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SPDC and SNEPCO PIB Presentation to The Senate

SPDC AND SNEPCO PRESENTATION TO THE PUBLIC HEARING OF THE SENATE OF THE FEDERAL REPUBLIC OF NIGERIA ON THE PETROLEUM INDUSTRY BILL (PIB)

Most Distinguished Chairmen of the Petroleum Upstream, Petroleum Downstream and Gas Committees, Distinguished Senators, Honourable Ministers present, GMD NNPC, Ladies and Gentlemen.

I humbly stand before you to present the submission of the Shell companies in Nigeria on the PIB.  In short, 
SPDC and SNEPCo support the underlying objectives of the Bill, but see some major issues when moving beyond the headlines into the fundamental details.
We recognise the need for the review of Nigeria’s 40 years old Petroleum Framework and the desire to meet modern day international standards without compromising national interests.  We embrace the need for change.  Events in the last few years have brought such need for change into sharp focus: SPDC JV budgets have been under-funded causing a reduction in investment, the theft (bunkering) of oil and condensate have deprived the JV and government of expected revenues, hostage taking has increased, armed conflict in the Niger delta has caused facilities to be shut-in or repairs to be necessary, approvals for the placement of contracts take longer to be given and a variety of disputes have arisen, ranging from simply being paid for electricity produced through to the calculation of taxes on PSCs.  There is no other investment environment in the world quite like Nigeria; yet the record shows that Shell has continued to invest because of its belief in the long-term future of the country and its desire to be a value-creating partner.  The minimum necessary due diligence for any new legislation is to “road test” it against the realities of the Nigerian business environment.  What looks plausible at a headline level can become derailed in the details and the significance of the petroleum industry to Nigeria’s economy is such that there is no room for error.
It would be easy to just look forward, but there are lessons in the past.  Current petroleum legislation has not only enabled the growth of onshore oil, from which government and NNPC take the vast majority of income, but has also seen the delivery of the pioneering Nigeria LNG business and the opening-up of Nigerian deepwater oil.  FGN/NNPC have received net cash (after deducting investments) of over US$4 billion from NLNG since 2004 and close to US$6 billion since late 2005 from just one deepwater PSC (Bonga field), which entailed no FGN/NNPC investment.  Shell is proud to have been a partner of Nigeria and at the forefront of delivering this value to the country.
Those who had the vision to create the framework for such risk-taking and investment managed to strike a balance.  Today, Nigeria continues to need high levels of investment to create jobs, to enable growth in domestic gas and power and to restore oil production to levels that allow the Federal Government and, through derivations, the State governments to have sufficient funding to balance the budget and carry out programmes extending well beyond the oil industry to benefit the heart of our societies.  Many of the headlines and objectives of the PIB are laudable, but a closer examination of the details shows the balance has not yet been struck and changes are necessary if Nigeria wishes to stimulate the next phase of economic growth.



The submission of the Inter-Agency group to this Public Hearing yesterday called for a substantially different bill to that read in the Senate and the House of Representatives.  We recognise the right of the State to develop legislation and embrace this consultation process.  We believe that, as an interested stakeholder with many US$ billions invested in the industry in Nigeria, we have unique insights into the practicalities of implementing the PIB which lead to a number of fundamentally different conclusions to those presented yesterday.  In particular, we believe statements about cost were “aspirational”, made without reference to current industry realities, security requirements in Nigeria, inefficiencies in contract and procurement processes, limited contractor capacity reducing competition and over-looking the benefits seen elsewhere in the economy when utilising local content providers.  We have, as yet, been unable to hold the detailed high-quality dialogue that we would like on the PIB with the Inter-Agency group but remain available to do so.  

While we make lengthier comments in our Memorandum, in the interest of time please allow me to make just 4 specific points:

1. Gas growth projects become uneconomic
SPDC JV is Nigeria’s biggest domestic gas supplier, providing about 70% of all of Nigeria’s DomGas today, and it has growth aspirations.  SPDC has already invested over US$1.5 billion in the Afam power plant, which increased Nigeria’s dispatched power by 20%.  And Shell is the only IOC to have established an operational gas distribution company to supply industrial customers in Nigeria.
Yet domestic gas prices to power customers are very low in Nigeria today, $0.15/MMBtu or $1 per barrel oil equivalent compared to European gas price benchmark of between $5 – 8 MMBtu or $30 – 45 per barrel oil equivalent.  Even with the proposed increases in the Gas Master Plan, the prices would only attain a level of $1.0/MMBtu or $6 per barrel equivalent by 2012, way below that necessary to support major new investments. 

The existing fiscal legislation recognizes the fundamental difference between oil and gas, but the proposed PIB treats oil and gas fiscals equally, making all gas projects uneconomic.
The consequence is as follows:
· Gas growth stagnation will negatively impact national power and the GDP multiplier aspiration; and
· Existing gas export projects such as NLNG and WAGP will become empty over time, resulting in significant contractual penalties and lost revenue.
Further, the PIB proposal to charge penalties for a failure to make new investments and so meet domestic gas supply targets set by government, coupled with the threat of cross-defaulting other projects via the withdrawal of licenses will not only fail to enable new investment but will raise the spectre of Nigeria being an unsuitable place for new investments, reducing liquidity and increasing the price of debt for a much reduced pool of opportunistic participants.
Distinguished Senators,

To achieve Government’s aspirations on gas & power growth, Nigeria needs a well-balanced gas fiscal framework that will enable a reasonable rate of returns on investments, coupled with assurances of being paid.  With the current low gas prices, the harsh fiscals proposed in the PIB do not recognize current realities and with the abolishment of existing incentives, something would just have to give.
2. I-JVs must be structured correctly if they are to be self-funding
Over the last 8 years, the SPDC JV has been structurally underfunded, resulting in SPDC’s inability to achieve planned growth in oil and gas development, including flares out. During this period, SPDC and its IOC partners have provided numerous short term funding solutions to alternatively fund the JV (e.g. Bank loans, Bridge Loans, MCA, Arrears). Shell considers the I-JV as a structural solution to a long-standing funding challenge. Funding needs to improve to meet national target of 4 million bbl/d oil production, 40 billion barrels reserves, to supply domestic gas and to end flaring. 
IJVs must be structured to enable self-funding, including the raising of huge quantities of debt across the industry.  To fail to do so would invalidate a key pillar of the PIB.  Yet this structure will necessitate hard decisions, often entailing compromises from ideals, that require proper consideration due to their gravity.   
· Significant start-up capital and interim cash calls will be required during initial phase of the I-JVs. Provisions are required in the 2010 and perhaps 2011 appropriations for the Joint Venture companies;
· I-JVs should not be seen as a government controlled entities, as that would complicate securing debt and constrain funding. I-JV governance structures should be such as to make the I-JVs independent business entities that will be viable enough to attract funding;
· Transition activities including Board definition, Technical Service Agreements, resolving existing funding solutions already in place, transfer of all staff and assets to I-JV, establishing a necessary management and operating track-record required by lenders, etc. are complicated and would require adequate implementation time.

Safeguarding existing operations and revenue generation in a safe and responsible manner is essential during the transition to I-JVs. 
Distinguished Senators,

The PIB prescribes too little time to implement the I-JVs.  This requires detailed consultation and is likely to take up to 3 years until the new entity is fully functional.  Interim milestones (e.g. incorporation of the I-JV, appointment of the Board, etc.) could be introduced to ensure adequate progress with the transition.
3. New Deepwater investments will come to a grinding halt if proposed PIB fiscals are passed to law

The first Deepwater PSCs were awarded in 1993, enabling SNEPCo to unlock this new Frontier with significant investment, taking on very high risks in a process stretching well over a decade.  Today’s deepwater production constitutes about 28% of Nigeria’s production, with significant potential for further developments in turn having scope for material local content development (e.g. new fabrication yards etc.).
The PIB proposes multiple, increased royalties and taxes that, frankly, make new investment in the deepwater unviable.  Further, certain legitimate costs are excluded from cost recovery, notwithstanding Nigerian Content requirements have been met.  Finally, the PIB seeks to resolve existing disputes via legislation rather than negotiation or contractual mechanisms, running the risk of calling into question Nigeria’s whole investment environment.

Distinguished Senators, Nigeria needs to
Define PIB fiscals for the Deepwater regime on a realistic cost base that would stimulate further investments and growth while deferring to contractual mechanisms that already exist to resolve current disputes that cannot be settled via negotiations.
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5. Definition of new Petroleum Mining Leases  
The PIB calls for the mandatory relinquishment of large license areas.  SPDC JV’s Oil Mining Leases were acquired and have been subject to exploration, appraisal and development at substantial cost for 20 years. The existing leases underpin SPDC’s long term supply agreements with, amongst others, PHCN, NGC and NLNG and are the base from which SPDC plans to grow its oil & gas production.  In effect, this PIB provision would: 
· Undermine existing gas supply obligations and SPDC’s ability to fulfill DomGas obligations, considering that these require having access to assets;
· Penalise SPDC JV for historic ‘underfunding’ and/or security problems preventing access that has led to many undeveloped discoveries;
· Create uncertainties during the I-JV transition period and potentially add further funding pressure if near-term incremental investments are required purely to preserve license areas, more-so than to satisfy wider business and country drivers;
· Put future (deep) exploration at risk.
· 
But fundamentally, the provision calls into question Nigeria’s distinguished track record for observing contracts that has led to the investments made to date and that would be critical when I-JVs seek to raise debt.
Distinguished Senators,
There is an urgent need for adjustment to the PIB, such as via the “Savings” (grand-fathering) provisions that clarify the I-JVs’ rights regarding current lease agreements. 
Conclusion

I have seen comments reported along the lines of “what is bad for the IOCs is good for Nigeria”.  At any time, not least when the country faces many challenges, it requires significant investment, it needs local content providers who would expand capacity as well as  the need to grow domestic gas & power, nothing could be further from the truth.  Long-term partnerships are based on mutual respect and intrinsic inter-dependence.  A fair and equitable balance between an enabling investment and the fiscal regime is required within a stable, predictable investment environment.  This is a minimum standard to prevent “capital flight” from Nigeria to other countries in a global market place.  Our proposed changes to the PIB are set out in our submitted Memorandum and we are at your service and willing to further discuss these suggestions to enhance overall delivery of the stated objectives.
Distinguished Senators, in order to make the Bill deliver the laudable aspirations, our prayer to this distinguished Senate of the Federal Republic of Nigeria, is:
1. A re-definition of the PIB fiscals based on a realistic cost base, in order to:

a. Deliver gas to the nation in line with Gas Master Plan and the Government’s ‘7 point agenda;
b. Explore and develop Nigeria’s Deepwater ;
c. Grow Nigeria’s resource base to 40 billion barrels and produce 4 million barrels per day.
2. Secure grandfathering of current lease agreements until lease expiration; with transparent rules for renewal.
3. To enable consultation between industry and the Inter-Government agencies that allows for a robust transition to properly functioning I-JVs.
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