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EXECUTIVE SUMMARY
Governments around the world use typically three different types of petroleum arrangements:  concessions, production sharing contracts and risk service contracts.  

In this context, the question arises which petroleum arrangement and which fiscal system is the best from a government perspective in terms of maximizing the value of government revenues.  This question has become highly relevant, since the oil price has increased to over $ 130 per barrel.  This means that losses to government associated with sub-optimal fiscal systems are now very high.
Depending on the details of the fiscal system,  the government take can be exactly the same under any of the three petroleum arrangements.  The level of government take does not depend on any of the three types of petroleum arrangements. 
The level of government take depends on the world wide supply and demand for concession and contract areas and the detailed economic characteristics of the project for which the fiscal regime is being designed.   For instance, governments can obtain a very high government take for the development of low cost light oil in already discovered fields, while a much lower government take is required in order to encourage investment in high risk exploration projects for small target fields. 
In order to maximize the value of government revenues,  the government should maximize the level of production by creating profitable conditions for the widest possible range of petroleum exploration and development projects and extract the maximum government revenues from each project.

Furthermore, the government should ensure that investors are encouraged to achieve the maximum level of production at the lowest possible costs at the optimal pace of development that is consistent with good conservation practices.

Under high oil prices governments should pay attention to achieving a higher government take under higher oil and gas prices,  in order to avoid windfall profits under these conditions.   
The current price environment could lead to companies squandering capital and human resources in order to gain new opportunities.  Governments should therefore pay increased attention to fiscal structures that provide a disincentive for inefficient operations.   

The current high oil prices make it much more attractive to involve international oil companies rather than relying mainly or exclusively on national oil companies. The high government take that can be obtained under high oil prices corresponds to a low corporate take.  The low corporate take means that the “price of hiring an international oil company” is now comparatively low.  National oil companies have to be unusually efficient to prevent significant losses to their host governments, because each barrel not recovered or produced later results now in a significant value loss.
A number of countries and jurisdictions did reasonably optimize their fiscal systems in order to achieve maximum benefit during the pre-2003 period.   The recent strong increases in oil and gas prices have created disequilibrium.   As a result, at this moment the world is in a state of adjustment and many jurisdictions are reviewing their fiscal terms.  
There is no evidence that any of the petroleum arrangements is inherently more successful under the new price environment than other arrangements from a government perspective. What matters is the detailed fiscal structure of these arrangements.  Optimal fiscal design for concessions, production sharing contracts or risk service contracts could all lead to maximization of the value of the government revenues.
However, many nations still have sub-optimal fiscal systems, regardless of the petroleum arrangement that is applied, which causes considerable losses at this time.   This is in particular the case for certain risk service contracts,  such as the Iranian buy back contract,  whereby losses could be as much as 40% of the optimal value that could otherwise be achieved under well structured fiscal systems.
Government Take and Petroleum Fiscal Regimes

1.  Introduction

This report is written for Clifford Chance LLP, London, UK at the request of the Kurdistan Regional Government of Iraq.

Most governments around the world try to achieve the highest possible benefits from the exploration, development and production of their oil and gas resources.   Benefits come in many forms, such as employment for oil industry professionals and workers, local business opportunities, training and technology transfer, opportunities for local investors and local research and development activities.   However, a very important benefit for most countries is the stream of government revenues that is associated with the production of oil and gas.  Governments explore, develop and produce oil and gas directly through operations of their national oil companies (“NOC’s) or through the involvement of international oil companies (“IOC’s).

In case of IOC operations, governments have developed a wide variety of petroleum arrangements in order to seek the maximum benefit for the host nation.   These petroleum arrangements include concessions, production sharing contracts or risk service contracts.  Within these three types of petroleum arrangements there are many variations with respect to the fiscal
 systems that are being used.

For instance, in the Middle East and North Africa, all three types of petroleum arrangements are being used.  Algeria has introduced a new law in 2005 that provides for concessions; Egypt is using production sharing contracts, while Iran is using risk service contracts, called buy back contracts.

In this context, the question arises as to which petroleum arrangement and which specific fiscal system is the best from a government perspective in terms of maximizing the value of government revenues.  This question has become highly relevant, since the oil price has increased to over $ 130 per barrel.  This means that losses to government associated with sub-optimal fiscal systems are now very high.

This report deals with this issue.   Van Meurs Corporation is specialized in providing consulting services on maximizing government revenues. The firm has worked in this capacity over the last 34 years for 80 governments.   This report draws extensively on this work and in particular a report published by the firm entitled “Maximizing the value of government revenues from upstream petroleum arrangements under high oil prices”.  This report can be downloaded from the website www.petrocash.com.

2.   Petroleum Arrangements
There are three types of petroleum arrangements in the world: 

· concessions,  licenses or leases,  which will be jointly called “concessions” in this report

· Production Sharing Contracts (“PSC’s)

· Risk Service Contracts (“RSC’s”)
Concessions.  The fiscal systems under concessions usually have royalties and corporate income tax as their main components.  However, also other payments to government may be required such as bonuses, rentals, special petroleum taxes, windfall profits taxes, property taxes and export duties.  Under concessions, the IOC’s are being granted the exclusive right to exploration and production of the concession area and own all oil and gas upon production, subject only to the royalty.  The royalty has to be provided in cash or kind to the government.  Examples of governments that use these regimes are the USA,  Canada, Norway,  UK,  Russia, Brazil,  Algeria,  Saudi Arabia (for gas only),  South Africa,  Pakistan, Thailand and Australia.

Production Sharing Contracts. Under PSC’s the NOC, or the state directly, enters into a contract with the IOC’s whereby these contractors finance and carry out all petroleum operations and receive an amount of oil or gas for the recovery of their costs as well as an amount of oil or gas that represents a share of the profits.  Sometimes PSC’s also require directly certain payments to government such as royalties, corporate income tax, windfall profits taxes, etc.  Examples of governments that use these regimes are Indonesia, Malaysia, India, Egypt, Gabon, Ivory Coast, Syria, Yemen and Trinidad and Tobago.

Risk service contracts.  Under RSC’s, the IOC’s finance and carry out petroleum operations and receive fees for their services which could be in cash or in kind. The fees typically permit the recovery of all or part of the costs and some type of profit component for carrying out the services.  Currently, RSC’s exist in Mexico and Iran, while Iraq and Kuwait are considering these concepts. 
Apart from RSC’s there are also Technical Services Agreements (“TSA’s”). These are contracts between the government and the IOC’s, whereby IOC’s are paid to perform consulting services. IOC’s do not manage the operations and do not make any investments. Kuwait is using such TSA’s.  

Under some of the concessions, PSC’s and RSC’s, NOC’s could have a so-called carried interest or working interest.  A carried interest means that the NOC participates in the petroleum operations on a joint venture basis after an oil or gas discovery has been made, which is approved for development.  Where oil and gas has already been discovered NOC’s sometimes take a joint venture working interest directly from the start of the petroleum arrangement.  

Some petroleum arrangements consist of two phases, such as the buy back contract in Iran. Phase 1 is the actual RSC with an IOC for a short duration in order to initially develop the oil or gas field.  Subsequently, during Phase 2, the operations are handed over to the NOC which continues the operations until the end of the life of the oil or gas field.  

3.  Government take, government revenues and the value of government revenues
Governments have as objective to maximize the value of the government revenues in petroleum arrangements with IOC’s.  In order to understand the process of maximization it is important to understand three different concepts: 
· government take,  
· government revenues, and 
· the value of government revenues. 
In order to explain these concepts an example of the development of a one billion barrel oil field will be used.  It is assumed that the field can be developed over a total concession or contract period of 25 years.  

The first step in determining the government take is the determination of the so-called “divisible income”.   The divisible income consists of the total gross revenues from the oil or gas field less the capital costs and operating costs.   Following is an example calculation assuming an oil price of US $ 100 per barrel:

Gross Revenues:  1 billion barrels at $ 100/barrel

$ 100.0 billion


Capital Expenditures:


$     3.2 billion


Operating Expenditures:

$     4.8 billion


Total Costs:






$      8.0 billion









------------------


Divisible Income





$   92.0 billion   


The “government take” is the share that the government receives of this divisible income as government revenues.  Following is an example for a 95% government take.

Divisible Income:





$    92.0   billion


Government Revenues based on a 95% government take:
$    87.4   billion


Net Cash Flow to the IOC, or a corporate take of 5%:
$      4.6   billion 

Governments usually pay great attention to the timing of the government revenues.  

If government revenues are received later rather than earlier, the government may have to find other sources of revenues in order to achieve certain budget objectives.  Governments may have to raise taxes, reduce expenditures or may have to increase government borrowing.  
For instance, governments may have to pay 5% interest in order to borrow.   This means that it is costly for governments to have a delay in government revenues during a contract or concession. 

Even if governments have a budget surplus, the excess revenues may be dedicated to a sovereign wealth fund and make a rate of return in such funds for the nation.   Therefore,  if a government receives revenues later,  it looses the opportunity to make such earnings.

Therefore, in order to judge the value of the government revenues, the “time value of money” has to be taken into account.   For instance, a government may discount the value of future revenues with a 5% discount factor in order to reflect this time value of money.   This means that $ 1 million received today is worth $ 1 million,  but $ 1 million received in 10 years is worth only $ 644,609 today.  In this way, all the revenues year by year from a concession or contract can be assessed and the total value that these revenues have today can be calculated.   

For instance, the value of the government revenues in the above example is only $ 54.2 billion today.
To summarize,  for our example the following results apply:

· the undiscounted government take (“GT0”) is 95%

· the undiscounted government revenues (“GR0”) are $ 87.4 billion

· the 5% discounted value of the government revenues (“GR5”) is $ 52.2 billion. 

The goal of most governments is to maximize the value of the government revenues at a discount rate that is appropriate for the respective government.   This means that governments take into account that oil and gas revenues that are received earlier are more valuable to a government. 
For relatively wealthy governments a discount rate of 5% is appropriate under current world wide conditions.  For governments in financial distress a higher discount rate would be used.  This means such governments are more urgently in need of early revenues. 
4.  Government take under different petroleum arrangements
The same percentage government take, the same government revenues and the same value of government revenues can be obtained under any of the three petroleum arrangements.
The above example can be used to explain this matter.  
For instance, assume a government is of the view that it wishes to obtain a 95% government take from the one billion barrel oil development venture.   How could this be accomplished under the three petroleum arrangements?
Under the concession system the government could demand a 46% royalty and a 90% special petroleum tax.   This would be calculated as follows:


46% royalty of $ 100 billion gross revenues:


$ 46.0 billion


Taxable income:   
Gross revenues $ 100.0 billion





Royalties
  $   46.0 billion





Costs

  $     8.0 billion

                                                                          ----------------





Taxable income $   46.0 billion


Tax:  90% of taxable income:




$ 41.4 billion










----------------


Total revenues to government:



$  87.4 billion

The after net cash flow to the concession holder would be $ 4.6 billion.

Under a PSC,  the government would first permit the recovery of costs as cost oil.   This means 80 million barrels of oil at $ 100 will be provided to the contractor to recover his costs.   The remaining 920 million barrels would be split as follows:


95% share of profit oil for government with a value of:
$ 87.4 billion


5% share of profit oil for the contractor with a value of:
$   4.6 billion

Under a RSC, the government could first compensate the contractor for his cost by paying the contractor $ 8 billion in cash over time as these costs are incurred.  Furthermore, the government could pay the contractor $ 4.60 per barrel for his services as profit.   This means that the contractor in total would receive $ 4.6 billion. The revenues left for the government are now as follows:


Value of gross revenues at $ 100 per barrel:


 $  100.0 billion


Payment to the contractor to recover costs:


 $      8.0 billion


Payment to the contractor as profit margin:


 $      4.6 billion










-------------------


Revenues to the government:




$     87.4 billion 

As can be seen in all cases the GT0,  the undiscounted government take,  is 95%.

Also under all cases the GR0,  the undiscounted government revenues, are $ 87.4 billion.

Therefore the GT0 and GR0 for the three petroleum arrangements are identical.

What about the GR5,  the 5% discounted government revenues?  

In fact the concession would result in a slightly higher GR5 than the risk service contract and the PSC would result in a slightly lower GR5.   

However, if the government wishes to calibrate on an identical GR5, the PSC and the risk service contract can be made equal to the Concession, by slightly increasing the profit oil split and slightly lowering the fee per barrel.  Therefore,   it is very easy to calibrate the three fiscal systems in such a way that the government in all three cases receives government revenues that are of equal value to the government, taking a 5% discount rate into account.

Government revenues can be equalized for any particular price-cost combination for any of the three petroleum arrangements using whatever yardstick the government likes to use. 

It is therefore clear that the type of petroleum arrangement does not determine the level of government take or government revenues, whether discounted or undiscounted.
What determines the government take? 
5.  Factors that determine the level of the government take
There are two factors that determine the level of government take, these are:

· the mega-trends that have caused a low or high government take during the last few decades,  and 

· the micro-environment for each project whereby detailed technical,  economic and risk conditions determine the maximum government take that can be achieved.

Mega-trends.  The government take is really the “price” that investors are willing to pay for exclusive access to concession or contract areas for petroleum exploration, development and production. The “price” is determined by the market forces through:

· The supply of concession and contract areas by governments,  and

· The demand for concession and contract areas by IOC’s.

With about 150 governments (federal, provincial, state) regularly or occasionally offering acreage and about 200 active IOC’s looking for new opportunities there is a very strong world market in petroleum contract and concession areas.  

Since 1973 there have been three major movements in government take:

· From 1973-1984 the government take increased strongly due to increasing oil prices and the fact that nationalizations took acreage off the market,

· From 1984 – 2003 the government take decreased because many countries opened up for exploration and production and much new deep water acreage became available, while oil prices declined,

· Since 2003 the government take is going up again because oil and gas prices are increasing strongly and new acreage availability is now limited.

Micro-environment.  Within this overall framework, the maximum government take for any particular project is determined by economic and other conditions, such as:

· Whether the project relates to the development of an discovered oil or gas field, or whether it is an exploration project, 

· If it is an exploration project, the geological risk of drilling dry holes and possible attractiveness of possible discoveries,

· The logistical and cost conditions of the area,

· The nature of the project,  such as whether it relates to light oil,  heavy oil,  enhanced recovery or LNG development, 

· Whether the area is close or far from markets, and
· The political, fiscal, regulatory, environmental and other risks.
The maximum government take that can be obtained is competitive with comparable other international or national opportunities.    

For these reasons the government take for individual petroleum projects varies between 25% and 98% around the world depending on these circumstances.
Chart 1 is an illustration of typical GT0’s for the three petroleum arrangements under favorable conditions, average conditions and unfavorable conditions. 

It can be seen how for conditions of large low cost onshore oil fields,  the government takes could be very high, in the 95% - 99% range, as in Abu Dhabi (Concessions),  Kuwait (model North Kuwait Operating Services Contract) or Libya (EPSA IV PSC’s)

In the case of average conditions, such as for the Norwegian North Sea (Concession) or Egyptian deep water offshore (PSC),  the government take is typically in the 60% to 85% range.  This range could also apply to the Phase 1 of the Iranian petroleum arrangement which is the buy back contract.  The short duration, as short as 5 years of these contracts, requires Iran to rapidly refund the private investors their capital and operating costs in a short period.  Due to the short term of the contract, the government take is highly variable depending on circumstances.

Under relatively unfavorable conditions the government take could be in the range of 40% to 60%.   This is now applicable to the relatively small fields in most of the British North Sea (Concession’s), with respect to LNG developments offshore East Timor (PSC’s) or the RSC’s for marginal gas fields in Mexico, the multiple services contracts. 
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Given the fact that government take is determined by many factors, what are the policies that lead to a maximum value of the government revenues?
6.  Policies that lead to a maximum value of the government revenues. 

An important step in achieving the highest level of government revenues is to achieve the highest possible level of production.  Also the timing of the government revenues is important, which means early production is beneficial.    

Countries constrained by OPEC quota are limited in their options in this respect.   Nevertheless,  even OPEC countries have set objectives to achieve higher levels of production.  For instance,  Kuwait is to achieve 4 million barrels per day by 2020. 

Two policies result in achieving the objective of maximizing the value of government revenues.   These policies apply to concessions, production sharing contracts or RSC’s. 

Policy 1:   Maximize production by creating profitable conditions for the widest possible range of petroleum exploration and development projects and extract the maximum government revenues from each project.

The maximum government take is determined by prices, costs, development or exploration,  exploratory risk and targets and other risks.  Therefore, it is obvious that a policy that flexibly adjusts the government take to different conditions will result in the highest possible overall production. This will ensure that the largest number of projects will contribute to the production and therefore government revenues from oil and gas. 

This means for instance, as examples:

· setting a lower government take for costly difficult and heavy oil, but a higher government take for low cost light oil developments, and
· setting a lower government take for high risk exploration aimed at smaller and expensive oil and gas fields,  but a higher government for low risk exploration for larger low cost oil and gas fields   

This can be done by:

· establishing the best fiscal conditions for government for each concession or contract area, which means each area would have different terms, or 

· by creating flexible fiscal systems that adjust automatically to different conditions,  or 

· both. 

Policy 2.   Ensure that investors are encouraged to achieve the maximum level of production at the lowest possible costs at the optimal possible pace of development that is consistent with good conservation practices.  
In order to ensure an optimal pace of development it is important that the level of government take is competitive with other investment opportunities.  

If terms are too generous, an investment boom will occur that creates massive development, but the government does not receive its fair share and the value of the government revenues will not be optimized. 

If terms are too tough, companies will slow down activities and divert capital and human resources to other parts in the world and governments do not achieve an adequate pace of oil and gas development and the value of the government revenues will be less.  

A competitive level of government take optimizes the pace of development and encourages companies to carry out voluntarily sustained active work programs that ensure the application of the best possible technology to the development of the petroleum resources. 

How do governments achieve development at the lowest possible costs and create maximum production and recovery from the reservoirs?

In order to achieve the highest production and recovery from the reservoirs at the lowest possible costs, the fiscal systems have to align the government objectives and the profit objectives of the investors.   This alignment has to be such that investors achieve a higher level of profitability and make more profits:

· If they discover larger fields as a result of their exploration program,

· If they achieve higher levels of production and higher oil or gas recovery,  and

· If they are more efficient, which means they create the lowest possible costs under optimal production scenarios.

This can be done by structuring the fiscal terms in such a way that these terms align the government objectives of maximizing the value of government revenues with the IOC objective of higher levels of profitability.  This means the structure of the fiscal terms has to be appropriate.   

What factors have to be taken into account to achieve the optimal fiscal structure? 
7.  Strategies to achieve an optimal fiscal structure 

The strategies to achieve an optimal fiscal structure for the petroleum arrangements focus on the three main components that determine the profitability of operations:
· The optimization under higher or lower oil and gas prices

· The optimization under higher or lower costs,  and

· The optimization for exploration projects,  under higher or lower probability of success and expectations for smaller or larger fields

These strategies can be applied to concessions,  PSC’s or RSC’s.

Price variation. 

The recent unexpected and dramatic increases in oil prices have brought again in sharp focus the need for governments to structure their fiscal systems in such a manner that they capture windfall profits created by such high prices.  

Obviously, the best strategy in order to maximize the value of the government revenues is to capture a much higher government take under high prices than under low prices. 
Since,  the first oil price shock in the 1970’s governments have introduced a variety of fiscal features that achieve a higher government take under higher oil and gas prices. 
The fiscal features that have been developed by governments to achieve this under concessions and production sharing contracts are:

· Windfall profits taxes aimed directly at the price differential between a base price and the market price,  such as recently introduced in Algeria, 
· Price sensitive taxes,  that have automatically a higher percentage tax with a higher oil or gas prices,  such as Petroleum Profits Tax in Alaska,

· Taxes or profit oil or gas with sliding scales that are based on profitability,  such as ratios based on profitability  (“R-factors”) , such as the PSC’s in India or the IRR, such as in Saudi Arabia for the gas initiative,

· Hydrocarbon taxes with uplifts for costs,  such as in Norway,  and

· Price sensitive export duties, as applied in Russia. 

The recent strong increases in oil prices require to take a new look at these features. More emphasis on windfall profits taxes and other features that are directly price sensitive is necessary.  
Current RSC models in the world are all based on fees that are not sensitive to oil prices or gas prices.   This means that under these models the government takes 100% of the price increase.   At the same time the government gives 100% of the price decrease as well.   This is an extreme variability of government take related to price that is not desirable from the perspective of an optimal pace of development.   

The main problem with these fiscal structures is that somehow the fixed fees have to be agreed to at some time between the government and the IOC.  Under conditions of high oil prices IOC’s would only accept relatively high service fees. If prices decline again these agreed service fees would be too generous. At the same time under even higher oil prices the pace of exploration and development would slow down,  since it would not be of interest to investors to make further follow up investments in the fields compared to other investment opportunities around the world.
Cost variation.   
With respect to cost variation there are two separate strategies to follow in parallel:  
· The government should ensure the highest possible government take for each cost environment,  and

· Achieving the best possible government take while ensuring cost efficient operations within each cost environment.
Highest government take for each cost environment.   Costs are generally difficult to estimate in detail.  
However,  it is often possible in each jurisdiction to distinguish between different cost environments,  whereby different types of petroleum resources are associated with different levels of cost.  
Following Table 1 is an example of such environments:

	Table 1. Typical cost environments (capital costs plus operating costs) for oil and gas fields (wells) ($ per barrel of oil equivalent) ($ 2008)

	
	Low
	High

	Large onshore fields in Middle East and North Africa
	$ 2.00
	$ 8.00

	Onshore oil and gas fields in other parts of the world
	$ 4.00
	$ 24.00

	Onshore heavy oil fields (no major upgrading)
	$ 8.00
	$ 28.00

	Shallow water oil and gas fields
	$ 10.00
	$ 30.00

	Individual oil and gas wells in North America
	$ 12.00
	$ 35.00

	Deep water oil and gas fields
	$ 12.00
	$ 40.00

	Oil sands (mines, SAGD) including upgrading
	$ 18.00
	$ 40.00


In each country these cost ranges would be somewhat different depending on local cost and logistical conditions.

For each cost environment the entire cash flows are also different.  For instance,  in deep water operations it may take 10 years before first production is achieved after the award of a contract or concession,  while for development of discovered onshore oil and gas fields this may take only 3 years. 

Governments over the last few decades have often designed separate fiscal terms for these different cost environments.   This is a good policy from the view of maximizing the value of government revenues.

Fiscal features that have been used for these purposes are:

· Charging higher or lower royalties for the different environments,  such as Nigeria does.

· Charging higher or lower levels of profit oil or gas,  such as in Indonesia,  or

· Developing entirely different fiscal structures that are tailored for the specific circumstances,  as Alberta does for its conventional oil and gas wells and its oil sands project.
Optimal government take within each cost environment.   Within each cost environment there are two conflicting objectives.
It is important for governments to achieve higher government revenues when costs are lower,  however,  at the same time it is important to encourage efficiency among IOC’s by offering higher profits under lower costs.  

This is a relatively difficult balance to strike.   
A best policy is to create a “win-win” situation.  If the investor is more efficient:

· the investor should benefit from a higher level of profitability and more profits,  while at the same time

· the government should receive higher government revenues. 
In other words the benefits of higher levels of efficiency should be shared between the government and investors.  
This means it is not a good policy to “cream off”  all profits over a particular level of profitability.   This results in investors having no interest in achieving the most efficient operations.  In fact, they would make more profits under expensive operations with an identical level of profitability. 

Government features that potentially establish a “win-win” situation are:

· systems with sliding scales that are based on R-factors and IRR concepts,

· Systems with “uplifts” or tax credits that protect high cost and marginal operations in the general cost environment, 
· Cost saving sharing as is designed under the RSC, called Operating Services Contract, for the North Kuwait oil fields.
Promoting cost efficiency in an important issue, because under the current high oil prices IOC’s may be induced to squander resources in order to capture new opportunities.  Governments should therefore increase their attention to fiscal structures that reward efficiency and provide a disincentive for squandering capital and operating costs.  
In order to encourage efficiency the government take with lower costs should only increase slightly,  stay neutral or even reduce slightly,  while the government revenues increase with higher efficiency. 

Exploration features
Fiscal systems for petroleum exploration or development projects or for individual well drilling as in North America,  should create a higher government take with the level of daily production or cumulative production. 

However,  at the same time fiscal terms should encourage IOC’s to achieve the highest possible rate of production and recovery from the reservoirs that is consistent with good conservation practices.   This means that fiscal systems should result in more profits for the IOC’s if they recover more oil and gas and produce it earlier.  

Conclusion

The design of an optimal fiscal structure requires balancing a variety of issues related to prices, costs and exploration risks and expectations.  
There is no fiscal system that is “perfect”.   Each system has its advantages and disadvantages in achieving the maximum value of government revenues.

Often it is difficult for governments to assess all these matters accurately.  How can governments ensure that they get it “right”? 

8.  Bid and negotiating process 

As discussed before, the maximum value of government revenues depends on the international market for oil and gas concession and contract areas.  

It is for this reason that governments often use some type of bid system or negotiations to extract the maximum value of government revenues from areas with different geological risk and different other economic and logistical characteristics within the cost environment.   

For instance,  this means that a low bonus bid can be expected for a high risk block that is believed to contain small fields,  while a high bonus can be expected for a low risk block that is believed to contain large fields.  With such a bid system, the government can “fine tune” the government revenues.  

The bid or negotiating process therefore plays an important role in maximizing the benefits to government.  

The bid process does not have to be for signature bonuses.  It could be for other fiscal variables.  In the case of service contracts, it could be for discounts on the fees.   It is also possible to have work program bids in order to maximize the amount of exploration.

The current high oil prices have increased the demand for oil and gas upstream opportunities considerably, while many new IOC’s have entered the scene.   This means that there is a strong competition among IOC’s, permitting governments to extract the maximum possible benefit.   

Where competitive conditions exist, transparent bid processes should now play a major role in maximizing the value of government revenues. 

Competitive conditions now exist in most parts of the world.  However, there are some areas with very high political risks or areas with certain marginal opportunities. In these cases a negotiating process rather than a bid process can be recommended.
As can be seen from the above discussion the involvement of IOC’s in the national oil and gas development requires considerable planning and economic optimization.
A simple question is therefore why involving IOC’s in the first place?  After all, if NOC’s would develop the same fields or do the same exploration, the state simply keeps a government take of 100%.
9.  Relative benefits of involving IOC’s compared to NOC developments.
The current high oil prices make it much more attractive to involve IOC’s in the operations rather than relying exclusively on NOC’s.  

The high government take that can be obtained under high oil prices corresponds to a low corporate take.  The low corporate take means that the “price of hiring an IOC” is now comparatively low.  This creates a situation where IOC involvement is typically highly beneficial based on a comparative analysis of IOC and NOC performance.    

NOC’s have to be unusually efficient in order to create value for their host governments compared to IOC’s.  The high oil and gas prices mean that any delays in production caused by NOC inefficiencies result in considerable losses in value of government revenues.   If NOC’s recover less petroleum from the reservoirs than IOC’s would do, losses in government revenues are very important under high oil and gas prices.

The fact that the government retains 100% of the profits of the NOC’s no longer makes up for the fact that NOC’s typically recover and produce less oil than IOC’s over a certain period.   

Assuming the involvement of IOC’s, are most nations maximizing the value of government revenues for oil and gas under their respective petroleum arrangements?
10. Current status of upstream petroleum arrangements in the world
Governments typically need some time to adjust their policies to new economic circumstances.  Fiscal systems are changed only now and then.  

This means that most governments today are still “stuck” in fiscal systems that were designed prior to 2003.   Many governments have not yet adjusted their fiscal terms to the $ 60 price level,  let alone the new economic framework of $ 130 per barrel oil.
The fiscal systems that were designed prior to 2003 often do not adhere to the two policies to maximize government take and the principles described in Chapter 6 and 7 of this report. Even some of the systems designed after 2003 do not achieve this goal.

Political,  historical and legal reasons have often resulted in sub-optimal fiscal systems.

Sub-optimal fiscal systems create far more significant damage to host governments under current high oil and gas prices.

Following is a brief review of the current status of fiscal systems in the world.  The discussion is done separately for concessions, production sharing contracts and service contracts.

Concessions

Many jurisdictions still have today concession systems that do not respond to higher oil and gas prices or lower costs with a higher government take.  These jurisdictions include the USA, the UK,  onshore Australia,  Argentina,  Brazil, Morocco,  Nigeria and Pakistan. 

There are also a variety of jurisdictions with concession systems that have implemented various degrees of price sensitivity and other features that are aimed to extract a higher government take under more profitable conditions. Jurisdictions with such systems include Australia-offshore,  Alberta, Norway,  the Netherlands,  Saudi Arabia (for gas only), Algeria,  Colombia,  Thailand,  Russia,  and Trinidad and Tobago.
Production Sharing Contracts

Many countries still have PSC’s with fiscal systems that do not respond to higher oil and gas prices or lower costs with a higher government take.  These are countries, such as Bangladesh,  Egypt, Gabon,  Indonesia, Philippines, Sudan, Syria, Yemen and Vietnam.  

There are also jurisdictions with PSC’s that provide for a degree of adjustment to more profitable circumstances,  such as Libya,  Azerbaijan,  China,  Equatorial Guinea,  Ghana,  India, Malaysia and the Kurdistan Regional Government in Iraq.    

Risk Service Contracts

It should be noted that there is a wide variety of styles of RSC’s and therefore the world status needs to be analyzed for each type of contract separately.  

All currently existing RSC’s or models of RSC’s suffer from the fact that fees are not oil or gas price sensitive.  This results in the deficiencies already noted in Chapter 7. 
Following is a discussion of the main types of RSC’s.  The contracts are listed from the least sophisticated to the most sophisticated in terms of alignment. For each model there is a brief commentary on the alignment issues provided in italics.

Buy Back Contracts.    Iran has so-called buy-back contracts.  These are short term contracts of,  for instance,  5 years,  whereby the contractor at his own risk develops an oil or gas field and recovers operating and capital costs and a negotiated fixed fee. The contract is based on a pre-determined work program.  

Under this contract the NOC takes over from the IOC’s after Phase 1 and therefore this creates all the deficiencies associated with NOC’s analyzed in Chapter 9.  Also the contracts do not provide an incentive to maximize ultimate production and recovery. 

RSC’s in Iraq. The Ministry of Oil in Iraq has developed model RSC’s for the development of fields and for exploration and development of fields.   The contracts are also for a limited period, with the NOC taking over afterwards. Under this model the contractor receives cost recovery from a share of production.  The remuneration is determined on the basis of a remuneration index which is based on the ratio between profits and capital expenditures.  It is subject to a ceiling and a floor. The remuneration is also paid from a predetermined share of the production.   

Also under this contract the NOC takes over from the IOC’s, with all inherent deficiencies.  The remuneration index does not provide an incentive to be efficient between the ceiling and the floor.   

Mexican multiple services agreement.  PEMEX has concluded a number of so-called multiple services contracts.  These contracts have a term of up to 20 years.  Under these contracts the contractors execute flexible work program as determined from time to time.  Contractors receive recovery of their costs up to a certain limit determined by a share of the production.  Work is being paid on the basis of a catalog with values for the work, which include a fixed profit margin. 

Under these contracts there is some incentive to maximize production,  since the amount of profits is proportional to the amount of work.  However, there is little incentive to be efficient. 
Kuwait Operating Services Contract.   The Oil Development Corporation (“ODC”) of Kuwait has a model Operating Services Contract for the possible development of the North Kuwait oil fields.  This contract permits a flexible work program as decided from time to time.  The contractor contributes all capital and operating costs and receives cost recovery on only a percentage of these costs.  The contractor receives also “old” oil and “new” oil fees on a per barrel basis as well as gas fees on a per MMbtu basis.   In case of  of low costs and high production,  ODC receives a cost savings share as extra benefit for Kuwait.  

This is the most sophisticated risk service contract at this time.  Under this contract there is considerable incentive to maximize recovery and be efficient.  However,  the contract suffers from the inherent disadvantage of having fixed fees and does not stimulate more higher incremental oil recovery.

Conclusion on service contracts.   It can be concluded that current risk-service contracts are not structured to achieve the highest government revenues. 
In principle it would be possible to have a fully aligned risk-service contract.  For instance, other nations could improve on the Kuwait model by introducing price-sensitive fees rather than constant fees per barrel and by introducing features for higher incremental oil recovery. 

However, losses to government are considerable based on current sub-optimal RSC’s.  Losses are particularly high with a Phase 1-Phase 2 approach,  where the NOC takes over from the IOC shortly after the initial development phase of the field.

Chart 2 shows typical examples for the billion barrel field used earlier in this report at a price of $ 100 per barrel.   
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IOC’s typically achieve much higher recovery than the initial plan,  for instance 1.3 billion barrels,  due to sophisticated reservoir management and constant application of the latest technologies during the term of the concession or contract.  Based a government take of 97% the host nation receives over $ 116 billion in undiscounted government revenues.  A well structured RSC, PSC or concession could all achieve these levels.  
However,  under the most sophisticated RSC’s, currently available,  it is likely that at best only the planned production of  one billion will be produced, resulting in revenues of only $ 90 billion.    
Under the least sophisticated RSC’s, such as the Iranian RSC,  the NOC will take over after 5 years based on the Phase 1-Phase 2 approach.  Because of the less efficient NOC’s the target production may not even be reached. Reaching 80% of the target production at higher cost over the same time period would be a good achievement for an inefficient NOC.   This means that government revenues will be only $ 69 billion.  In other words,  such contracts could cost the nation as much as $ 47 billion in lost revenues.  This is more than 40% of the maximum value of the government revenues in principle available under any of the three IOC petroleum arrangements under optimal conditions.        

TSA’s are comparable in result to the least sophisticated RSC’s,  since the NOC remains in charge. 

Conclusion

A number of countries and jurisdictions have reasonably optimized their fiscal systems in order to achieve maximum benefit to their nations based on pre-2003 conditions.   However, many nations have sub-optimal systems.
The recent strong increases in oil and gas prices have created a further disequilibrium.   As a result,  at this moment the world is in a state of adjustment and many countries are reviewing their fiscal terms.  
There is no evidence that any of the petroleum arrangements is inherently more successful than other arrangements from a government perspective.   What matters is the detailed design and structure of the fiscal systems.
Optimal fiscal design for concessions, PSC’s and RSC’s could all lead to maximization of the value of the government revenues for the host governments. 

� The term “fiscal” in this report is being used in a wide sense.  It includes all forms of payments to governments in cash or in kind, such as bonuses, royalties, corporate income taxes, profit oil shares, windfall profits taxes, property taxes, export duties and carried interest provisions.  It also includes under RSC’s the fees paid by government to the contractors. 
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