


Extractive Industries Taxation: CRP.3 — ATTACHMENT E Fiscal Take

Page 2



Extractive Industries Taxation: CRP.3 — ATTACHMENT E Fiscal Take

Fiscal Terms Specific economic elements relating to extractive industry activities within a
particular country including taxation, other payments such as bonuses and royalties, legal
framework and state participation.

License holder A person obtaining the licence to explore and extract the natural resource from its
owner, usually the country.

Operator/Contractor The entity in charge of performing the actual extractive industry activities with
respect to a particular project. It can be the licence holder or one of the licence holders, if the licence was
granted to a consortium or joint venture.

Royalty
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Predictability

Investing companies are in the risk taking business. They are generally prepared to take the technical
sub-surface uncertainty, the cost uncertainty and the oil/gas price uncertainty over the life of the
venture, but they are very uncomfortable about shouldering fiscal uncertainty as well. Requiring
companies to manage the risk around an unstable (tax) environment impacts their risk profile and
therefore the reward required. The more a government can reduce investor risks, the higher the
amount the investor will be willing to pay in terms of government take.

All things being equal stable and predictable features of a fiscal regime positively influence the
risk/reward ratio by creating certainty which is more likely to attract investment. This is particularly
true late in the life of a basin or license where the size of discoveries statistically becomes smaller and
smaller and consideration of the cost of abandonment and decommissioning must be taken into
account. Developing ever smaller discoveries may increase risk to the point where there is no longer
an acceptable chance of making an economic return, especially if there is the risk of further adverse
fiscal change. Often fiscal regimes are stabilized in the contract to ensure predictability.

The key is for the country to have flexibility in its fiscal system from the start to address the evolution
in its objectives, to deal with a variety of technical risks and different types of opportunities (e.g.
onshore, deep water and unconventionals). E.g. Russia has a tax system that proposes different
terms depending on the type of opportunity. This deals with uncertainty by providing flexibility in a
predictable manner.

If this flexibility cannot be addressed in the terms from the beginning, rather than unilateral
modification of the fiscal terms, changes are better achieved by modifying the terms of the
successive licensing rounds if available. Whilst there may be merit in competitively tendering
exploration acreage, there may be other situations where it is not in the best interest of the
Government to follow this approach e.g. where licenses are due to expire and it is mutually
advantageous to enter into negotiations to extend the license. [See also the Guidance Note on
Negotiation and Renegotiation of Contracts]

Predictability is also enhanced through simplicity of terms, which is an important driver and may
need to be balanced with the other considerations. Especially when considering administrative
implementation, the terms should be clear and simple enough to be administered with the
resources and capacity at hand.

Long term perspective

The life cycle of many oil and gas fields (from exploration to abandonment) can easily be 30to 40
years. The life cycle for mining is generally even longer. Fiscal certainty over such long time
horizons is therefore critical in investment decision making but will be challenging in view of what
may be shorter political horizons.
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In the taxation of El, it is important to look at the profitability over the life cycle of projects, and not
to judge the availability of revenues or company profits over the short-term or even on a single year
basis e.g. when oil/gas/commodity prices are high or low. It is also important not to compare
individual elements of a tax structure only to statutory tax rates, but instead to look at the overall
government take. Especially in developing countries government take can also be indirect, and e.qg.
include infrastructure, employment, training, and local content requirements.

Integrating environmental considerations in fiscal system design has been lacking globally as
environmental considerations may be dealt with by another part of Government. Including a framework
to deal with that upfront should be considered, even if the environmental requirements like
decommissioning are only expected to come in at the end of the project’s lifecycle.

Scope

To facilitate Tax Authorities in developing countries to contribute in an effective manner to predictable tax
revenues regarding the El, the note:

- Elaborates on framework considerations both the resource holder and the investor may have
when considering the fiscal terms

- Describes the most typical fiscal instruments used in the extractives industries

- Lists potential consequences of the interaction between the various instruments as well as with
the regular tax regime; and

- Considers some specific issues regarding tax administration and their impact

This note does not deal with the determination of what an appropriate risk/reward and fiscal share
allocation should be. This will vary from country to country and even from project to project within a
country. As noted, the share of natural resource value a resource holder receives from their
development is larger than the pure fiscal take. Therefore, the mandate to determine the
appropriate return as well as the expertise to determine it, will generally lie outside the Tax
Authorities. The content of the note should however allow the relevant Tax Authorities to challenge
assumptions made regarding fiscal take determinations and contribute to fiscal term design to
ensure policy makers include tax specific considerations in their allocation work and negotiations?.

6. Stakeholder considerations
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than just have a revenue raising capacity. This is more so the case for extractive industry taxation as for
general profit taxation.

There are EIl specific drivers that need to be considered in order to fully understand government
share and its potential consequences on government and investor behaviour. The more clarity
various stakeholders have on each other’s drivers, the more they can be aligned, which in itself will
improve the sustainability of the development.

Resource holder considerations

Overall fiscal take: A country’s natural resources should contribute to the general development of
an economy. The way the government take is set up and applied will influence the ability of the El
to do so. When assessing the government share to be had from developing the country’s resources,
resource holders and administrators should consider the total contribution this development could
and should make. This may include infrastructure development requirements, eventual transfer of
infrastructure, local content requirements, contribution to training funds and community projects,
as well as what it receives as a result of the fiscal terms.

Timing: The resource holder government often needs to manage expectations from its citizens with
respect to ongoing exploration activities, especially as they are announced as proving to be
successful. Due to the long term characteristic of El, the timing of revenue generation or overall
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- In mature EIl provinces, Governments may shift their focus to maximising ultimate (economic)
recovery from a basin, particularly if there are limited “windows of opportunity” from an
infrastructure or resource perspective.

Competitiveness: Upfront clarity on overall objectives as well as on the future use of (expected)
revenues is very relevant to assess whether the resource holder can, should or wants to provide
incentives to attract foreign direct investment in or related to the development of its extractives
sector. Overall, countries that are perceived to have lower levels of risk (technical, political, or
economic) will be able to command higher levels of ‘Government Take’ i.e. higher rent taxes.
Countries perceived to have higher levels of risk will need to make the fiscal regime more attractive
to incentivize companies to put capital at risk.

Internal allocation =~ funding subnational entities: Projects and investments tend to be more
sustainable if the overall sharing of risks and benefits within a country, amongst various
subnational entities, is clear. This is especially the case in larger countries or in cases where the
extractives are centralised in certain areas of the country. This clarity is important for policy

Page 8



Extractive Industries Taxation: CRP.3 — ATTACHMENT E Fiscal Take

Stability: Requiring companies to manage the risk around an unstable tax and operating
environment impacts the risk profile and therefore the reward required. Since the risk of
adverse fiscal change is included in the investment decision making, the return required by an
investor will increase, resulting in much less attractive bids for Governments as investors factor
in potential future changes. Fiscal uncertainty can also stifle the transfer of oil and gas
properties among different companies which in turn can lead to less than optimal development
of the resources.

Competitiveness: Many types of fiscal regime can work if they are competitive and predictable for
investors. However, it is important to understand the allocation of risks and rewards under both the
royalty/tax and the contractual arrangements. Any fiscal system can be designed to give a level of
economic return at a specific commaodity price, but how the underlying risk and reward profile
changes under different cost / revenue scenarios will determine the interest levels from investing
companies. Often progressive systems are considered more competitive by investors as they move the
timing of government share closer to the economical break-
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number of excellent sources available to describe in detail most of the fiscal instruments that have
typically formed a part of fiscal regimes for the extractives sector’.

The share a government will receive or retain regarding development and production of its natural
resources can take many shapes and forms. The government take is certainly not limited to the
taxation of the revenues generated by the EI.

There are various aspects to determining the government share of natural resources. Who owns the
resources throughout the development? Who is responsible for the costs? Who is entitled to the
revenue? Who decides? The eventual tax take will be influenced by different allocations of risks and
revenues and by the resulting rules that are not always drafted for and by tax officials.

Determining who owns the resources and the revenues is largely determined by the local legal
framework, statutory rules or contractual arrangements between the resource owner and the
entity exploring and developing the resources. Therefore, understanding these arrangements is
critically important to understand the government’s fiscal take. The effective fiscal terms to
determine the fiscal take will eventually determine who bears the costs, who determines the
revenues and collects the fiscal take.

Which contractual arrangement and fiscal terms would be best for the specific development, will be
influenced by the risk/reward balance, which cannot always be standardised and certainly needs a
long term perspective in order to be sustainable.

Contractual arrangements

It is up to the resource holder to set the legal framework within which to work or agree
with the investor. Sometimes the details of the legal arrangements are set by law or even
by the constitution, sometimes only the framework is set. In certain countries the terms
are negotiated and set contractually.

Regardless of the legal instrument that determined the arrangements, there are largely
three different types of arrangements:

- Concessionary systems
- Production Sharing Contracts
- Service contracts

® See overview Chapter 11
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Unlike the contractual systems, where the production allocation under the contract itself is part of
the fiscal take, the concession agreement contains little specific fiscal features. The production of
natural resources under a concession system is generally subject to a variety of fiscal instruments.
More commonly, the concession holder will be taxed on the profits generated, often under the
general corporate income tax regime. In addition the concession holder may also be required
to compensate the resource holder country for the resources developed with a resource rent,
often in the form of a royalty. Concession systems are therefore often referred to as
tax/royalty systems. It is not uncommon for resource holders to add elements of government
take on top of the tax and royalty.

Contracts

Various types of contract systems are possible and under the more typical ones, a company is
designated as a contractor on a certain area. The title to the resources (in this case generally
Oil and Gas) will remain with the state and the resources produced will belong to the
government until and to the extent it is explicitly shared. The company operates in accordance
with the terms of the contract, at its own risk and expense under the control of government.
The government agrees with the company that the company contract partner meets and
finances the exploration and development costs in return for a share of production in kind or in
cash.

Contract arrangements are generally called Production Sharing Agreements (PSA) or Contracts
(PSC). A PSA is an agreement between the parties to a well and a host country regarding the
percentage of production each party will receive after the participating parties have recovered a
specified amount of costs and expenses. They tend to only be used in the Oil and Gas sector. A
PSA is worked by a designated Operator. Often various international oil companies and national oil
companies are partners under the same PSA, worked by the one designated operator. The
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during the first years of production when the costs are higher. The cost stop can be a fixed
amount, but in most case it is a percentage of the cost of the crude oil. If a cost stop is in
place, it is often important to specify what that will mean to the determination of the
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Whilst royalties can be very attractive to host Governments (by providing early revenues), they are
by their nature ‘regressive’ and they may result in resources being left in the ground, either by:
- Early termination of economic cash flows i.e. early abandonment, or
- By making small discoveries uneconomic to develop i.e. they result in Governments
taking a proportionally larger share of small discoveries and a smaller share of large
discoveries.

E.g. over the life of oil and gas basins, many royalty systems have had to be changed frequently by

Governments wishing to remain competitive. Effectively, the changes have been made to give a royalty
system features of a profit-based system, thereby making it more progressive.

Whilst many Governments around the world have chosen to abolish royalties e.g. UK and Norway, for
the reasons outlined above, it remains a popular choice of some Governments that seek to guarantee
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When sharing production, the composition of the group of investors and their legal arrangements
should also be considered from a tax point of view. Apart from the potential direct tax
consequences, the indirect tax consequences should be considered. E.g. under PSAs the
production tends to be transferred from the government to the operator and from the operator to
the Joint Venture (JV) or the JV partners. Especially in case of transfers in kind, each of these
transfers could be subject to indirect tax at federal or subnational level. It may not be
economically intended to levy tax at each of these transfers but arrangements need to be made to
ensure the applicable laws are complied with and expectations are managed.

International tax aspects

It is important to define whether and which part of the fiscal take is considered for foreign tax
credit®. This is influenced by the provisions of the relevant double tax treaty as well as by the
definition of the tax or levy in the relevant law or contract. Even if the tax or levy is clearly profit
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10. Issues of enforcement

To ensure effective enforcement, good practice should already be considered when designing
or negotiating fiscal systems. There are a number of ways to structure and design
implementation and administration of the regime: ‘Keep it simple’ in design, avoid multiple
creaming mechanisms, ensure flexibility in the system. ‘Simplicity’ should be the guiding principle,
not in the least to ensure effective and efficient enforcement.

Good practice should also ensure:

- that a tax administrator should form part of the team to test administrative ease and
feasibility of execution

- that examples be included of how to calculate the taxable base as well as taxes due in the relevant
legislation or contracts. This should provide clarity to tax administrators and taxpayers on how to
implement El taxation.

- that alignment exists in enforcement between various taxes, both federal as subnational.

The administrative capability of the Government can be a limiting factor in the options for fiscal

Page 23



Extractive Industries Taxation: CRP.3 — ATTACHMENT E Fiscal Take

For this resourcing and capacity building it is important to include other government
departments from the start. Capacity building is offered by various international
organisations and through exchanges with other country tax authorities. Multistakeholder
capacity building — involving not only other government officials but also academics and
expert business representatives — is not always readily available but can provide valuable
information and perspectives. Exchanges with taxpayers that increase capacity can include
work on cooperative compliance and other forms of dispute avoidance'?.

11. More information

- Calder, Jack - "Administering fiscal regimes for extractive industries"

- Daniels, Philip edited book "The taxation of Petroleum and Minerals: principles, problems and
problems" — Routledge, 2010

- [Follow up book — 2016]

- Hogal, Lindsey and Goldsworthy, Brenton "International mineral taxation: experience and issues"
IMF paper "Fiscal Regimes for Extractives Industries: Design and Implementation"” — August 2012

- Le Leuch, Honore "Recent Trends in Upstream Petroleum Agreements: Policy, Contractual, Fiscal,
and Legal Issues" — Handbook of Global Energy Policy 2013

- Nakhle, Carol "Petroleum Fiscal Regimes: evolution and challenges"

- Open Oil " Qil Contracts — How to read and understand them"

- World Bank Working Paper No 123 "Fiscal Systems for Hydrocarbons" — S Tordo

12 E g. participation in Advance Pricing Agreements and arbitration processes can support capacity development.
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