anticipated 
spend of approximately US$15 million. Cash flow from operations is forecast to be a 
modest US$4 million leaving the company with a shortfall of US$11 million. However, this 
gap has been very much plugged by the cash at the beginning of the year of US$8.2 
million and the equity raise which has raised US$10 million (net of expenses). 

2017 will prove to be a solid improvement. The company will not be hampered by 
expensive exploration as it focuses on its onshore Egyptian production and development 
operations. We are assuming that the exploration spend going forward will be a modest 
US$2 million per annum but realise that the financial strength of the company will allow this 
to be accelerated should the right opportunities emerge. The company will still have a 
modest spend completing the work on its Meseda licence which is expected to require a 
further US$3 million of spend to complete the work-over and waterflood programme. 
However, this will be more than matched by the increase in cash flow from its operations 
as the company is able to benefit from the increase in production from its Meseda licence. 
Cash flow from operations is expected to rise to US$8.5 million giving the company free 
cash flow. Going forward we are assuming an on-going capital expenditure programme of 
a modest US$2 million per annum (on top of the expected exploration spend of US$2 
million) going forward. With cash flows expected to be US$9 million and US$8 million in 
2017 and 2018 respectively, this will lead to the management being able to build up cash 
and grow the business. The chart following shows the cash flow and spend of the 
company. We have added dividends received from its 50% holding in Brentford Oil Tools 
back into the cash flow  
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SDX cash flow and expenditure profile (US$ million) 

  

Source: Progressive Research estimates  

Profit & Loss account 

With its low costs operations, the company has a very profitable business in Egypt. 
However, as with all E & P companies, the reported profits will fluctuate wildly dependent 
on exploration success. Under current reporting standards, E & P companies are expected 
to write off, through the profit & loss account, any costs (current and historic) associated 
with unsuccessful drilling. This is clearly going to be an important factor for SDX Energy in 
2016. The company has announced that it has relinquished its licence in Cameroon after 
the unsuccessful well on the Manatee prospect. Although the well costs the company 
approximately US$6.5 million in 2016, the company has additional booked costs and this 
will now have to be written off. We estimate that the overall write-down is likely to be 
US$26 million. On top of this, there could be a further exploration charge should the South 
Disouq well not prove to be successful. It should be noted that these are “non cash” 
impairments. 

The impairment from Cameroon will see the group report a loss after tax of approximately 
US$24 million. Excluding this write-off we believe that the company would have reported 
net income of approximately US$2.1 million. Thereafter the benefits of the group rising low 
cost production will start to emerge. The underlying earnings will benefit from the rising 
production in the Meseda licence coupled with the slight increase in our oil price 
assumption. Earnings should rise in 2017 to US$6.95 million. 

Dividends 

SDX Energy does not propose to pay any dividend. This is similar to most of the E & P 
companies. Management feels that it is better to reinvest any cash generated in growing 
the business giving shareholders a better capital return. 
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Balance Sheet 

SDX Energy has a very strong balance sheet. On its move to London’s AIM market in May 
2016, the company raised approximately US$10 million net of fees through the issue of 
42.2 million shares at a price of 18 pence per share. This leaves the company with net 
cash of US$14 million immediately after the placing. This is more than sufficient to fund the 
capital expenditure programme over the next two years. This gives the company the ability 
to build up the business through acquisitions. This is an ideal time for a well-capitalised 
business to expand. The low oil price has left many of the smaller players in a weak 
position and this gives the opportunity to acquire assets or farm into licences on attractive 
terms. Although the company will see an outflow of funds in the current year, it should be 
left with net cash of approximately US$7 million. After this the company will start to 
generate free cash flow which can be used to fund the growth of the business. 

SDX Energy net cash (US$ million) 

 

Source: Progressive Research estimates 

The company has looked at the potential of reserve based lending to help further its 
exciting expansion plans. As mentioned previously, however, given the existing shortage of 
US Dollars in Egypt, there is the risk that the Company would not have enough US dollar 
liquidity from its crude sales to fund US dollar loan repayment and debt servicing cash 
flows. As such, it has decided not to progress with trying to obtain US dollar denominated 
debt until the dollar availability in Egypt improves. As we mentioned earlier, if the company 
is able to market its own crude then it would bypass this potential problem with the buyer of 
the crude reimbursing the company directly in US dollars. If the company was able to buy 
production in other areas, such as Morocco, where US dollar shortage is not an issue, this 
would also open up the ability to borrow further US dollar liquidity to fund the growth of the 
business. 
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SUMMARY FINANCIALS – profit & loss account (US million) 

 

 

Source: Company information, Progressive Equity Research estimates 
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SUMMARY FINANCIALS - Cash flow statement (US$ million) 

 

Source: Company information, Progressive Equity Research estimates 
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