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On the use of fiscal instruments to produce rent from natural gas

« (Gas rent and policies
« Fiscal instruments

— Signature bonuses, area retention, exploratory programme,
domestic content, royalties, excises, inland revenue
Instruments

« Contractual models

— Concession, production sharing, service contracts
« (Case studies

— USA, Mozambique, Norway
« Conclusions

— Best practices



| Gas rent and policies

“The difference
between the
value of natural
gas production at
world prices and
total costs of

Ry production” - The
Changing Wealth
of Nations, World
Bank, 2011
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| Gas rent and policies

Gas rent as a % of the GDP (World Bank, 2012)

Country 2008 2009 2010 2011
Trinidad and Tobago 47.6 28.9 25.5 24.5
Turkmenistan n.a. 23.0 22.3 22.6
Uzbekistan 73.6 22.8 16.6 15.1
Qatar 24.2 14.6 14.0 14.2
Brunei Darussalam 31.8 18.0 14.3 12.5




L Focamsiumonts

* Progressive

— the rate increases with production
* Regressive

— the rate decreases with production



L Focamsiumonts

e Signature bonuses

— payments made up front for the right to
develop and exploratory block

— limited by the hydrocarbon recovery potential

— regressive instrument because the rate
Increases when production is reduced



L Focamsiumonts

* Royalties

— payments made by a licensee to a licensor for the
right of producing oil and gas

— very attractive to governments because they can
generate rent as soon as production starts

— progressive rates are sometimes adopted to reduce
risks and attract investors:

* incremental rates in the frontier lands of Canada
» deep water relief in the USA

— induction of premature abandonment when production
becomes marginal




L Focamsiumonts

e EXxcises

— inland taxes on the production of specific
goods or services

— progressive rates are also possible:

* first 30 million barrels are exempted from
the Commonwealth excise in Australia



L Focamsiumonts

* Inland revenue
— depreciation uplift
 important to accelerate the recovery of
costs at the early stages of production

 deduction is sometimes possible even
before production starts (Australia, UK,
Norway)



L Focamsiumonts

* |nland revenue
— ring fencing of deductions
* limits the compensation of losses

 establishes equalitarian conditions between
new and existing players

 important to protect the government take
 prevents gold plating



| Contractual models

« Concession, production sharing or service?

m Concession
m Service
m Production sharing



Contractual models

» Gas rent survey in the IGU:

— Current fiscal systems considered to
be modern, effective and attractive
enough

— Production Sharing contracts not T i oy g ey e v
perceived as a tendency in lieu of WGCPARIS2015 e
ConceSSIOn and even Serv'ce GROWING TOGETHER TOWARD A FRIENDLY PLANET
contracts

— Foreign investment considered to be
not that important

— Royalties not generally perceived as
an old fashioned and decadent
instrument

— IGU members tepidly defended the
use of different systems for the
taxation of natural gas and oil, but
rejected a differentiation between
associated and non associated gas
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foososuaes

« USA
— Independent producers of oil and " Year | Rate
gas 14.29%
— Tax deduction of intangile drilling 24.49%
costs (IDC) 17.49%

12.49%
8.93%
8.92%

— Tax deduction of tangible drilling
costs (TDC)

* Modified accelerated cost p—
recovery system in place 4.06%

— Depletion allowance Iz 100.00%




Case studies

« USA

— state tax
benefits

Effective Tax Rate

12%

9%

B3%

3%

11.7%

T.1%

Oklahoma's effective tax rate of 2.6 pereent on natural
gas ranks fifth among seven peer natural gas-
producing states, If the four-year hoslzantal drilling
incentive is removes, Oklahoma would be on par with
Texas, or third amang states reviewed here

2.6%
1.5%

L3%

Wyoming Mew Mexico

Texas

Dklahoma
Without

Arkansas Oklahoma Louisiana Pennsylvania



Case studies

« USA
federal income tax = base tax + tax rate ( federal taxable income — lower value of income bracket)
Tax Rate Schedule

Lower bracket | Upper bracket Base tax Tax rate

0 50,000 0 15%

50,000 75,000 7,500 25%

75,000 100,000 13,750 34%

100,000 335,000 22,250 39%

335,000 10,000,000 113,900 34%

10,000,000 15,000,000 3,400,000 | 35%

15,000,000 18,333.333 5,150,000 | 38%

18.333.333 35% on all income




foaosuaes

« USA
— Benefits of historical importance:
* Natural Gas Policy Act (NGPA) — 1978

 Tax credit for unconventional fuels (Section
29 Tax Credit) - 1980
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« Additional analyses can be found in the triennial report of WOC 1
and the IGU website for:

— United Kingdom

— Russian Federation
— Norway

— Poland

— Angola

— Tanzania

— China
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Best practices proposed

a) Reduce the relative importance of signature bonuses and area retention fees in the bidding processes;

b) Increase the relative importance of exploratory programmes and other instruments of economic and social
development;

c) Consider realistic mechanisms to account for the individual items that compose the exploratory programme,
and allow companies to demonstrate higher than expected costs in order to receive higher exemptions;

d) Replace royalties and other instruments based on production rates or income revenues by progressive
instruments based on profits, or use progressive royalty rates to exempt or reduce the relative incidence of
royalties at the initial stages of production;

e) For marginal fields, consider mechanisms that allow efficient investors to maintain production, employment
and tax collection (e.g. reduction of royalties);

f) Carefully select the relative importance of domestic content in the bidding processes, taking into account the
actual capabilities of the local suppliers of equipment and services;

g? Allow the depreciation of assets before production starts, and consider the use of generous uplift
allowances;

h) Although unattractive at a first view for investors, ring fencing is important to create equal opportunities and
protect the government share;

i) Allow the recovery of abandonment costs in previous excises to increase the guarantees surrounding a
proper decommissioning of production facilities;

j) Avoid too highly progressive taxation schemes that can cause gold plating of investment portfolios.



Merci!
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