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INTRODUCTION

CONCLUSIONS

1.
Stability provisions are a common and important part of petroleum agreements.

2.   Stability provisions are supported by economic logic and imperative. 

a.
They promote the alignment of interests between the oil companies and governments. 

b.
They expand opportunities for governments as well as oil companies.  
3.
Stabilizing provisions provide a more stable and secure investment climate. 

a.
Governments need oil companies to provide capital and technology, and stability    provisions enhance their ability to attract companies. 

b. 
The logic is based on oil companies’ vulnerability and exposure to potential changes in taxes and/or fiscal terms after they have invested considerable capital. Stability provisions are designed to protect against this risk. 
4.
Stable agreements serve the interests of and enhance value for all parties.


Governments typically receive (in theory and practice) a greater share of profits when they are willing to ensure stability.
a.
Stability provisions are something for which the oil companies pay dearly.

b. 
Stability provisions help facilitate companies’ ability to arrange financing.

c. 
Stable contracts (1) provide Governments better access to sources of capital and technology and (2) ensure greater exploration activity. 

DISCUSSION

Stability provisions are a common and important part of petroleum

agreements.

Contract provisions and laws that provide greater contract stability are important and have become well established in the industry. Stability provisions are common and familiar aspects of petroleum agreements these days. 

The petroleum exploration industry is extremely capital intensive and potentially profitable, but it is very risky. Throughout the history of the industry, there have been times when profitability and risk have undergone significant change. The reasons for this and the introduction of stabilization provisions are provided below. 


This description highlights the essence of the problem for international oil companies (IOCs). IOCs are most vulnerable when a project becomes a “going concern” after they have taken the risks and invested significant capital. 

Stability provisions evolved and proliferated throughout the 1980s and 1990s, and today are widely accepted. There are numerous approaches and contract elements that can provide added stability and these are discussed later in this report.  

The following quotation is important because it accurately reflects the views and understanding of petroleum professionals involved in international exploration. 


The kind of stabilizing provision described by Kaj Hobér, above is sometimes referred to as a “freezing” clause. Freezing clauses are one of three different ways of providing added stability. Each of these is discussed further later in this report.  

Stabilizing provisions are supported by economic logic and imperative. 

Economic logic drives much of the industry’s standards and practices. For example, most exploration licenses are awarded in a competitive environment and an efficient market is allowed to determine what the market can bear. This is advantageous for governments because of the normally aggressive and competitive nature of the market for international exploration acreage. Also, the structure of most systems aligns the interests of all parties to these agreements—oil companies have incentive to (1) run an efficient operation, (2) keep costs down, and (3) maximize profits, all of which are also in the best interests of the government. These elements help maximize value to all parties to the agreements. Stabilizing provisions also enhance value for all parties. This is discussed further below. 

Stabilizing provisions are driven by economic imperative. Countries have the "right" to provide such provisions otherwise their options for development are often limited. This is particularly true for high-risk mega projects. Without stabilizing provisions the long awaited Alaska gas pipeline project is severely handicapped and probably not feasible. 

The purpose of stability provisions is to provide a more stable and secure

investment climate. 

The concept of stability is fundamental and well established in the petroleum exploration business primarily because of the capital intensive and high-risk nature of the industry. Stabilizing provisions formally address this issue. Stability provisions are vital to petroleum operations and international exploration in many areas of the world. Without them, the scope and effectiveness of petroleum agreements are often limited. Oil companies are so vulnerable to potential changes in fiscal terms that they behave much more conservatively if they cannot limit this risk. Conversely if they can mitigate, reduce or eliminate certain elements of risk they can be more aggressive in their investment efforts. 

As the quotation below indicates, IOCs take the issue seriously and factor it into their evaluations. 


Stability provisions facilitate oil company efficiency and performance which is typically in the best interests of the Government. Companies are better able to arrange funding and obtain partners when their contract with the government or state oil company includes stability provisions. With partners many aspects of high-risk exploration are mitigated because participants are able to diversify out some of the exploration or geotechnical risks. Stability provisions deal with a different kind of risk—fiscal risk.   

By reducing the risks, exploration rights become more transferable and this enhances value which serves the interests of the IOCs as well as governments. Governments providing added stability can expect greater exploration activity than they otherwise could. With accelerated or enhanced exploration activity governments will likely reap the rewards from their mineral sector sooner rather than later. There are many reasons to provide a stable investment environment. 

Stable agreements serve the interests of and enhance value for all parties.

The risks associated with a given investment opportunity have a strong influence on its value. With greater value and security oil companies are able and willing to “pay” more in the form of larger bonuses, more aggressive work programs, and/or a larger share of production or profits for the government. Furthermore, as mentioned earlier, governments can expect greater exploration activity.
Governments typically receive (in theory and practice) a greater share of profits when they are willing to ensure stability.  
The following example is just one way in which companies will attribute value to lower-risk projects by applying a lower discount rate. This enhances the value of the project to an IOC and thus it can afford to pay higher bonuses or take a smaller share of production. This then translates into greater value for the Government as well. 

	The level of post-tax rate of return (ROR) desired by a US investor  

for petroleum projects in the US, Europe and the CIS.



	
	U.S. Treasury Bills *

(7 day maturity)
	United States
	Europe
	USSR/CIS/

Russia

	Political risk 
	
	
	3  –  4%
	         >  3%

	Geographical risk
	
	
	       2%
	         >  3%

	Currency risk
	
	
	       2%
	         >  3%

	Commercial risk
	
	
	4  –  5%
	         >  6%

	Financing risk 
	
	
	2  –  3%
	         >  3%

	Investment risk
	
	
	2  –  3%
	         >  3%

	Long term inflation     
	4  –  5%
	4  –  5%
	4  –  5%
	         >  4%

	Real ROR  
	3  –  4%
	3  –  4%
	3  –  4%
	  > 3  –  4%

	Target Post Tax ROR
	7  –  9%
	15  –  20%
	20  –  25%
	        > 25%

	* from the US investor’s point of view US Treasury bills are essentially “risk-free” investment giving a yield of between 7% and 9%. 

From: “The Promotion and Licensing of Petroleum Prospective Acreage”, Michael A. G. Bunter, Kluwer Law 2002, (Table 30, page 45). 




This table lists a number of risks that exist beyond the geotechnical and fiscal risks. Many of these risks are beyond the control of the government or the IOCs. Fiscal risk is however one aspect of risk that can be controlled. Many of the countries that do not provide stabilizing provisions have relatively low political, geographical, currency or financing risks and are less likely to feel the need for added stability.  

The words of the Prime Minister of Papua New Guinea (below) provide a direct acknowledgement of the value to oil companies and reflect an attempt to quantify that value: 


Different Means of Providing Stability 
There are various means by which added stability can be created. The following quotations from the consulting firms Petroconsultants (1998) and Wood Mackenzie (2006) capture the views of the industry regarding various ways to enhance stability. 


The Petroconsultants formula for stability above included two examples of means by which fiscal stability can be incorporated in a PSA: (1) equilibrium clause or balancing formula and (2)  “taxes in lieu”.  Another consulting firm expanded on this list of stabilizing approaches. 


The Wood Mackenzie formula for stability above lists three examples of means by which fiscal stability can be incorporated in a PSA: (1) “freezing” of the fiscal regime in-place 
at the time of the contract, (2)  “taxes in lieu” and (3) equilibrium clause or balancing formula.

The views expressed by Petroconsultants and Wood Mackenzie represent the views of the industry practitioners on this subject. There are various ways to enhance and/or provide stability to an agreement. 

Freezing 

A typical “freezing” clause will dictate that the PSA and/or dispute resolution and contract interpretation will take into account or be based upon the laws and regulations in effect on the date of the execution of the Agreement. 
Considerable effort is undertaken to further support anchoring of the Agreement to the laws and regulations existing at that time and which were enacted in order to facilitate such agreements.  
Taxes in Lieu

PSCs by definition deal with production because of the legal and economic framework. With this structure an option exists to have either the IOC pay taxes directly or in lieu by having taxes paid on behalf of the IOC by the NOC.   

The option allows the parties a means of allocating fiscal risk based on production shares; to factor that risk into the negotiation of the allocation of production.   This is an attractive feature for IOCs and helps encourage investment.  
It is widely believed (as pointed out by both Petroconsultants and Wood Mackenzie) the “taxes in lieu” approach provides added contract stability. 

Payment of taxes for and on behalf of the Contractor by the NOC’s provides a number of advantages to the government. First of all, the NOC will have a greater share of hydrocarbon production (i.e. its lifting entitlement will be greater because otherwise it would have received taxes in dollars or some other currency—not barrels). With the larger lifting entitlement Sonatrach has better bargaining power in the market place. It will also likely earn more foreign exchange than if it had required the foreign partner to pay taxes directly. 
Also, the government will receive its share of economic rent much sooner with taxes in lieu than it would otherwise. With taxes paid directly in cash, the government usually must wait longer for tax receipts because of the considerable amount of tax deductions immediately following development. So there are considerable benefits from this arrangement. 

The industry also views this particular type of arrangement favorably but for a different reason. IOCs are able to attribute greater confidence in the stability of these arrangements because the IOC is protected against increasing tax rates. Contracts with these provisions are considered to be some of the most stable arrangements in the world. There are some in the industry who believe that having taxes in lieu trumps even a freezing clause.
 
While it might be argued that taxes in lieu may be better than other forms of stabilizing provisions (as Petroconsultants claim above), having both should provide greater stability than having just one of these elements. Furthermore the taxes in lieu approach protects against a change in taxes and/or royalties (in this PSA) only, while a stability clause can provide greater protection. Certainly IOCs would prefer both.   

Equilibrium   

The most common approach for contract provisions of this sort provides for an adjustment of the NOC share of production to maintain the equilibrium that existed at the time the Agreement was made. The adjustment to the share of production would be determined algebraically in order to ensure the contractor percentage share of profit remains the same as before. 
Of the many economic parameters that influence the economic outcome of a petroleum venture the fiscal aspects (obligations or incentives) are the only ones over which parties to the contract have any control. Oil prices, capital costs, operating costs and inflation rates for example are elements over which parties have little or no control. Thus it is only logical that the petrofiscal aspects be directly addressed in any attempt to enhance contract stability. 
By contrast, in those countries that do not provide guarantees the agreements and the governing laws and regulations are very different. There is a broad spectrum of systems worldwide with respect to their level of stability. For example, in the United States, there are virtually no stabilizing provisions. Federal and State corporate income tax rates and production tax rates can change or the governments at the Federal or State level can levy new taxes and the oil companies have no protection against that.  
The notion of stability is not an obscure thing. Economists and analysts inspect these elements in their analysis of licenses, contracts and agreements. These elements have important economic and financial implications for every IOC. The value of license rights of exploration acreage, a discovery, or existing production are all affected by the stability of the agreement. 

Appendix 2  –  Abbreviations

AIPN 


Association of International Petroleum Negotiators

BBL


Barrel

BOPD


Barrels of Oil per day

DCF


Discounted Cash Flow 

EMV


Expected Monetary Value (same as EV) 

EV


Expected Value (same as EMV)

Gvt. 


Government 

IOC


International Oil Company

JOA


Joint Operating Agreement (same as JVOA) 

m


meters

M


Thousands

MCF


Thousand Cubic Feet (Gas) 

MBBLS


Thousands of Barrels

MM


Millions

MMBBLS

Millions of Barrels

N/A


Not available or Not applicable 

No.


Number

NOC 


National Oil Company

PSA


Production Sharing Agreement (same as PSC) 

PSC


Production Sharing Contract (same as PSA)

RFR 


Review of Fiscal Regimes (Petroconsultants’ bi-annual publications during 1990s) 

US$


United States Dollar

vs


versus (Latin) 

$M


Thousands of Dollars

$MM


Millions of Dollars

$MM06 


Millions of Dollars discounted back to the year 2006 




Stabilization vs. Contract Change 





“In tracing the historical reasons for devising such clauses Sir Gerald Fitzmaurice provided an interesting footnote in his Separate Opinion to the Aminoil award where he pointed out that between the two world wars, there were an increasing number of cases, particularly in Latin America, in which the host government, having granted a concession to a foreign corporate entity “would wait until the undertaking had got past its ‘teething’ troubles and had become a ‘going concern’ and would then step in and take it over. The application of ‘nationalization’ was not then much in vogue, but the effect was the same, namely that the State compulsorily acquired the undertaking either itself to operate it, or to hand it over to a corporation of local nationality.”





He continued:





 “It was specifically in the light of those occurrences that stabilization clauses began to be introduced into concessionary contracts, particularly by American companies in view of their Latin American experiences, and for the express purpose of ensuring that concessions would run their full term, except where the case was one for which the concession itself gave a right of earlier termination.”





From: AIPN project – 2005 – 6, Stabilization in Investment Contracts and Change of Rules in Host Countries. Tools for O&G Investors, Maniruzzaman, A.F.M.














“Many of the elements of the investment climate having a negative impact on exploration involve fiscal risk. By fiscal risk we mean the uncertainty of whether or not a project’s profits will be adversely affected by unilateral changes in a country’s tax rates, foreign exchange regulations, or contractual arrangements. Although these changes are less dramatic than nationalizations, they are far more common and thus are important in a company’s evaluation of an investment climate.”





From: “Analysis of Fiscal and Financial Impediments to Oil and Gas Exploration in Developing Countries”,  C Blitzer, P Cavoulacos, D Lessard, J Paddock, The Energy Journal, Vol. 6, 1985, 


(page 59-72).





Emphasis added 











“A number of companies in recent years have sought fiscal stabilisation clauses applicable to their mining and gas development projects.





Such arrangements have been offered, but it has been decided that this stabilisation guarantee should be provided at a small premium for new projects commencing after 1st of January 2003, as is now widely the case in other countries. A two per cent premium will therefore be applied for provision of a stabilisation clause for the duration of the financing period, which is usually 10 years.”





From: Sir Michael T. Somare, GCMG, CH, MP, Prime Minister of Papua New Guinea, Sydney, 2 Dec., 2002, Opening Address to the 7th Papua New Guinea Mining and Petroleum Investment Conference (page 9) 


Emphasis added











“The prospect of future fiscal instability also creates uncertainty in the regime. Thus many contracts, particularly PSCs, now include ‘fiscal (or economic) stability’ clauses which assert that if there are changes in the tax rates applicable to the investor’s income then other features of the contract will change to maintain the investor’s economic position. 





Several regimes avoid this potential problem by allowing the state oil company to pay the investor’s taxes on its behalf from the agreed distribution of production (or economic rent) between them. This occurs principally in regimes based on Production Sharing and regimes where we are aware of investor’s income tax being paid by the state are shown in the table below.” 





(The table mentioned here listed 23 countries which I have not duplicated for this report. Daniel Johnston) 





From: Petroconsultants (U.K.) Ltd. “Acreage, Laws & Tax—Annual Review of Petroleum Fiscal Regimes” (RFR 1998) (Analysis, page 13) 















































The second principal attraction of PSCs for the IOC is the perceived fiscal stability that can be incorporated through clauses that ensure one of the following:





the fiscal regime in place at the time of signing a contract will persist for the duration of the contract, regardless of future changes in the general tax regime – e.g. Azerbaijan, Indonesia; or 





the NOC agrees to meet the contractor’s tax liability from its share of profit (thereby removing any impact of changing tax rates) – e.g. Egypt, Gabon; or





any adverse changes in the general applicable tax regime will be balanced by an adjustment to the other economic terms within the contract – e.g. China. 





It is the ability to significantly reduce the fiscal risk associated with concessions that is often the main reason why investors prefer a PSC.  





From: Kellas G, “Why do companies ‘lose’ barrels when price goes up?” (2006) Wood Mackenzie 


      Emphasis added 




























































































































































































































































































“Stabilization clauses 





The underlying philosophy of a stabilization clause is to prevent the Host State from changing its laws to the detriment of the investor. The clause would typically state that the laws in force on a given date – usually the date of signing the contract – is the law that shall apply as between the parties, irrespective of future legislation adopted by the Host State. 





Today there is little doubt that international law accepts and upholds the validity of stabilization clauses as well as the right of a sovereign nation to bind itself through the use of a stabilization clause. Depending on the actual language used in the stabilization clause it may have a very wide scope of application, including, for example, expropriatory measures.” 


	


From: “Ownership of the Oil and Gas Resources in the Caspian Sea: Problems and Solutions – International Arbitration and Contractual Clauses,” Hobér, Kaj,





































































































� Petroconsultants (U.K.) Ltd. “Acreage, Laws & Tax—Annual Review of Petroleum Fiscal Regimes” (RFR 1998) (Analysis, page 13). 
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