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Management’s Discussion & Analysis

Consolidation

Pursuant to a Scheme of Arrangement which was approved by the shareholders of PanOcean Energy Corporation (“PanOcean”) on 9 June 2004, the Company and its Tanzanian assets were spun off from PanOcean on 31 August 2004. Accordingly, the financial results contained herein are for the period ended 30 September 2004. The results prior to 31 August 2004 are consolidated within PanOcean’s 3rd Quarter report.

Three companies are being consolidated within the results:

	Company
	
Incorporated


EastCoast Energy Corporation

British Virgin Islands

PAE PanAfrican Energy Corporation

Mauritius

PanAfrican Energy Tanzania Limited

Jersey

Opening Balance Sheet

The opening balance sheet of EastCoast Energy Corporation (“EastCoast” or the “Company”) as at 31 August 2004 was as follows:

	US$’000
As at 31 Aug

	Assets


	Cash and cash equivalents
1,997

	Trade and other receivables
2,403

	Natural gas properties 
9,411

	


13,811

	Liabilities


	Current liabilities


	Trade and other payables
1,949

	Shareholders’ Equity

	Capital Stock
11,862

	Reserves
– 

	


11,862

	


13,811


As part of the reorganisation, PanOcean undertook to:

· Finance the remaining costs of constructing the ring main distribution system ($1.7 million included in Trade and other receivables above); and

· Contribute minimum working capital of $2 million to the Company less 50% of the legal fees associated with the spin off (included in Cash and cash equivalents above).

As at 31 August, the Company had working capital of $2.4 million, and this may be analysed as follows:

	US$’000
	As at 31 Aug

	Cash and cash equivalents
	1,997

	Trade and other receivables
	

	PanOcean Energy Corporation 
	1,682

	Songas Limited 
	434

	Other receivables
	287

	
	2,403

	Total current liabilities
	

	Terasen International 
	1,417

	Songas Limited 
	247

	PanOcean Energy Corporation 
	132

	Accruals
	153

	
	1,949

	Total Working Capital
	2,451


Results for the period 31 August to 30 September 2004

Revenue and operating costs

The sales of Additional Gas commenced on 18 September 2004. Under the terms of the Production Sharing Agreement (“PSA”) with the Tanzanian Petroleum Development Corporation (“TPDC”), EastCoast is responsible for invoicing, collecting and allocating the revenue.

EastCoast is able to recover all costs incurred on the development and administration of Additional Gas from the Songo Songo gas field, out of 75% of the gross sales revenues less the tariff paid to Songas for the use of the gas processing plant and pipeline infrastructure (“Net Revenues”). Any costs not recovered in any period are carried forward to be recovered out of future revenues. Revenue less cost recovery is allocated 75% to TPDC and 25% to EastCoast. 

EastCoast had $5.6 million of costs to be recovered at 30 September and accordingly was allocated 81.25% of the Net Revenues in September as follows:

	Period ended (US$’000 except production and per mcf data)
	30 Sept

	Gross sales volume (mcf)
	13,524

	Average sales price ($/mcf)
	5.41

	Gross sales revenue
	73

	Gross tariff for processing plant and pipeline infrastructure
	11

	Gross net revenue after tariff
	62

	Analysed as to:
	

	Company Cost Recovery
	46

	Company Profit Gas
	4

	
	50

	TPDC Profit Gas
	12

	
	62

	Operating costs:
	

	Ring main distribution pipeline
	5

	Well maintenance
	1


The tariff is calculated as 17.5% of the price of the gas at the Songas main pipeline in Dar es Salaam (“Songas Outlet Price”). In calculating the Songas Outlet Price, 74 cents/mcf has been deducted from the achieved sales price of $5.41/mcf to reflect the gas price that would be achievable at the Songas main pipeline. The 74 cents/mcf (“Ringmain Tariff”) represents the amount that would be required to compensate a third party distributor of the gas for constructing the connections from the Songas main pipeline to the industrial customers. 

The well maintenance costs are allocated between Protected and Additional Gas based on forecast sales for each year. A reconciliation will be performed at the year end to re-allocate the costs on an actual basis.

Pricing

The price of gas in September was at a 25% discount to the price of Heavy Fuel Oil in Dar es Salaam. This resulted in gas prices of $5.41 per mcf in September.

The gas price achieved will fluctuate with world oil prices and the discount agreed with the customers. It is anticipated that a significantly greater discount will be required to secure gas sales to the power sector.

Netbacks

The netback per mcf before general and administrative costs and overheads may be analysed as follows: 

	Period ended (US$/mcf)
	30 Sept

	Average price for gas
	5.41

	Tariff (after allowance for the Ringmain Tariff)
	(0.82)

	TPDC profit share
	(0.86)

	Net selling price
	3.73

	Well maintenance
	(0.07)

	Ring main distribution costs
	(0.15)

	Net Back
	3.51


General and Administrative Expenses

All general and administrative expenses, with the exception of stock-based compensation, were capitalised until commercial production of Additional Gas commenced on 18 September 2004. The general and administrative costs for the period may be analysed as follows:

	Period ended (US$’000)
	30 Sept

	Employee costs
	55

	Stock-based compensation 
	79

	Travel & accommodation
	4

	Communications
	3

	Office
	18

	Consultants
	36

	Insurance
	4

	Other corporate
	14

	
	213

	Capitalised pre-operating costs
	(87)

	Total general and administrative expenses
	126


Taxes

Under the terms of the PSA, the Company is liable to Tanzanian income tax, but this is paid through the profit sharing arrangements with TPDC. Where income tax is payable the Company’s revenue will be grossed up by the tax due and the tax will be shown as a current tax. 

The Company has taxable losses brought forward and therefore is not liable to income tax in the period under review.

Under the terms of the PSA, in the event that all costs have been recovered with an annual return of 25% plus the percentage change in the United States Industrial Goods Producer Price Index, an Additional Profits Tax is payable. 

As at 30 September 2004, there were un-recovered costs of $5.6 million and therefore no Additional Profits Tax is payable.

Depletion 

The Natural Gas Properties are depleted using the unit of production method based on the production for the period as a percentage of the total future production from the Songo Songo proven reserves (85.3 bcf to the end of the licence).

Recoverable costs

As at 30 September, the Company had $5.6 million of costs that are recoverable out of 75% of the future Net Revenues.  

Carrying Value of Assets

Capitalised costs are periodically assessed to determine whether it is likely that such costs will be recovered in the future. To the extent that these capitalised costs are unlikely to be recovered in the future, they are written off and charged to earnings. 

Management has reviewed the current carrying value of the Tanzanian natural gas properties and has concluded that there should not be a write off of these assets. An independent valuation will be performed at the year end to take account of the latest economic and reservoir data. 

Cash flow

The components of the Company’s cash flow for September were as follows. 

	Period ended (US$’000)
	30 Sept 

	Net loss before taxation
	(84)

	Adjustment for non cash items
	80  

	Pre tax cash flows from operations
	(4)   

	Working capital adjustments
	384

	Acquisition of natural gas properties 
	(158)   

	Net increase in cash and cash equivalent
	222  


Capital expenditure

Gross capital expenditure amounted to $0.2 million in September. The capital expenditure may be analysed as follows:

	Period ended (US$’000)
	30 Sept

	Geological and geophysical
	10

	Pipelines and infrastructure
	1

	Business development
	147

	
	158


Working capital

Working capital as at 30 September was $2.3 million and may be analysed as follows:

	US$’000
	As at 30 Sept

	Cash and cash equivalents
	2,219

	Trade and other receivables
	1,472

	
	3,691

	Total current liabilities
	1,402

	Working capital
	2,289


Included in cash and cash equivalents is $213,000 of cash advanced by Songas for the payments of the expenses. This amount is also shown in current liabilities.

Trade and other receivables includes an amount of $1.0 million that is due from PanOcean for the ring main pipeline distribution system. A similar amount is included in creditors as due to the pipeline contractor, Terasen International.

Outstanding share capital

There were 21.1 million shares outstanding at 30 September and may be analysed as follows:

	No of shares (‘000)
	As at 30 Sept

	Shares outstanding
	

	Class A Shares
	1,751

	Class B Shares
	19,386

	
	21,137

	Convertible securities:
	

	Options
	2,000

	Fully diluted Class A and Class B shares
	23,137

	Weighted average
	

	Class A and Class B Shares
	21,137

	Options
	2,000

	Weighted average diluted Class A and Class B Shares
	23,137


No new Class A or Class B Shares were issued between 31 August and 30 September 2004.

2,000,000 options were awarded to certain Directors, Officers and Consultants on 1 September 2004. For further information on the allocation and the terms of the option scheme, please see the notes to the consolidated financial statements.
Reserve replacement

There were no additions or revisions to estimates of reserves during the period.

Contractual Obligations and Committed Capital Investment

The Company’s rights regarding the seven licences adjoining the Songo Songo field (“Adjoining Blocks”) are for the period until October 2005. If the Company wishes to retain the Adjoining Blocks, it must incur a minimum of $2.1 million on seismic pre October 2005 and commit to drill one well on the Adjoining Blocks before October 2006. This has not been shown as a commitment in the accounts as the Company has not yet determined whether to conduct any operations on the Adjoining Blocks.

Under the terms of the contracts with Kioo Limited and Tanzania Breweries Limited, the Company is liable to pay penalties in the event that there is a shortfall in the gas supply in excess of 5% of the contracted quantity. The penalties equate to the difference between the price of gas and an alternative feedstock multiplied by the notional daily quantities. The maximum penalty for shortfall gas is $800,000 for these two contracts and the remedy is payable as a credit against future monthly revenue. There have been no shortfalls in the gas supply as at 30 September 2004 and no shortfalls are foreseen. Therefore, no provision has been incorporated in these financial statements.

Under the terms of the PSA, in the event that there is a shortfall in Protected Gas as a consequence of the sale of Additional Gas, then the Company is liable to pay the difference between the price of Protected Gas ($0.55 per mmbtu) and the price of an alternative feedstock multiplied by the volumes of Protected Gas up to a maximum of the volume of Additional Gas sold. Songas has the right to request reasonable security on all Additional Gas sales. No security has been requested for the initial industrial gas sales, but Songas still retains this right and may require security for larger volumes.

Off-Balance sheet transactions

As at 30 September 2004, the Company had no off-balance sheet arrangements.

Operating leases

The Company has entered into a five year rental agreement for the use of the offices in Dar es Salaam at a cost of approx $92,000 per annum.

Related party transactions

The Company did not enter into any transactions with related parties during the period ended 30 September 2004.

The Company was spun off from PanOcean through a Scheme of Arrangement on 31 August 2004. W. David Lyons is the Chairman and controlling shareholder of both PanOcean and EastCoast. As part of the spin off,  PanOcean provided the Company with certain working capital and other funding as more fully described under ‘Opening Balance Sheet’ in this Management’s Discussion & Analysis’.

EastCoast Energy Corporation�PO Box 3152�Road Town�Tortola�British Virgin Islands








G:\060922\0002\EastCoast Energy quarter 3 md&a.doc 


