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MEMORANDUM ON THE REVIEW OF S.B. 236 - A BILL FOR AN ACT TO ESTABLISH THE LEGAL AND REGULATORY FRAMEWORK, INSTITUTIONS & REGULATORY AUTHORITIES FOR THE NIGERIAN PETROLEUM INDUSTRY, TO ESTABLISH GUIDELINES FOR THE OPERATIONS OF THE UPSTREAM AND DOWNSTREAM SECTORS AND FOR PURPOSES CONNECTED WITH THE SAME

(THE PETROLEUM INDUSTRY BILL)

DELIVERED TO 

THE SENATE JOINT COMMITTEE ON THE PETROLEUM INDUSTRY BILL 2009 BY THE OIL PRODUCERS TRADE SECTION (OPTS) OF THE LAGOS CHAMBER OF COMMERCE AND INDUSTRY

Distinguished Chairman and Members of this esteemed Joint Committee

We thank you for your kind invitation to present our views to the public hearings and contribute to the consultative process on this extremely important legislation under consideration by this Committee. 

This Memorandum is presented by the Oil Producers Trade Section (OPTS) of the Lagos Chamber of Commerce and Industry. The OPTS is the industry representative body for the oil and gas producing companies in Nigeria. 

This review of the relevant petroleum and gas laws of Nigeria, coming 40 years after the promulgation of the Petroleum Act in 1969, is necessary. The end product of such a review should be a comprehensive update of the relevant laws to recognize and encourage the evolution and growth of the oil and gas business, stimulate sustainable investment and therefore increase revenues for the benefit of the people of the Federal Republic of Nigeria.

With this objective in mind, we have a number of concerns that certain provisions in the proposed bill challenges the ability of the oil and gas industry, (whether indigenous, international or government owned), to continue investing in new exploration and development projects and thus increase the revenues accruable to the Federal Government.

Purpose of this Memorandum

While affirming its support for industry reforms, OPTS will share a number of specific concerns on how certain provisions in the PIB challenge achieving these aims. We will propose alternative solutions to meet those challenges within the context of the overall reform ambitions.

We have structured the memo under the following headings:

· What and who is OPTS?

· We welcome reforms in the Nigerian oil and gas industry 

· We have concerns about the impact of PIB on reform aspirations 

· Our proposed solutions will achieve reform aspirations

· Conclusion

Incomplete and different versions of the Petroleum Industry Bill

OPTS is pleased with the clear direction given that the Senate is considering only the PIB that was gazetted in the National Assembly Journal, No. 47, Vol. 5 of December 29, 2008. However it is important to make two major points about the draft PIB:

· The PIB under consideration is incomplete. There are references in the PIB to Schedules 1 -10 of the PIB. These schedules have not been provided to stakeholders to enable them to make a full evaluation of the draft PIB. These schedules deal with fiscal issues and proceedings of the various boards of agencies and thus may have a significant impact on the overall evaluation of the impact of the Bill.

· Since the first Bill was submitted to the National Assembly by Mr. President in December 2008, there have been three significantly revised draft versions, each with a different but equally onerous impact on investment profiles and revenues for the Federal Government and the Industry. This has caused some difficulty in evaluating the impact of the Bill, but a number of common negative themes exist in all versions.

Submission provided to the Joint Committee by FGN's Inter Agency Team

We were informed that an Inter Agency Team (drawn up from NNPC, OGIC, FIRS, NEITI and other government agencies) was formed to review the PIB and provide further comments. The Inter Agency Team has been kind enough to provide OPTS, on July 23rd, 2009, with an advance copy of their proposed submission (the "Inter Agency Submission"), to the National Assembly, presenting a proposed revised PIB. In order to provide the Joint Committee with full information, we have commented on the clauses in the Inter Agency Submission which we believe will have a negative impact on the oil and gas industry.

The PIB is a complex document in excess of 200 pages with about 500 sections that will reform the entire oil & gas industry as we know it today. It is designed to replace 16 different laws and amendments in an omnibus manner. The changes and reforms proposed in the PIB are far reaching. This is also the case with the Inter Agency Submission.  The impact from both (although quite different) are very significant and thus both are addressed in this memorandum. There are a number of second and third tier level issues that are also important to the industry, which we have not been able to focus on in this memorandum in the interest of addressing the major issues and therefore this document does not fully reflect all our concerns on the PIB or on the Inter Agency Submission.

Annexes
The following annexes are attached to this memorandum:

Annex 1

Summary of Fiscal Terms for the Proposed Alternative Solutions

Annex 2

Summary sheets describing the key issues raised in this memorandum

Annex 3

Proposed alternative language for key PIB issue clauses 

Annex 4

Proposed alternative language for key issue clauses in the Inter Agency Submission 
WHAT AND WHO IS OPTS?

OPTS is a private sector group under the umbrella of the Lagos Chamber of Commerce and Industry, representing the interests of oil and gas producing companies. The following indigenous and international oil companies are members of the OPTS: 

· Addax Petroleum Development Co. (Nig) Ltd

· Nigerian Agip Oil Company Ltd

· BG Exploration & Production Nigeria Ltd

· Chevron Nigeria Ltd

· ConocoPhillips Nigeria Ltd

· Conoil Producing Nigeria Limited

· Dubri Oil Company Limited

· Mobil Producing Nigeria Unlimited

· Pan Ocean Oil Company Nigeria Limited

· Petroleo Brasileiro Nigeria Limited

· Shell Petroleum Development Co. Nig. Limited

· Statoil Nigeria Limited

· Sunlink Petroleum Limited

· Total E & P Nigeria Limited

Members of OPTS operate and produce the majority of Nigeria’s oil and gas production either in partnership with NNPC, or with other local and international interest holders. 

The joint ventures between some of our members and the National Petroleum Nigerian Corporation are the cornerstone of the exploration, development and production of Nigeria’s petroleum resources. The world wide experience of these companies have been integral in developing Nigeria’s reserves base and increasing the revenue base of this country. They have been instrumental in prospecting in the Inland basins and took a major exploration risk in the frontier areas of the deep offshore blocks when they entered into the production sharing contracts in 1993. It is pertinent to recall that these contracts entered into at the time when oil prices were less than $20 represented a real challenge at that time for an unknown environment.

Indigenous operators have played a key role in the Nigerian oil and gas industry and as a part of OPTS and we are proud to have represented their interests over the years. It is a matter of concern that after 50 years as an oil-producing nation, Nigerian indigenous companies account for only 3% of daily oil production. This memorandum contains proposals to address this matter. It is our expectation that in due course, OPTS will be increasing its membership as more Nigerian companies come on stream as a result of properly applied reforms.

We are also major contributors to the Sustainable Development programs both within our operational areas and the wider Nigeria through intensive Corporate Social Responsibility plans carried out by all our members in the key areas of infrastructural development, healthcare and educational access through scholarships. These CSR and SD programs are aimed as a complement to the role of the Federal and State Governments in providing basic infrastructures and services to the Nigerian people through a judicious use of the taxes and royalties paid to the Federation Account by our members. Our contributions through NDDC are over $200 million per annum and directly through our community projects in the order of $150 million per annum.
The OPTS has actively supported FGN objectives to: (a) Energize the gas sector, (b) Grow crude oil capacity, (c) Reform institutional framework and (d) Enhance the linkage to the broader economy. 

Recent accomplishments in these areas include:

(a) Energizing the gas sector: The industry grew gas production by 90% in the last 5 years (from 1.9 to 3.5 bcf/d). In the last two years alone, we have invested over 5 bln USD in gas developments and put two power plants into operation. We plan to spend another 15 bln USD on gas and power plants over the coming years. 

(b) Growing crude oil capacity: Our multi billion dollar investments in the deep offshore mega projects have led to an additional oil production of more than 600,000 barrels/day with more production coming on stream.  The industry plans to invest over 80 bln USD in oil projects over the coming five years.

(c) Reforming institutional framework: The industry strongly subscribes to the FGN efforts to increase transparency and accountability over Government revenues (for example via NEITI). We have advocated strongly for the creation of a commercially competitive NOC with a clear separation of operational and regulatory activities.

(d) Enhancing the benefits to the broader economy: The industry employs more than 20,000 Nigerians directly, and many more indirectly. We sponsor universities, vocational institutes and provide 25,000 scholarships annually. We work closely with communities, NDDC and local and State Governments to voluntarily provide millions of dollars annually to build infrastructure, provide health care and supply of electricity and potable water. In addition, jobs and contracts provided to our community and through Nigerian contractors and money spent in the Nigerian economy for goods and services, has a significant multiplier effect as it allows local companies to develop capacity and provide employment.

OPTS 
WELCOMES REFORMS IN THE NIGERIAN OIL & GAS INDUSTRY

OPTS aligns with the broad objectives as stated by the Oil and Gas Reform Implementation Committee (OGIC) in their July 2008 report:

· Maximization of the nation’s economic rent from the Oil and Gas Sector while not jeopardizing the growth and development of the industry

· Separation and clarity of roles between the different public agencies operating in the industry

· Infusion of strict commercial orientation in all relevant aspects of the industry

· Increased transparency, accountability and ensuring processes are auditable

· Fostering an enabling business environment with minimal political interference

· Reposition the nation’s Oil and Gas industry in view of contemporary challenges within the sector both globally and in the domestic sphere 

· Meeting the nation’s needs for fuels at a competitive price

· Maximization of local content and development of Nigerian capacity

· Diversification of the economy

The Federal Government has a stated intention to be one of the top twenty world economies by the year 2020. The oil and gas industry is the linchpin of new and continued national GDP growth. To enable this target to be achieved, the proper enabling environment must be created.

OPTS has been advocating change

OPTS has been in the forefront in seeking reforms to address inefficiencies and challenges in the current system. Two examples of these inefficiencies that need to be addressed are:

· The Joint Venture funding crisis

The funding crisis in the Joint Ventures has been a major problem towards achieving Government goals for domestic gas and increasing crude oil production and reserves. As a result of shortage of funds, very little Joint Venture exploration has taken place in the last few years with a very negative impact on reserves replacement. New production projects have proceeded very slowly and have had to be financed by industry via alternative funding solutions as provided by the private sector operator. Gas projects that would have provided Domestic gas have been adversely impacted by the Government’s inability to fund their majority share of the projects resulting in such unfunded projects being put on hold.

· Procurement and Contract approval cycles 

A major cost issue has been the length of time it takes to approve and award any contracts for services or procurements that need to go through the NOC’s approval process. In Angola and Venezuela, the contract approval and award cycle averages 6 – 7 months. In Nigeria, it is not unusual for a contract award cycle to take 24 months. Contractors build this approval period into their costs, or ask for the prices to be re-negotiated as being out of date, with the results that the Nigerian industry is unable to react quickly to changing conditions and is burdened with higher costs than occur in similar jurisdictions.

Industry has made a number of proposals to Government, NNPC and the National Assembly on these issues. We have actively supported the creation of a business-oriented commercially focused NOC. This will promote better business, operational and technical partnerships, the type that many of our members have with NOCs in other countries. 

OPTS supports many concepts proposed within the PIB 

· OPTS supports the reforms of the regulatory structure. 

· We support an independent Nigerian Petroleum Inspectorate armed with sufficient resources to be an efficient upstream regulator.  

· We support separation and clarity in definition of regulatory roles. It is important that no agencies be created that have overlapping functions with another regulator.

· We support the separation of the commercial and regulatory roles of the NOC with its regulatory functions devolved to the Inspectorate and other regulators as appropriate.

· OPTS supports the Incorporation of the Joint Ventures

· We support the formation of incorporated joint venture companies (I-JVs), able to retain necessary cash flows, retain earnings for future investments and able to raise third party financing.  

· We support PIB provisions that allow partners to the I-JVs to negotiate its shareholder and other agreements that govern and protect shareholder investments. Shareholder agreement governance should not be cast in legislation. Balanced governance that protects NOC’s right to veto major decisions and provide comfort to banks that commercial decision-making is a critical driver to attaining the I-JV’s future growth plans.

However, items that need to be addressed include:

· Issues that impact the bankability of such I-JVs, such as the World Bank negative pledge need to be properly addressed either by legislation or by agreement between the parties to the I-JVs. Additionally, government legislative requirements also impact bankability and key principles such as the right independent dispute resolution are imperative.  

· Appropriation of sufficient funds from all the shareholders (including the NOC) for the transition and start up period of the I-JVs until the earnings of the I-JVs are able to support external financings.

· A transition period that promotes business continuity and does not threaten the integrity of the underlying production and cash flows is essential.   Given the challenges in complex organizational transformational processes, it can take about 36 months to set up the I-JV. 

Indigenous Companies issues needs to be fully addressed in the PIB

While the PIB provides for reduced royalties for small producers (<5,000bpd) and small field allowances for marginal field producers, it does not broadly support the growth of all indigenous companies with specific provisions. The PIB does not consider the Indigenous Operatorship Bill which was in the legislative process since 1999 and passed by the last National Assembly. 

Gas projects by indigenous companies are also equally or more adversely impacted by removal of gas cost consolidation with oil revenues. This policy needs to be reviewed to support gas flare reduction and for domestic gas projects to proceed.

OPTS supports the Government proposal to give marginal field operators title to the acreage covered by the marginal field. 

OPTS HAS GRAVE CONCERNS OVER A NUMBER OF KEY PROVISIONS IN THE PIB

Process Employed to Evaluate Impact of PIB

· OPTS hired independent world renowned consultants to develop industry models (based on company long term business plans) to determine the financial impact to government and industry of the PIB fiscal provisions. A minimum rate of return of 15% on investments was used for project investment cut-off for modeling purposes.   

· The consultants were provided data by each participating company on a confidential basis on their long term business plans. The veracity and integrity of each company’s data set was assured by that company. For anti-trust and competitive purposes, no participant was given access to any other company’s data set. The consultants aggregated the data and provided OPTS with their independent results. OPTS is prepared to share this data with the National Assembly consultants.

PIB Impact on Nigerian Economy

· OPTS financial modeling (based on our collective long term business plans) shows that the terms of the PIB will not achieve the FGN aspirations.  Neither sustainable oil & gas production including Domestic Gas, nor growth in reserves including Domestic Gas can be achieved. 

· Our analyses show most new investments will not meet the 15% minimum economic return threshold, resulting in a drop in investments in the petroleum sector by approximately $52 billion.

· There will be a reduction of $39 billion of capital expenditures spent in Nigeria and about $11 billion of Nigerian operating expenditures that will not flow into the local economy. 

This represents a significant loss of development of local contracting capacity, to local communities in terms of employment, capacity development and local entrepreneurship. 
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Fiscal Provisions

OPTS would like to note that while it recognizes government has the right to change law, such changes in law should consider the impact on existing contracts and the level of past investments.  As such, the government should provide selective saving provisions for existing assets and those projects that have reached FID and are currently under construction. 

The fiscal provisions in the PIB underpin the investment decisions made by each investor. It is important that there be clarity in the provisions, that the fiscal regime be stable and that there be proper balance between the Government’s entitlement to the best possible cash flow and the ability of the investor to make an acceptable return on their investments. Some major areas of concern are addressed hereunder.

Gas and power growth at risk as many new gas developments not economic

Domestic Gas will be especially negatively impacted.  Gas development is in its infancy and large investments in this growth sector were projected over the next ten years as a result of the Gas Master Plan based on an anticipated increase in DomGas prices (from $.20 today to $1.00 in 2012), introduction of the Domestic Gas Aggregator and resolution of funding, infrastructure and credit risk issues. 

The loss of current incentives and higher royalties and tax will stall the growth of the gas and power sector and will reduce foreign direct investments by about $22 billion over the next 10 years.  These figures do not take into account the multiplier effect of lesser than planned power growth and lower investment on the Nigerian economy.

As gas export contracts are typically 20 years or longer, the newly introduced lease relinquishment legislation will mean that upstream producers can no longer live up to their long term contractual supply commitments. To fulfill these requirements upstream producers need to maintain the acreages containing the gas reserves to be developed and produced throughout the life cycle of the gas supply contracts. A portion of the gas production at risk has already been sold under binding long term gas and LNG sales contracts to international buyers in a wide variety of countries.
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New Deep Water PSC projects become uneconomic 

Evolution of the PSC in Nigeria

To launch Nigeria's deepwater exploration, development and production in a frontier, high risk environment, employing new technology, in times of low oil prices (~$20 bbl) the 1993 PSC was introduced to encourage investment.  That initiative has been successful and FGN achieved its objectives in growing oil production. 

In fact, Nigeria’s only recent oil production growth has been driven by the start-up of multiple, world class deep water development projects.  Deep water developments have added approximately 600,000 bopd.  

As deepwater PSCs have become more established, FGN has introduced more stringent deepwater PSC terms over several years to increase government cash flows.  
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Nigeria PSC Decree Review
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Projected new PSC projects are a smaller resource size, are more complicated, and are more costly than the larger existing fields.  With the harsher terms introduced pursuant to the 2000, 2005, 2006 PSC terms new investment in deepwater projects has been constrained.

Under PIB terms, none of the new deepwater projects would be economic. Investments in these new projects will not generate a reasonable economic return as modeled in accordance with the proposed new fiscal terms. The combination of higher royalties and taxes repositions Nigeria as a country with one of the highest government takes world wide for PSCs.

The table below illustrates the significant change in the Nigerian government take percentage pre-PIB as compared to multiple PIB versions that were analyzed – along with a comparison of several benchmark countries.  Post PIB Nigeria would have the most onerous government take among the peer group.  
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Proposed JV terms in the PIB are extremely onerous on the IOCs

The current JV oil regime is already one of the highest government takes globally at 92% including Government take from taxes and royalty at 82% and the NOC share of 10%. The 8% IOC take is low given the expenditures and risks involved in the oil and gas industry.  

The new JV terms as proposed in PIB further increases government take to 98% leaving only 2% to Industry.  This moves the JV oil regime to an extreme level of government take world wide.  

Most of the gas resources available from DomGas are located on existing oil leases and are in conjunction with oil operations.  

JV Oil returns are required to provide the investment capital needed for JV Gas projects.  As such, the loss of this JV revenue has the further knock-on effect of eliminating a major source of revenue required to support the DomGas growth aspirations.

The table below illustrates how the “aggregate” of the PIB JV oil fiscal terms positions Nigeria relative to other benchmark countries on the basis of government take.  
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Taxation at OML level is inefficient and costly

A major issue is the proposed taxation at OML level instead of at company level. OML level taxation results in the filing of individual tax returns for each license area, allocating costs across multiple licenses, timewriting of employees for time worked to each area, etc.  Creating and maintaining tax and financial accounts per OML creates inefficiency, bureaucracy and additional unnecessary complexities.  Taxation at the JV level eliminates these inefficiencies and enables stand alone fields, such as satellite fields,  to be tied back into existing projects thereby making such fields economic and increasing reserves.

Bankable I-JVs

The Bill requires the current JVs to convert to I-JVs.  OPTS members have experience in I-JVs in Nigeria (NLNG) and in many other jurisdictions around the world (i.e. Qatar, Malaysia, Kazakhstan). This experience enables a full understanding of the complexities of converting on going concerns into I-JVs in a precipitous manner. As previously stated we support the transition to the I-JVs as it has the ability to resolve industry's funding issues, but it needs to be done in an efficient manner within correct parameters.  One of the major issues is for the ability to be self-funding. This requires the new I-JVs to be able to retain sufficient earnings for re-investment and debt repayment.  

The proposed new fiscal terms significantly reduce I-JV cash flows leaving it with insufficient funding for investment in new projects and debt repayment.  For an I-JV to be bankable, lenders consider the following:

· Ability to repay the loan; certainty of cash flows  

· Existence of a stable investment climate 

· Predictable fiscal regime  

· Ability to pledge assets/future production 

· Operator track record/ability /reliability

· Credit rating/track record of borrower /history of loan repayment

Based on the above, the PIB will severely challenge the bankability of the I-JVs.

Non-fiscal Issues
Major non-fiscal issues include: 

· Licenses and Leases

· I-JV provisions

· BVA provision

· Discretionary Powers of Minister/Agencies

· Dispute resolution

· Measurement point/ Midstream Definition

· Penalties for failure to meet Domestic Gas Supply Obligations

· Community Obligations

· Role of NOC

The significant non-fiscal issues identified in the PIB are discussed under the heading "Non Fiscal Solutions" below.

OUR PROPOSED SOLUTIONS WILL ACHIEVE REFORM ASPIRATIONS

FISCAL ISSUES AND SOLUTIONS

The establishment of an optimal fiscal regime needs to consider the needs of both government and industry and it is the balancing of both of these, sometimes conflicting, objectives that is essential.  For example, the balancing of government's need of maximizing its cash flows from royalties and taxes with industry's need for a reasonable rate of return. 

Multiple negative fiscal parameters and taxes challenge performance under the PIB

Performance is being challenged not by one or two particular parameters, but by the aggregate effect of multiple negative parameters and taxes: Nigerian Hydrocarbon Tax and Company Income Tax Act, removal of investments allowances, increased royalties, dividend tax, fiscalized crude levies, NDDC contributions, education tax, removal of deductibility of interest, cost recovery caps, reduced profit tranche levels, reservoir size – both large and small accumulations.

· We do not have an issue with any particular tax or royalty that the Government has proposed.  

· The issue is the impact and magnitude of all the taxes when aggregated together and the substantial increase in the royalty rate proposals (for example, up to 50% royalty proposed in the Interagency Team Submission) that collectively chokes the industry. An example as earlier stated is that IOC cash flows from the JVs is reduced to 2% under the PIB terms. This is not an incentive to continue to invest.
High Level Principles Employed to Shape Potential Solutions

OPTS used several high level principles and the Laffer curve concept – as shown below - to develop and propose potential solutions for all issues including gas, PSC’s and JV oil that would meet the objectives of both Government and industry in achieving the following:  

· Supporting overall FGN aspirations 

· Growing oil production by allowing for reasonable economic returns on oil investments

· Advancing DomGas aspirations by providing sufficient enablers to promote investment and also growing export gas

· Utilizing a balanced fiscal regime to increase investment in production and reserves 

· Establishing reasonable, stable and predictable fiscal and non-fiscal terms and regulations

· Creating a commercially viable and bankable I-JV.

· Growing overall revenue sources and tax base by encouraging increased investments

The Laffer curve portrays the optimal solution space concept 
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· We propose hereunder, illustrative ‘success cases’ for gas, PSCs and non-fiscal.  

· In each instance, OPTS is proposing one possible fiscal solution success case.  We recognize that there could be others, based on adjustments in modeling of the various fiscal levers. 

· The key is the combined impact of all factors to allow for balance between growth and increased government revenues

Development of Potential Solutions

Below are the impacts - from the FGN perspective - of applying a “set” of potential fiscal solutions for gas, PSC’s and JV oil.  The key fiscal parameters and assumptions used in the analysis for gas, PSC’s and JV oil are summarized in Annex 1.   

OPTS selected the “aggregate combination” of fiscal parameters for the various cases by applying the above high level principles; by addressing the need to allow for an increased government take and by preserving Industry growth opportunities.  It is recognized that multiple solutions and combinations exist to arrive at a final solution.

Gas: potential success case
OPTS supports FGN’s aspirations to achieve a significant increase in domestic and export gas production.  OPTS also has a portfolio of opportunities capable of delivering on DomGas aspirations provided the following items are collectively addressed:

· Project economics are satisfactory 

· Commercial framework and instruments are put in-place 

· Gas infrastructure development and upgrades are implemented.

· Cost or tax consolidation of gas Capex with oil revenues is maintained

Post PIB, gas production grows to 5.3 bcfd, whereas in our proposed case gas production would grow by 8.9 bcfd to 10.1 bcfd in 2020, based on the parameters in Annex 1, and attracts an additional investment of approximately 11 bln USD. This investment in gas and the associated power development will help accelerate the economy through the local content spin-off and the multiplier effect of power.

These proposed terms balance income to FGN and generate investor returns such that domestic gas can be developed in an economic and sustainable manner. In the absence of market-reflective prices for domestic gas, fiscal enablers would need to be considered to make gas projects economic and to encourage growth of the sector. 

The Nigerian Gas Master Plan provides for domestic gas floor price escalation over a period of time to $1.00/mmbtu by 2012.  While progressive, this level of price increase alone will not support commercial gas projects and so fiscal enablers will be required until full market pricing. 

Furthermore efficient gas delivery in the domestic market requires massive investments in infrastructure for evacuation of gas and associated liquids. Considering the regulated domestic gas prices, fiscal incentives are required to ensure tax recovery of the huge funds required for this undertaking. There is also a need to have in place a comprehensive commercial framework and instruments to support an efficient domestic gas market. Until these are in place satisfying FGN's domestic gas supply obligations and power aspirations will remain a challenge.

PSC’s: potential success case

Applying the fiscal terms from both the PIB and the Inter Agency Team Submission results in no new future developments being economic as the rate of returns on investor investments falls significantly below the minimum acceptable level.
Application of our success case will have a major positive impact for the PSCs – as compared to the Inter Agency Team Submission

· Oil Production doubles and increases by 270 kbpd (from 270 to 540 kbpd, 2020)

· Investment increases by $35 billion

· Cumulative Cash Flow to FGN will increase by $19 billion 

JV Oil: potential success case

Already at one of the highest government takes globally, based on today's terms, JV Oil should not be subject to any incremental tax or royalty increases. 

The proposed new JV terms under the PIB need to be reconsidered. OPTS recognizes the sovereign right of the Government to review its cash flows and change law, but at a certain point, the impact of increasing the Government Take becomes negative as partners move their money into other jurisdictions or sectors with better returns. Our proposal is that there be no further aggregate tax or royalty increase in the JV oil regime. The forms of taxation (i.e. PPT versus NHT + CITA) could change but the combined overall rate should not be increased.

JV investors, who are continuing to invest in new JV projects, should be entitled to receive a reasonable return for the funds invested and risk undertaken in sustaining and growing JV production.

NON-FISCAL SOLUTIONS

Licences and Leases

Some of the PIB provisions for license and lease will lead to inefficiency in production of oil and gas.

Separation of oil and gas leases and licenses

The PIB provides for separation of oil and gas licences and leases. This separation means that the licences are less efficient to operate leading to major exploration and operational bottlenecks. 

It is not possible to determine the nature of hydrocarbons within the licence area at the time of application for a Petroleum Prospecting Licence.  This would require the operator to take a gamble on what is expected to be found during exploration or apply for two licences. The possibility of two operators with different licenses on the same field is an administrative and operational nightmare. Conversely what are operator rights where a holder of an oil licence has substantial associated gas with his oil or needs gas for re-injection.

Combined licences and leases for both oil and gas should be issued in line with current global practices.

Continuation of licenses

The PIB provides for the expiry of license on conversion to a lease.  

Licensees should not be penalized for efficient and diligent development of the licence.  Where the operator can demonstrate to the satisfaction of the Inspectorate that exploration and appraisal activities are continuing over the balance of the licence area, such licence should continue until expiration.

Comments on the Inter-Agency Submission in respect of licences and leases

OPTS also has serious concerns about the impact of the proposed provisions relating to relinquishment, renewal and revocation of licenses and leases in the proposed revisions to the PIB in the Inter Agency Submission. These provisions challenge contract sanctity and negatively affect investor certainty as to application of the rules. Some of the contentious provisions address the following areas:

Relinquishment of Existing Licences and Leases
Funding challenges over the past years required prioritisation of investments leading to selective areas of the license and lease being developed.  

The Inter Agency Submission proposal requires existing licensees and lessees to re-apply for new petroleum mining leases in respect only of areas where there is a significant gas discovery, commercial discovery, continuing commercial production or where development is underway. All other areas, including gas discoveries of over 30 years, must be relinquished as early as one year after enactment of the Bill. 

The Inter Agency Submission should provide a reasonable timeframe in which lessees can re-evaluate their current portfolios, including gas discoveries of over 30 years, in order to make efficient investment and relinquishment decisions.  In addition, the bill should allow for automatic conversion of existing licenses and leases when the defined conditions are met.

Renewal of Leases

The Inter Agency Submission proposes restricting renewal of leases to one term of ten years only. However there is no certainty of renewal even where all obligations have been met and all royalties rents etc., have been paid as and when due. The Minister can exercise considerable discretion in this process. 

Projects, particularly in the deep waters and in security affected areas can take up to ten years to come on stream from FID. This means that investors would only have ten years to find,  appraise, make investment decisions, obtain long lead items, construct, recoup their investment and to make an economic return. This is too short. This restriction does not give any incentive to undertake production enhancement projects of mature fields as the renewal period is potentially shorter than the span of investment return of such projects.

We propose that 1) where all conditions are met, the renewal should be automatic as is the current practice and 2) the renewal period should be twenty years.

Revocation of leases 

The Inter Agency Submission proposal provides for revocation of a lease if there is a failure to attain commercial production within five years from the grant.  Five years is shorter than standard industry lead times for putting a project into production and this period should be a minimum of 10 years. All possible revocation of leases should always be subject to a process of notification, representation, cure period and appeal.

Power to resolve Disputes

The PIB provides that various regulatory bodies including the Inspectorate and the Authority are granted the statutory powers to resolve disputes between parties subject to relevant parts of the PIB covered by that regulator, upon the reference of one or all parties to the dispute. This includes the ability to act as a mediator or arbitrator and make decisions that are binding on parties, subject to right of appeal to the Federal High Court.

· The regulators are under the Minister of Petroleum Resources and should not take part in any dispute involving a government entity. 

· Arbitrations can have far reaching consequences and should best be handled by expert arbitrators, subject to normal arbitration practices. Where parties have agreed to terms in their contract on dispute resolution, unless the specific provision is found to be defective through proper judicial challenge, sanctity of contracts and their provisions should be required. 

· Access to interlocutory intervention by the courts should be retained.

· Where all parties to a dispute agree to request the intervention of a regulatory body, then such regulator should appoint an independent arbitrator.

· The dispute resolution role of the arbitrator should be triggered by all parties.

Treatment of Capex and Opex costs – Benchmarked, Verified and Approved test

The PIB envisages that all in country and 80% of foreign expenditures that have been “benchmarked, verified and approved” can be deducted in computing the adjusted profit of any company.

OPTS appreciates that the rationale for the 80% cap on foreign expenses deductions is designed to encourage Nigerian content and to penalize work done outside Nigeria. But there is an inconsistency in this policy. If a cost has been benchmarked, verified and approved by the requisite regulatory body, it is approved with the Nigerian Content principles in mind. Therefore such expense was verified and approved on the basis that it was appropriate to incur that expenditure outside Nigeria. To therefore restrict deductions to an 80% deduction limit is to impose an onerous and punitive 20% penalty for an expense agreed to by the relevant body.

OPTS proposes the following solutions: 

· All benchmarked, verified and approved expenditures should be recoverable and deductible

· Approvals should be completed by  Inspectorate before expenditure is undertaken

· Verification should be carried out by FIRS during the audit and review process for returns filed.

Benchmarking should be an open and transparent exercise conducted by renowned third party specialists on the basis of comparable criteria and local investment conditions. The cost of laying a pipeline to transport crude in Angola is not the same cost as a similar pipeline in the Niger Delta today. The operational conditions (field size, location, technology etc) must be taken into consideration as they affect costing of contractors and their availability. Government is taking huge steps to address the security problems in the Niger Delta and when the situation is normalized, the cost comparisons should also normalize. 
Discretionary powers should be limited

Investors require certainty of terms ab-initio with regard to matters that impact investment decisions or challenge bankability of projects and I-JVs.  and may provide arbitrary penalties and fees.

· In most cases, areas of discretion can be limited by providing defined triggers and penalties. For example, an operator knows that failure to apply for a required license within a defined period will result in a stated sanction that can lead to asset suspension if the infraction is not cured within a stated period.

· We support mandatory renewal of leases in the PIB where there has been full compliance with payments of rents, royalties and taxes and all lease obligations have been performed. We note that in the Inter Agency Submission, lease renewals have been made discretionary even where all the above conditions have been met. In addition, rents and penalties could be changed arbitrarily.

NOC Role should be limited to that of a fully commercialized limited liability company

NNPC currently has a dual role: a quasi regulator of upstream and downstream sectors, often in conflict with the appropriate regulatory bodies. NNPC is also a partner and investor. This has led to uncertainty, for example where NNPC’s Nigerian Content Division has issued Nigerian Content directives recognizing that costs would be significantly increased during the set up phase. At the same time, NAPIMS has challenged the operators on increased costs of contracts and agreements made pursuant to Nigerian Content directives. 

OPTS fully supports the decision to convert the Corporation to a limited liability company under CAMA with ability to make independent investment decisions and retain funds for operations and investments. However, the Government needs to limit political interference in the daily activities of NNPC. Any regulatory powers held by NNPC needs to be transferred to the regulatory bodies who should also be fully able to independently regulate all companies including the NOC.

OPTS notes that in the Inter Agency Submission, it is proposed to revert the NOC to its former role as investor, partner and regulator. This goes against the stated aim of the reforms to streamline the regulatory system and clear separation of the commercial and regulatory functions.

Confidentiality of Competitive Data

For avoidance of doubt, OPTS supports the EITI and NEITI principles where there should be clear transparency and removal of confidentiality on all issues dealing with Government revenues including taxes, royalties, bonuses, duties, levies etc.  We support open and transparent bidding processes for open acreage. Where we differ is the extension of that concept to removal of confidentiality on what are normal business confidentiality provisions on agreements between contracting parties, business data and proprietary information. 

It is unfortunate that this new practice would be directed at only one section of the Nigerian economy. As a matter of equity, any such principle should be of universal application to all contracts, licenses and agreements in respect of all areas where Government payments are involved, including all details of payments into and out of the Federation accounts and expenditures and contracts entered into by the various ministries and parastatals of the Government.

We are particularly concerned about the extension of this concept to data, particularly our geophysical, geological and geochemical data obtained at great cost and using our best technological acumen. A provision that suggests that such data be available to the public has no anti corruption impact and will chill the impetus of an investor to explore or do further work on a block, knowing that all the expenses will be incurred by him with no business or competitive benefit. We are also concerned about protection of our proprietary technology, data, processes and systems.

Proprietary industrial property rights should be decided by the owner(s) of such information.  In the event the Directorate disputes such owner determination, an independent expert should decide the matter. Being consistent with global practice, proprietary industrial property rights owned by a party(s) (and shared to the benefit of partners) should not be arbitrarily provided to third parties without the consent of the owner(s) of such property.

Definition of Upstream and Midstream

The Inter-Agency submission terms will slow down new investment in infrastructure integral to upstream operations (e.g., oil terminals and gas pipelines) hampering oil and gas growth.  There will be increased operational inefficiencies and administrative burdens with issues such as multiple transfer pricing along the value chain etc. In addition, current operators that built such infrastructure on previous terms and provisions will suffer deferment in economic recovery of substantial investments.

The definition of upstream and midstream should recognize the practical and operational realities.  We propose to change within the upstream operations and upstream crude oil operations definitions “measurement points of a petroleum mining lease” to “the title transfer point where crude oil, condensates or natural gas are fiscalized”.
Open Access

The broadly defined Open Access clauses, could lead to uneconomic arrangements for midstream and downstream facilities. OPTS is in favor of open access and proposes it be based on contractual arrangements between parties instead of being imposed by a regulator.

The I-JVs will change how the Industry contributes to Government’s cash flows

In addition, it should be recognized that the formation of the I-JV may impact FGN’s cash flows to some degree. For now, the unincorporated joint ventures are not incorporated and each partner owns its own share of the hydrocarbon licenses. This means that all revenue generated by NNPC’s share of crude oil sales are deposited directly into the Federation Account and used by FGN for its budgetary needs.  Under an I-JV arrangement, revenues will go to the I-JV and all shareholders inclusive of the NOC will be paid dividends that will be subject to the new 10% withholding dividend tax. NOC dividends will be paid into the Federation Account. However the majority of the Government’s cash flows will still be generated through taxes and royalties.

Incorporation of a company to manage and operate PSC following commercial discovery

PIB requires the Contractor to meet with the Directorate to establish terms and conditions for the incorporation of a company which shall manage and operate the production sharing contract.  

This provision is inexplicable. A PSC is signed between the lease holder and a contractor whose role under the PSC is to operate and manage the PSC and the development of any commercial discovery within the contract area. What is the purpose of this new company?  We propose that this section be deleted.

Contractors are not defined as being involved in petroleum operations

Per the PIB, the PSC contractor is excluded inform the definition of parties involved in “petroleum operations” contrary to the terms of existing PSCs. This exposes the contractor to double taxation (PPT plus CITA).  The Contractor has undertaken 100% capital risk of exploration, appraisal and development activities and invested all the monies while maintaining operating responsibility to maximize asset value.  In the event nothing is discovered or developed, the Contractor bears 100% of the loss with no contribution from government or the NOC.  The Contactor should be defined as being involved in petroleum operations in line with current agreements and practice.

Community Obligations

In his address at the PIB Consultative Forum in Abuja on July 16, 2009, the Hon. Minister of Petroleum Resources commented that the PIB would legislate an “extensive economic spin off program for host communities”. As indicated at the start of this memorandum, OPTS companies are contributing about $350 million annually in sustainable development programs for host communities. This is in addition to the extensive taxes and royalties that the Industry pays into the Federation coffers each year. OPTS members are working on community matters with the active participation of such communities through community instigated infrastructural developments, community contracting and education and health care. 

Due consideration should be taken before giving the impression created by a legislative decision that appears to propose that the oil companies are replacing the Government in its duty to provide basic infrastructure to the communities.

INDIGENOUS COMPANY: POTENTIAL SOLUTIONS

Some key recommendations to promote indigenous production:

· A special tax regime of reduced royalties and tax rates for all indigenous companies would encourage growth, up to a production level of 50 kboe/d. The Inter Agency Submission (S 412(3)) proposes to prohibit such a special tax regime for indigenous companies once enacted.

· Unassigned acreage that meets certain defined criteria (to be set out in Regulations for full transparency) should be set aside for bidding only by indigenous companies, with the ability for the NOC or other private investors to participate by agreement and contract to a defined maximum limit.

· In order to promote production the removal of quotas or technical allowable limits should apply to all companies producing up to 50kboe/d, rather than just 10kboe/d.

Small indigenous companies should be allowed access to pipelines for their petroleum on negotiated common commercial terms but with a reduced ullage rate.
CONCLUSION

OPTS is deeply concerned about the actual negative effects of both the PIB under consideration and the Inter Agency Submission from the OGIC. While we do support the review of the laws after the forty year period and the intentions behind the reforms, it is important to remember that an increased revenue base for the Nigerian nation is best achieved by encouraging new and continued investments, thereby enabling projects in the Domestic gas sector and new oil finds to be developed and put on stream.

The multiplier effect on the Nigerian people in terms of jobs, business, contracts, etc and the positive impact on the Gross Domestic Product will set us on our way to achieving Mr. President’s goal to be a top twenty economy before the year 2020. This will be a much more challenging process under the terms of the PIB particularly as it renders the production of Domestic gas almost impossible.

We remain available to provide further information on the issues raised in this memorandum and to share our underlying models and data with you to explain our positions.

We thank you for your attention to our memorandum and for the opportunity given to the OPTS to present this document to this esteemed Joint Committee.

ANNEX 1

SUMMARY OF FISCAL TERMS FOR THE PROPOSED ALTERNATIVE SOLUTIONS

JV Gas*

· NHT 50% and CITA 30% (NHT is deductible when calculating CITA)

· Institutional Funding levy up to 2% 

· Royalties are exempted for the first 10 years for new gas projects; royalty remains as is for existing projects. 

· Uncapped Gas allowance which is the lesser of $1/mmbtu or 50% of revenues 

· JV level taxation rather than tax at the PML level. 

· No dividend tax 

· 100% deductibility of interest expenses

· PIA 35% onshore and offshore 

· Non-Nigerian overhead costs 80% deductible

· 100% deductibility of all costs that pass the benchmark-verify-approve (BVA) tests. 

· LNG $2.00/mmbtu and domestic gas $1.00/mmbtu (assuming all the above fiscal provisions in place)

Production Sharing Contracts*

· ITC replaced by ITA (50%)

· First profit oil share tranche of 30%

· 100% of costs are recoverable, except those identified as non-recoverable in section 501.

· 80% limit on “annual” cost recovery with any unused balances carried forward to the next year.

· PPT replaced by NHT (20%) and CITA (NHT deductible when calculating CITA) 

· Minimum royalty of 2% (water depth >1,000 meters)

· 100% of interest expense deductible

· Value based progressive royalty 

· starting at an oil price of $70/bbl an incremental royalty of 0.1% is applied for each US$/bbl price increase up to a cap of $150/bbl. 

· Institutional Funding levy of 2%

· No dividend tax

· Non-Nigerian overhead costs 80% deductible

· Projects within a contract block are ring-fenced for cost consolidation and tax purposes.

· BVA costs 100% approved for tax deductions

· Capital allowance 20% per year with 1% retention in year 5

JV Oil*: 

· Funding levy of up to 2%

· CITA 30%

· NHT of 50% with a progressive component of introduced at oil price prices of 70 US$/bbl 

· Proposed 0.05 % tax per 1$ increase, capped at 150 US$/bbl

· Royalty as-is - 18.5% for shallow water, 20% for onshore
· No dividend tax 

· Non-Nigerian overhead costs 80% deductible

· All benchmarked, verified and approved costs should be 100% tax deductible so as not to be punitive

· 100% of interest expense deductible

*Note: fiscal terms listed above are not exhaustive and the intent of any missing terms is to revert back to provision as they currently exist. 

ANNEX  2

SUMMARY SHEETS DESCRIBING THE KEY ISSUES RAISED IN THIS MEMORANDUM

Details on specific non-fiscal issues in gazetted PIB 

1. Separation of oil and gas licenses and leases

Existing Terms

The Petroleum Act provides for a single license with a combined right for exploration, prospecting and mining licenses of oil and gas.
 

PIB gazetted version terms

(Section 257)

The PIB specifically excludes the possibility of the award of a single license with the combined right for oil and gas exploration, prospecting and mining.
Impact

The above provision will result in significant complexities in drilling and exploration activities, for example, two operators with leases for the same field. The sub-optimal prospecting/exploration activities will negatively impact development of commercial oil & gas reserves.

Alternative and rationale

The Minister should award a single license granting exploration and production rights for both oil and gas unless the licensee or lessee applies to the Minister for a license or lease in respect of either oil or gas. 

Combined licenses and leases are essential for exploration as normally it is not possible to know with sufficient certainty, the nature of the hydrocarbons that will be present in a particular formation or in the license area at the time of application for the license. Also, operationally, single operatorship is much more efficient.
2. Benchmarking, verification and approval (BVA) of costs for tax deduction purposes

Existing Terms

BVA is currently applied on an informal basis. In-house teams, tax agencies and external auditors audit capital and operating costs, which are approved by the Board of the operator.  NAPIMS approves the field development programs.

PIB gazetted version terms

(Section 420)

NAPAMA to develop cost benchmarks for the evaluation of opportunities in the Upstream Petroleum Operations.  NAPAMA also empowered to approve commercial aspects of work programs and field development plans for all operators in the upstream oil industry.  FIRS will verify actual costs versus the benchmarks for tax deduction purposes.
Inter-Agency Committee submission terms

(Section 445)

Same terms as gazetted version with the role of NAPAMA replaced by “Inspectorate or NOC “

Impact

High uncertainty around process and timing of allowable costs for tax deduction purposes will impact investment decisions.

Alternative and rationale

There is already an informal BVA process, with budget approval and audit rights from parties.  However, if BVA process is to be formalized as proposed in the Bill, a clear process with clear timelines is required.  

There should be a clear and transparent process and criteria for benchmarking - benchmarking to take into account peculiarities of Nigerian operations and other industry specific issues i.e., size, location of operation, technology.  NAPAMA/ Inspectorate should approve costs before expenditure.  All approved expenses to be recoverable and deductible with verification by FIRS carried out during an audit and review of the Tax Returns filed.  

3. Dispute Resolution by Regulatory Institutions

Existing Terms

Dispute resolution mechanisms are negotiated by the parties and included in the terms of their contracts. There are also rights to resolve dispute in court.

PIB gazetted version terms

(Sections 69, 102 and 369)

Regulatory agencies can intervene to resolve a dispute if notified in writing of the dispute and requested by either or both parties to intervene. 

Inter-Agency Committee submission terms

(Sections 69, 139, 383)

Terms same as in the gazetted version

Impact

Power given to regulatory agencies would supersede previously agreed upon contract terms by the parties and remove constitutional right of a hearing in court.

Proposed alternative and rationale

Contractual disputes between parties should be regulated by the terms reserved in such contracts regarding dispute resolution. Parties must always have recourse to independent arbitration and to the courts. 

Contract is by mutual consent of the parties, including arbitration clause, so either party should be free to exercise that option.  Also, typically regulators do not interfere with contractual dispute resolution

4. Savings Provision

Existing Terms

Petroleum Act specifies clear savings for duration of the license or lease, rents or royalties payable, and any other conditions that the Minister may prescribe.

PIB gazetted version terms

(Section 479)

Savings provisions in the PIB are open to multiple interpretations and lack clarity.

Inter-Agency Committee submission terms

(Section 511)

Essentially all terms and conditions in existence before enactment of the PIB are lost; for example licenses and leases, fiscal and regulatory regime are neither saved nor grandfathered.  License and lease holders are required to reapply for their respective licenses and leases within one year from enactment of the Bill and it is at the discretion of Minister as to whether such licenses/leases are converted into PMLs under the Act.  New fiscal terms apply to both existing and new assets upon the enactment of the bill. 

Impact

A change in terms and conditions on which the investment decisions were made, challenges contract sanctity and creates investor uncertainty. 

Alternative and rationale

While we recognize that government has the right to change Law, such changes in law should consider impact on existing contracts and level of past investments. In addition the impact of such changes on varied strategic national projects should be considered. As such, the government should provide specific savings provisions for existing assets, which we have proposed in our fiscal and non-fiscal solutions.

5. Confidentiality of proprietary information 

Existing Terms

Confidentiality terms and conditions with respect to proprietary technology are negotiated and included in contracts between parties. 

PIB gazetted version terms

(Section 259)

Confers the powers of determination of proprietariness of technology and industrial property to the Directorate. The language of S. 259 (3) seeks to confer the Directorate with judicial powers contrary to the constitutional principle of separation of powers.

Inter-Agency Committee submission terms 

(Section 273)

Same terms as gazetted version

Impact

Loss of exclusive rights to proprietary industrial property can negatively impact company's ability to maintain its global competitive advantage and owner(s) of such technology will be at risk. 

Alternative and rationale

Proprietary industrial property rights should be decided by the owner(s) of such information.  In the event the Directorate disputes such owner determination, an independent expert should decide the matter.

In line with global practice, proprietary industrial property rights owned by a party(s) (and shared to the benefit of partners) should not be arbitrarily provided to third parties without the consent of the owner(s) of such proprietary rights.  

Details on specific non-fiscal issues in Inter-Agency Committee submission

1. Redefinition of existing license and lease areas 

Existing Terms

No such provision under existing law

Inter-Agency Committee submission terms 

(Section 291)

The Bill requires existing licensees and lessees to re-apply for new petroleum mining leases in respect only of areas where there is a significant gas discovery, commercial discovery, continuing commercial production or where development is underway. All other areas, including gas discoveries of over 30 years, must be relinquished as early as one year after enactment of the Bill.

Impact

The above provision creates investor uncertainty as large investments made pre-PIB might be impacted.

Alternative and rationale

The Bill should provide a reasonable timeframe in which lessees can re-evaluate their current portfolios, including gas discoveries, in order to make efficient investment and relinquishment decisions.  

In addition, the bill should allow for automatic conversion of existing licenses and leases when the defined conditions are met.

Investor rights need to be protected considering that large investments have been made in these acreages.  In addition, gas related provisions do not take into account the funding issues of past years, which hindered development of gas fields. 

2. Renewal of leases 

Existing Terms

Leases can be renewed for periods of twenty years.

Inter-Agency Committee submission terms 

(Section 283, 284)

The PIB restricts lease renewal to one period of ten years, which may further be subject to unspecified additional conditions beyond the prevailing conditions specified in the original.

Impact

Development projects take many years to implement and require massive investment. The remaining lease period may not be sufficient for investors to recoup their investment outlay. This provision will discourage investment projects aimed at enhanced recovery from mature fields.

Furthermore, unspecified additional conditions to be imposed in renewal terms creates investor uncertainty. Further conditions for renewal should be specified in the original grant to promote stability and investor confidence.

Alternative and rationale

Conditions governing the grant of licenses and leases should be specified in the original grant including terms and conditions governing renewal. Leases should be renewed for a period of twenty years based on terms specified in the lease for as long as there is continuing commercial production and provided all conditions of the lease have been met. 

This alternative will ensure the licensee has the confidence to continue investment in the field even though the economic recovery might happen beyond the initial lease period.

3. Revocation of leases provisions 

Existing Terms

The Petroleum Act reserves the right of the Lessee to representation prior to revocation of the lease in all circumstances, 

Inter-Agency Committee submission terms 

(Section 8, 10, 78, 277, 283, …)

Many provisions in the submission document do not allow for representation before the revocation of the lease.  For example, lease will be revoked where lessee does not commence production 5 years from award of lease or no commercial production has occurred from the lease for a period of 180 days

Impact

Some of the conditions in these provisions may be beyond the lessee’s control, for instance, given the time frame for projects in the oil and gas industry most development projects may not be completed in a 5 year period. 

Such revocation clauses discourage investments.

Alternative and rationale

The revocation process should require a notice to the lessee, representation by the lessee to the Minister and a cure period prior to revocation to ensure that the lessee is not penalized for conditions beyond the lessee’s control. 

4. Penalties for failure to meet Domestic Gas Supply Obligations (DGSO)

Existing terms

No explicit penalties for DGSOs

PIB gazetted version terms

No explicit penalties for DGSOs

Inter-Agency Committee Submission Terms

(Section 282, 406, Section 407)

The penalties on the gas supplier for failing to meet the DGSO are extremely onerous, and include:

· Meet the take-or-pay provisions of the executed gas sales and purchase agreement (GSPA)

· Make payment for consequential losses (not envisaged in the model GSPAs being developed)

· Pay a penalty to the Agency of US $ 3.50 per Mcf, for gas not supplied, less any amounts payable under the take or pay provision,  where such amount is less than $ 3.50 per Mcf
· Cease to supply gas to any export project for the period that the supplier is not complying with the DGSO
· Where the lessee is only supplying gas to midstream gas export operations, the lessee shall comply with the instructions of the Inspectorate to suspend production

· Where the supplier continues to fail to comply with the DGSO for a period in excess of three months, the gas export licence of such supplier may be revoked
· Any other penalties that the Minister may deem fit. The penalties shall be reviewed from time to time by the Agency and may be adjusted by the Agency, in a manner that such adjustment shall be applicable to all suppliers.
Impact

Uncapped penalties (consequential losses, loss of export rights, Minister’s discretion etc) create investor uncertainty, and challenges the bankability of the I-JVs.  As detailed in the Memorandum, with current domestic gas pricing and the PIB fiscal terms (absence or limited consolidation, capped gas allowances etc) incapable of supporting economic viability for many planned projects, the risk of strangling the gas growth is high.

Alternative and rationale

To ensure investor certainty and hence bankability of the I-JVs, any penalties a) must be explicitly stipulated without allowing for any discretion; b) the amounts in penalties must recognize the current business environment; and c) there should be a cure period.  

We propose that unquantified penalties such as those imposed by the Minister and consequential losses should be deleted. 

Legislated and mandated gas production can only be feasible in an enabling environment. As such the amount of gas penalties must recognize the challenges of business and operating conditions such as real current demand, ability of purchaser to offtake the gas, availability of appropriate delivery infrastructure, operational challenges (force majeure), required commercial framework and instruments etc. 

DGSO penalties must also provide for a reasonable cure period.

5. Definition of Measurement Point, Upstream and Midstream

Existing terms

There is no definition for midstream - only upstream and downstream are defined. 

PIB gazetted version terms

(Section 494)

Upstream and midstream definitions recognize the activities falling within scope of each definition, and captures adequately all processes integral and incidental to each of these segments i.e. upstream and midstream. This makes for operational and practical reality.

The upstream is defined as “all activities entered into for the purpose of finding and developing crude oil or natural gas and includes all activities involved in exploration and in all stages through, up to the production and transportation of crude oil and natural gas from the area of production to the terminal”

It defines midstream as the sector that “processes, stores, markets, and transports commodities such as crude oil, natural gas, natural gas liquids and sulphur…and includes pipeline transportation of crude oil, and natural gas and gas derivatives”. 

Inter-Agency Submission Terms

(Section 39, 526) 

Upstream and midstream defined, however, 

a) there is a conflict in scope of the upstream as defined under the functions of the Inspectorate and the section 526 of the bill; and 

b) in section 526 of the bill, upstream definition excludes the upstream facilities that lie outside the PML.

Impact

The Inter-Agency submission terms will slow down new investment infrastructure integral to upstream operations (e.g., gas pipelines) hampering oil and gas growth.  There will be increased operational inefficiencies and administrative burdens with issues such as multiple transfer pricing along the value chain etc. 

In addition, current operators that built such infrastructure on previous terms and provisions will suffer deferment in economic recovery of substantial investments.

Alternative and rationale

The definition of upstream and midstream should recognize the practical and operational realities.  We propose to change within the upstream operations and upstream crude oil operations definitions “measurement points of a petroleum mining lease” to “the title transfer point where crude oil, condensates or natural gas are fiscalized”.

6. Local Social Responsibility 

Existing Terms

No provisions

Inter-Agency Committee submission terms 

(Section 413)

Any PPL and PML shall contain social responsibility provisions with respect to economic spin-offs to local communities situated near the petroleum operations of a licensee or lessee. Such provisions shall include, repair and maintenance of local roads, contributions to or payments for community water and power, contributions to or payments for local schools, hospitals and community centres, etc.

Impact

Industry is pleased to contribute to the local communities and annually makes sizable contributions in addition to its NDDC contributions. However, legislating mandatory obligations on industry can put pressure on industry during economic downturns.

.  
Alternative and rationale

Holders of licenses and leases should be encouraged to contribute to local communities situated near the petroleum operations of a licensee or lessee, however, such contributions should not be mandatory.

Globally, industry does not fund government social programs. Taxes, royalties, rents etc paid to government by way of fiscal terms and tax law provides government with the monies for its social programs.  Terms as noted in the submission are subjective and not quantifiable and are contrary to roles of investors/businesses.

7. Lack of separation of commercial and regulatory roles of NOC 

Existing Terms

NNPC currently has both commercial and regulatory functions
Inter-Agency Committee submission terms 

(Section 496, 500, 504)

There are few sections allowing for NOC discretion  

- The recovery of costs in the form of cost oil or cost gas, under production sharing contracts, shall:

(a) be limited to a percentage cost oil limit or cost gas limit that is 80% of the available oil and available gas or such lesser amount determined by the NOC

- NOC shall deposit any signature bonuses in the account established for that purpose by the Inspectorate and any production bonuses shall be retained NOC

- The minimum share of profit oil, profit gas, profit condensates to the NOC shall be stipulated in the model contract and the model contract shall set out sliding scales resulting in the higher percentage for the NOC based on volume, price or such other variables as the NOC may consider

Impact

These provisions allow NOC, who is a party to the contract, to be a regulator. 

Alternative

Government objective of FGN is to separate the commercial and regulatory roles of the NOC and to fully commercialize the NOC as an entity separate and distinct from government. As such, NOC should not have any regulatory roles.
8. Asset transfer post liquidation of I-JV
Existing terms

n/a

PIB gazetted version terms

n/a

Inter-Agency Submission Terms

(Section 268)

Section 268 that “The liquidation of an incorporated joint venture company established pursuant to this Chapter shall be effected by one (1) liquidator appointed by the Shareholders’ Meeting of the incorporated joint venture company that approved the liquidation subject to the condition that all of the assets of the incorporated joint venture company of whatever nature, whether tangible or intangible, real or personal, shall be transferred only to the National Oil Company, except for cash not reserved for the payment of expenses and other obligations, which shall be distributed to the shareholders in proportion to their shareholdings in the incorporated joint venture company.”
Impact

The above provision is contrary to established rights of shareholders upon liquidation of a limited liability company. 

The provision will also affect the bankability of I-JVs because the 3rd party financers will hold the assets of the I-JV as security against any loans. 

Alternative and rationale

Upon liquidation of a limited liability company, all assets should go towards settling existing liabilities of the company, and the remainder should revert to shareholders in the ratio of their existing shares (while recognizing the rights attaching to those shares). This is the provision of the Companies and Allied Matters Act (CAMA).

To ensure bankability, the liquidated assets in the event of any I-JV liquidation, should go to the I-JV and the funds from liquidation should be used to pay off the liabilities and shareholder equity of the I-JV.

9. Preemption rights on all petroleum (oil and gas) and petroleum products 

Existing Terms

Petroleum Act provides in the event of a state of national emergency or war the Minister shall have the right of pre-emption of all petroleum and petroleum products obtained

Inter-Agency Committee submission terms

(Section 10)

Minister empowered to have rights of preemption of all petroleum and petroleum products in pursuit of national interest.

Impact

Discretion of Minister on pre-emption rights creates investor uncertainty.

Alternative and rationale

Pre-emption rights of all petroleum and petroleum products in the event of a state of national emergency or war as pre-emption rights are a derogation from the fundamental constitutional rights to property and should typically only be available to the Minister only in cases of national emergency.

10. Contribution of Financial Provisions for environmental remediation 

Existing Terms

No provisions related to contributions.

PIB gazetted version terms

(Section 285)

Every licensee or lessee shall pay the "prescribed" financial contribution for environmental remediation to the Inspectorate. If the Inspectorate is not satisfied with the assessment and financial contribution, the Inspectorate may appoint an independent assessor to determine the financial contribution.
Inter-Agency Committee submission terms

(Section 302)

Same terms as gazetted version

Impact

Uncertain provisions in law create investor uncertainty.

Alternatives and rationale

To avoid uncertainty and subjectivity, it is necessary the act specifies the criteria to be applied by the Inspectorate in determining the financial provisions. It should be within the rights of both the Inspectorate AND the licensee/leasee to appoint an independent assessor to determine the financial contribution.

Details on specific fiscal issues in gazetted PIB 

1. Increased Taxation for both JV and PSC Oil and Gas

Existing Terms
· Petroleum Profits Tax (PPT) charged for upstream companies (exempt from Companies Income Tax - CITA)

· Rates - JV oil: 85%, JV gas: 30%, PSC oil: 50%
· For JVs, tax calculated at JV level

· Tax charged on lifting and not on production
PIB Gazetted Version Terms
· PPT tax

· Rates - JV oil: 85% (Unchanged), JV gas: 45% (Revised), PSC oil: 50% (Unchanged)
· CITA on PSC Contractor of 30% - New 

· Dividend tax of 10% - New
· Tax charged on lifting and not on production - New
· For JVs, tax calculated at JV level (and not at License level) but separated for Oil and Gas

Inter-Agency Committee Submission Terms

· New Nigerian Hydrocarbon Tax "NHT" (replaces PPT) – Revised
· Minimum Tax of 2% of Gross Revenues

· Rates - JV oil: 50%, JV gas: 50%, PSC oil: 30%
· CITA of 30% on all Upstream, Midstream and Downstream businesses - New
· NHT not deductible in computing CITA

· Dividend tax of 10% - New
· Tax charged on production instead of lifting - New
· For JVs, tax calculated at OML level and not at JV level

Impact
The combined effect of increased taxes, new taxes (Companies Income Tax and Dividend Tax for Upstream companies) and computing taxes on production rather than lifting contributes to making new projects unprofitable, eliminates economic returns, and reduces the overall revenues to the Government in the long term as a result.

Alternative and Rationale
We propose that NHT as described in the Inter Agency submission should be deductible in computing CITA. The NHT should be charged on Income at the JV level and not Production at the License level. We also propose a reduction of the NHT for PSCs to 20%. Furthermore we propose that the dividend tax be eliminated as companies engaged in petroleum operations already pay a high rate of tax. Maintaining an optimal tax regime for Nigeria is required to ensure the country continues to be a preferred investment destination and guarantee the bankability of the new Incorporated Joint Ventures (I-JVs). Taxes at the high end of the Laffer curve serve as a disincentive to investment.

2. Increased Royalties for PSCs, JVs and Gas

Existing Terms

· JV oil: 16.7-20%

· JV gas: 5%-7%

· PSC oil: 0-16.7%

· Concession Rentals: $10-$20

PIB Gazetted Version Terms

· Royalty Schedule omitted

· Up to 2% levy to fund new institutions

Inter-Agency Committee Submission Terms

· Progressive royalty for oil and gas per OML based on:

· Production: 5-25% (capped at 20/18.5% for existing producing onshore/ shallow water), and

· Price: 0-25%

· Up to 2% levy to fund new institutions - New
· Substantially increased rents (Up to $1000/ Km2 per annum)

Impact

Royalties are not as optimal as taxes in improving Government revenues at they reduce investments. The new high royalty rates will also undermine growth, reduce investments and lead to a decline in oil and gas activities.
Alternative and Rationale
We propose a maximum royalty rate based on volume and location of 2% for PSC crude oil production beyond 1000m depth, with an increase in rate for price levels in excess of $70 of 0.1% for every $1. Price levels above $150 attract no additional incremental tax.

3. Reduced Deductibility and Recoverability of Costs

Existing Terms
S. 10 of the PPTA – (1) allows for deduction all outgoings and expenses wholly, exclusively and necessarily incurred, whether within or outside Nigeria to compute the adjusted profits of any company of any accounting period from its petroleum operations

PIB gazetted version terms

· Costs need to be BVA (Benchmarked, Verified and Approved) in addition to WEN (Wholly, Exclusively and Necessarily) for deductions

· 20% of overseas costs not tax deductible (CAPEX and OPEX)

· Basic costs disallowed (e.g. related companies loans’ interests, work-overs, demurrage)

Inter-Agency Committee submission terms

· More basic costs disallowed in addition to the PIB gazetted version

· Head office shared expenses

· 20% of overseas costs not tax deductible (CAPEX and OPEX)

· General and Admin overseas costs not allowed

· Interest and finance charges not deductible

· Workover expenditure not deductible

· Insurance costs paid to affiliates

· Intangible Drilling costs

· Abandonment costs

· 80% cost recovery cap for PSCs, no mention of unrecovered costs being carried forward

Impact

Disallowing costs which have been legitimately incurred is punitive and onerous. Unintended consequences of this provision is that it will act as a disincentive for investments, render projects uneconomic and may drive up costs.
Alternative and Rationale
Retain existing system whereby all costs incurred wholly, exclusively and necessarily for petroleum operations are allowed. Include wording to indicate that these costs must be benchmarked by the Regulatory Institutions, and included in a budget approved by the Board of Directors (for I-JVs). These costs will also be verified and audited by the Federal Inland Revenue Service. 100% of costs which have been approved should be deductible for tax purposes.

4. Removal of Investment Incentives

Existing Terms
· 50% Investment Tax Credit for PSC Pre-July 98

· 50% Investment Tax Allowance for PSC Post-July 98

· Petroleum Investment Allowance for Non-PSC Arrangements

· Gas CAPEX allowed as deduction against oil income (Consolidation)
PIB Gazetted Version Terms

· ITC for PSC 1993 replaced by PIA

· Gas capex not allowed as deduction against oil income (NO Consolidation)
Inter-Agency Committee Submission Terms

· Restriction on the application of S39 CITA Incentives to Gas Projects

· No provision for Petroleum Investment Allowance or Investment Tax Allowance.

· Capital Allowance/Tax Depreciation claim on Assets Under Construction abolished

· Capital Allowance/Tax Depreciation would only apply from the first year an asset is put into use.

· Two new allowances for new projects (Severely restricted by cumulative caps)

· Upstream Gas CAPEX allowed as deduction against oil income within the same license for NHT  (Limited if any benefit if separate licenses issues for gas and oil projects)

· Existing mid-stream CITA benefits restricted

Impact

Removal of current investment incentives on existing projects undermines the profitability of existing projects that were given these incentives. This further impacts the perceived stability of the Nigerian investment environment.  More importantly FGN aspirations are hinged on the growth and development of future DomGas projects.  Without incentives and increased gas price, development of gas for domestic use and the ability to monetize Nigerian gas reserves are threatened. 

Alternative and Rationale

We propose an amendment to Schedule 9, Table 1 to enable Upstream Crude Oil Operations with an Investment Allowance of between 5% for Onshore and 50% for Offshore Operations of up to 1000 meters water depth.

All companies engaged in Petroleum Operations should be entitled to the incentives provided under Section 39 of the Companies Income Tax Act

We propose that the royalty rates for new gas development projects following the enacted of the PIB  will be waived (i.e. 0%) for a period of 10 years from first production. Royalty rates following the relief period will revert as follows: - (i) flat rate of 7% for onshore areas up to 200m water depth; and - (ii) flat rate of 5% for water depths beyond 200m.

Tax recovery through capital allowance/tax depreciation should be allowed on producing assets and assets that are under construction that will be ultimately used for the purposes of operations.
ANNEX 3

PROPOSED ALTERNATIVE LANGUAGE FOR KEY PIB ISSUE CLAUSES 

ANNEX 4

PROPOSED ALTERNATIVE LANGUAGE FOR KEY ISSUE CLAUSES IN THE INTER AGENCY SUBMISSION 
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