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HG Petroleum Investment 
Instruments 
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“Sustainable Development” 
What does this mean? 

“A pattern of resource use that aims to meet human needs 
while preserving the environment so that these needs can be 
met not only in the present, but also for future generations.”  
(Source: Brundtland Commission) 

But producing hydrocarbons is fundamentally non-sustainable 

Nevertheless, petroleum development can be sustainable (meaning 
“durable”) IF the petroleum regulatory and fiscal regime is 
economically, environmentally, and socially sound 

Invest most HG take to replace the exploited petroleum asset with 
substitute sustainable assets of equal or greater public value 
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Petroleum Prosperity Formula 

How are we doing so far? 
 
Very Poorly! 
HGs notoriously mismanage their resource wealth by failing: 
 to protect the environment,  
 to encourage use of best practices and technology,  
 to establish progressive fiscal terms, and  
 to invest them wisely for the benefit of both present and future 

generations 
 to prevent and punish corruption 
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The Petroleum Challenge 

 The evidence of failure in many of the world’s natural resources regimes is apparent 

 
 E.g., Oklahoma and Texas (oil and gas)—almost everywhere in Africa, SE Asia, and Latin America 

 

 Successes: Norway (oil), Botswana (diamonds), Chile (hard rock mining) 
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Venezuela 
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Venezuela Factoid 

85% of Venezuelans live in poverty, 60 % in extreme poverty 

Hyperinflation: $10,000 in VZ Bolivars decline to 59 cents in 1 
year 

210,00 troops and 2000 generals 

US has 476,000 Regular Army troops and is authorized to have 231 
Generals 

GDP estimated to fall 26% this year 

$60 billion in debt to China 
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Venezuela Oil Production 
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"Resource Curse" 

Paradox that countries with abundant natural resources tend to 
have less economic growth than countries without 

  "paradox of plenty" 
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Export 
Reliance 

Revenue 

Volatility 

Excessive 
Borrowing 

Dutch 
Disease 

Poor 
spending 
decisions 

Corruption 

Conflict 

The Resource Curse 

Poor HSE Regs 

Poor Fiscal 
Design 
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HG Waste & Corruption 

HG 

IOCs 
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Dutch Disease Recipe 

• Massive increase in petroleum export revenues 1. Oil Export Revenues 

• Exchange rate appreciates, causing non-oil exports 
to become more expensive to outside world 

2. Leads to Exchange 
Rate Increases 

• Non-oil producer exporters produce and export 
less, resulting in reduced income and employment 

3. Leads to decline in 
demand for  non-oil 
HG’s exports 
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Can the Petroleum Regime Help with the Resource Curse? 

 Law & Policy may deter some aspects of resource curse: 
Encourage upgrading of HG human resources 
Encourage local use of natural resources to diversify economy 
Establish education and training programs for locals  
Develop sensible and robust local content requirements 
 Share some (but not all) benefits of resource development directly with locally 

impacted communities 
Ensure transparency of awards, reports on petroleum operations, and publication 

of revenues and expenditures 
minimize risks of corruption 
transparency facilitates democracy 

Establish a “sovereign wealth fund” (avoid dumping petrodollars directly into the 
HG economy) 
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But First… 

How do petroleum investors decide where to invest their 
capital? 
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The Investment Decision Process for Petroleum 
Exploration 

• The domain of Geophysicists, 
Geologists, and Petroleum Engineers 

1. Is the geology 
attractive? 

“The pessimist [engineer] sees difficulty in every opportunity.  The 

optimist [geologist] sees the opportunity in every difficulty.” 

  Winston Churchill  



17 

The Investment Decision Process for Petroleum 
Exploration 

• The domain of Geophysicists, 
Geologists and Petroleum Engineers 

1. Is the geology 
attractive? 

• The domain of Micro economists and 
Macroeconomists 

2. Are the fiscal 
terms attractive? 

“A microeconomist is someone who is wrong about specific things; 

“A macroeconomist is someone who is wrong about things in general.” 

      P.J. O’Rourke 
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The Investment Decision Process for Petroleum 
Exploration 

• The domain of Geophysicists, 
Geologists and Petroleum Engineers 

1. Is the geology 
attractive? 

• The domain of Microeconomists and 
Macroeconomists 

2. Are the fiscal 
terms attractive? 

• The domain of Politicians and 
Lawyers 

3. Is the 
petroleum legal 

regime attractive? 
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"A politician needs the ability to foretell what 
is going to happen tomorrow, next week, next 
month, and next year. And to have the ability 
afterwards to explain why it didn't happen.“  

      Winston Churchill 

 

“A petroleum lawyer counsels the IOC client 
about legal and political risks by converting 
them to business risk so the client may ignore 
the advice.”    Owen Anderson 
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Role of Lawyers/Legal Regimes  
in Petroleum Investments 
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Roadmap For Success 

Assess the petroleum regime based on: 

“Five Standards” for the HG 

“Three Pillars” for IOCs 
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Right to Monetize 

Stability 

Enforceability Environmental Protection 

Activity Controls 

Fair Revenue Share 

Prompt Exploration 

Local Content 

HG Standards IOC Pillars 

Non-Fiscal    Non-Fiscal 
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HG may insist on changing the “deal”? 
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Changing Prices, Costs, and Technology 

Complexity 

The ‘Resource Curse’ 

Failure to Achieve HG’s Petroleum Goals 

Challenges for Petroleum Regulators 
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Old and New Petroleum Pricing Environments 

 with thanks to Dr. A. Pedro van Meurs, Van Meurs Corporation 

OLD 

NEW 
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Old v. New Assumptions 

New assumptions 

Oil and gas may not deplete 

Oil and gas prices may become less 
volatile 

Oil moves from west to east 

OPEC will act to stabilize prices 
(when it can) but US may be the 
real swing producer 

Old assumptions: 

Oil and gas are depleting 
resources 

Oil and gas prices are volatile 

Oil moves from east to west 

OPEC will act to stabilize prices 
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Changing Petroleum Prices and Costs 

Complexity (necessary & unnecessary) 

The ‘Resource Curse’ 

Failure to Achieve HG’s Petroleum Goals 

Changing Prices, Costs and Technology 

Current Challenges for Petroleum Regulators 
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Necessary Complexity 

 Most petroleum regimes are designed for “conventional” petroleum resources 

 Unconventional resources require  

new fiscal terms (seemingly less favorable to HG) 

new legal structure (e.g., relaxed relinquishment rules) 

 What is the appropriate tenure and fiscal terms for: 

Oil sands? 

 Shale Oil?  

 Shale Gas? 

Coalbed methane? 

Deepwater and Ultra-Deepwater? 

Gas for LNG export? 

Gas for domestic electricity generation? 
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Activities Overview Example 

Conduct 

seismic 

Drill exploration 

well; relinquish 

Drill Further 

Exploration Wells; 

Appraise discovery; 

relinquish 

Exploration Period (3-8 years), perhaps separate Appraisal Period 

Development (2- 8)  Production Period (15-30 years) 

Develop 

Field 
Produce 

Field 

Extend, 

abandon, or 

turn over to 

NOC 

Perhaps declare  

commerciality; 

relinquish 
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Unnecessary Complexity 

“Everything should be 

made as simple as 

possible, if not 

simpler.” 
Albert Einstein      

“The complexity of a petroleum regime is 
inversely proportional to the government’s 
administrative capability.” 

    Dr. Pedro van Meurs 

E.g.: Tanzania has 5 fiscal factors, Royalty, 

Production Sharing, Profit Sharing, Participation, 

Corporate Income Tax, each requiring an audit! 

E.g.: Mexico has authority to offer the full range of 

HGIs with the various types of fiscal terms 
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IOC & HG Goals Compared 

IOC 
 Make a profit by generating a 

sufficient rate of return on capital 
investments consistent with risk 
 Maximize Net Present Value 
 Realize Capital Gain (Equity)  
 Book Reserves 
 Expatriate profits 

 HSE Excellence 
 “Corporate Social Responsibility” 

HG 
 Long/Short-term revenues? 
 Promote/Limit IOC investment? 
 Risk/Not risk public purse? 
 HSE Excellence/HSE not important? 
 Export/retain hydrocarbons? 
 Grow local economy?  

 Increase local employment? 
 Increase local content? 
 Educate and train locals? 
 Access technology? 
 Diversify economy? 

 Encourage gas/ignore gas 
 Bureaucracy/efficiency? 
 Free enterprise/nationalistic? 
 Wisely invest/squander wealth? 
 HG goals may alter goals overnight! 

 



IOCs & NOCs  
Compared 

IOC 
 Make a profit by generating a sufficient 

rate of return on capital investments 
consistent with risk 
 Maximize Net Present Value 
 Realize Capital Gain (Equity)  
 Book Reserves 
 Remit profits from HG 

 HSE Excellence 
 “Corp. Social Responsibility” 

NOC 
 May be much like IOC (Petrobras/Statoil) 
 May be technically very capable (Petrobras, 

especially in deep offshore)  
 May desire to be like IOC but may misallocate 

resources (Sonangol)  
 May largely be an observer, providing political 

cover (Pertamina) 
 May be key part of social welfare system; thus, 

starved for investment capital (PEMEX/PDVSA) 
 May be more “political” than “corporate” 

(PDVSA) 
 May be chiefly domestic (PEMEX) 
 May be chiefly concerned with acquiring 

foreign oil for domestic consumption (Chinese 
NOCs) 

 May be key to IOC entry into potentially 
lucrative downstream market (Chinese NOCs) 

 May be vertically integrated, marketing 
products downstream and beyond HG (Saudi 
Aramco) 

 May be partly privatized (Petrobras) 
 May be your “partner,” “regulator, or 

competitor 
 May change its “stripes” overnight (PDVSA) 

(Petrobras) 



HG oil exporters should maximize take of economic rents, while still maintaining IOC interest 

Allocation of Revenues from Production 
From HG Perspective  

After Johnston (1995)  

Goal: HG oil exporters should maximize take of “economic 
rents,” while still maintaining IOC interest 
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Economic Rents 

Most economic activities do not generate long-term economic rents: 

Any opportunity to earn economic rents above a NRR invites new 
entrants (competitors) 

New entrants (competitors) drive down economic rents 

 New Petroleum (Mining) entrants cannot easily participate 

Petroleum and minerals are scarce 

Early entrants secure long-term rights 

Quantity (volumes and geographical extent) and quality is often not 
known until development commences 

Petroleum/minerals markets are volatile, causing wide price swings 
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“Government Take” 

 The total revenues and petroleum that HG receives from “petroleum” 
operations  

 “Take” comprises HGI fiscal terms and taxes  

But most analysts do not include signature bonuses, application fees, 
or other costs that are sunk before an award is made 

 Rough average: 72% w/NOC participation 

But range is 18% - 90+% 

In a HG where petroleum sector represents about 10% of GNP, 
petroleum revenues generally supply 30-40% of HG’s budget 
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“Government Take” 

Does not equate with “Gross Benefits” 

Local employment 

Local training 

Local content 

Social projects undertaken by IOC 

Technology transfer 

“Crypto Taxes” (misc. taxes and fees—often unanticipated!) are not 
included 
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Fair Revenue Share 
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From study by Pedro Van Meurs 2012 

Dark red = 90+ take 

Red = 80 – 90 

Orange = 70 - 80 

 

Yellow = 60 – 70 

Green = 50 – 60 

Olive = 40 -50 

Light Green = 30 – 40 

Light Blue = under 30 
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"Eighty percent of the world's petroleum 
regimes [are] regressive …" 

  Daniel Johnston  Journal of World Energy Law & Business 
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Example of Regressive Fiscal Regime 

US Gulf of Mexico 

40  

US- GULF OF MEXICO

10% Discounted Government Take (real)

NETBACK

US $ 40 OIL 80 OIL 120 OIL 250 OIL 750 OIL 1500 OIL

15 16.67% 16.94% 11.19% 0.55% -23.43% -145.24%

25 -3.97% -13.65% -88.91% 339.09% 114.24% 80.73%

35 -110.29% 6517.55% 123.94% 82.63% 69.98% 62.65%

45 193.68% 107.03% 77.17% 66.08% 60.94% 57.25%

55 97.24% 77.28% 65.84% 60.08% 57.04% 54.66%

65 77.39% 67.30% 60.73% 56.98% 54.87% 53.13%

75 68.82% 62.30% 57.83% 55.09% 53.49% 52.13%

85 64.05% 59.30% 55.95% 53.81% 52.53% 51.41%

95 61.01% 57.29% 54.64% 52.89% 51.83% 50.88%

105 58.90% 55.86% 53.67% 52.20% 51.29% 50.47%

115 57.35% 54.79% 52.93% 51.66% 50.87% 50.15%

125 56.16% 53.95% 52.34% 51.22% 50.52% 49.88% * with thanks to Dr. A. 

Pedro van Meurs, Van 

Meurs Corporation 

Field size (millions of barrels) 
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A Closer Look At Gross Royalty 

 Traditionally: Gross Royalty is a levy on gross profits at a “valuation point” 

Thus, Gross Royalty is regressive, like an excise tax:  

When royalty rate is too high: 

Discourages new IOC capital investment 

Discourages development of “marginal” reserves 

Leads to premature abandonment of production 

May cause the HG to provide royalty “holidays” or “relief,” often unwise and 
badly timed 

When royalty rate is too low: 

HG fails to capture economic rents 

May cause HG to adopt rent resources tax on IOC’s “windfall profits” 
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Progressive Alternative to Traditional Royalty 

 “Net-profits” royalty [NPR]– HG receives an NPR IF and WHEN 
production becomes profitable 

Most “efficient” 

But, pure NPR is not acceptable to HGs and adds to IOC political 
risk, so HGs still want revenues of the first barrel of oil 

World Bank developed “progressive” alternatives to traditional 
“gross profits” royalty in the form of RoR and Risk Factor profit 
sharing 

Although IOCs dislike progressive fiscal provisions when profits 
are high, they appreciate them when profits are marginal, and 
progressive fiscal terms help stabilize the contracts! 
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Progressive Alternatives: Rate of Return 

 RoR: IOC’s gain (or loss) over a specified time period, expressed as a 
percentage of IOC’s investment cost 

 RoR fiscal terms: HG take increases semi-proportionally with 
incremental increases in the IOC’s RoR above a specified threshold  

 The goal is to approximate a NRR 

The threshold RoR represents the minimum RoR acceptable to an IOC to justify 
its investment 

The investor’s net annual cash flows are compounded at the threshold RoR rate 
and carried forward until the cumulative amount becomes positive—then HG 
take is ratcheted up in accord with how much the RoR exceeds the threshold 

Done in Excel, so don’t sweat the math! 
NPV= ∑ {After-Tax Cash Flow / (1+r)^t} – Initial Investment 
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 R-Factor:  

 HG take is tied to ratio of cumulative revenues to cumulative costs 

 Simpler than RoR method, but does not consider time-value of money 

 Simple R-Factor Ratio (note that some are a bit more complex): 
IOC’s Cumulative Revenues 

IOC’s Cumulative Costs 
(exploration, capex, opex)   

When ratio equals 1, IOC has “roughly” broken even, not considering time-
value of money 

Minimum HG take (royalty or “deemed” profit oil) applies when ratio is less 
than a base R factor, e.g., 1.25 

As ratio increases in specified increments over the base,--e.g., above 1.25, 1.50. 
1.75. etc., HG take incrementally increases 

Progressive Alternatives: R-Factor 
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Azerbaijan R-Factor 
     R-Factor        HG take (%)  IOC share (%) 

 R < 1.50  50    50 

1.50 R < 2.00  60    40 

2.00 R < 2.25  621/2     371/2 

2.25 R < 2.50  65    35 

2.50 R < 2.75  70    30 

2.75 R < 3.00  75    25 

3.00 R < 3.25  80    20 

3.25 R < 3.50  85    15 

 R > 3.50  90    10 
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Alternative Solution: Gross-Split Fiscal System 

Quasi-progressive 

Uses surrogates for true costs 

Production rates, reserve estimates, cost estimates, oil prices, factors 
in type of operation (conventional v. unconventional, onshore with 
depth factor), offshore (shallow and deepwater) 

 Requires policing of gross value, so best to have an objective valuation 
point as per prior slide 

 But rest is just math (Indonesia)—plug in surrogate cost deductions and 
multiply the government’s share times the remaining “net”-profits 

Advocated by Pedro Van Meurs  
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HGI CONTRACT TYPES 

 



HGIs come in Four “Flavors” 
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Concession 

Production Sharing 

Service Contract 
(Risk and Pure) 

Joint Venture 

Jay Park’s analysis 
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Distinguishing Among HGI Types 

Type of HGI may be determined by answering: 

1. Who has the exclusive right to explore & produce? 

2. Who owns the oil & gas that results from successful operations? 
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Contract 
Type 

Concession 

Joint Venture 

Production 
Sharing 

Service 
Contract 

Right to 
Explore 

IOC 

Shared 

HG 

HG 

Ownership 
of 

Production 

IOC* 

Shared 

Shared 

HG 

* Subject to possible 

HG royalty in kind 
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Contract 
Type 

Concession 

Production 
Sharing 

Service 
Contract 

Joint 
Venture 
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Concession, PSC, Risk-Service Contracts 

Palantir: http://www.palantirsolutions.com/palantir-regime-library-

prl-country-analysis/ 

A bit dated: e.g., Mexico has R/T, PSC, and Service Contracts 

 and Thailand has now adopted PSCs 
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Typical HG Take Based on Contract Type 

Illustrated by Following Slides 
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Concession: HG Take 

Gross 

Production 

Government 

Royalty 

Production  

Net of Royalty 

IOC's 

Taxes 

IOC’s Production 

Net of Gov't Take 

HG ususally takes 

royalty in cash, but 

a few take in kind 

Income tax  

perhaps special 

petroleum tax 
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Concession Analysis 

 

• Simple to administer for both HG and IOC 

• Often more difficult for HG to impose project-specific terms due to a 

more typically restrictive petroleum code 

• Fiscal terms are more likely to be regressive in practice 

• IOC “books” its lifting share 

• No stability without stabilization provision 
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Gross 

Production 

Profit 

Petroleum 

Cost Recovery 

Petroleum 

NOC' s Share 

Profit Petroleum 

Contractor's Share 

Profit Petroleum 

Contractor's 

Taxes 

Contractor's Profit 

Net of Gov't Take 

May be paid by NOC 

under JV arrangement 

or built in to the profit 

oil split 

PSC: HG Take 
(or progressive Concession) 
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INDONESIA

38.4615%

TO

CONTRACTOR

100%

TO

CONTRACTOR

38.4615%

TO

CONTRACTOR

61.5385%

TO

PERTAMINA

61.5385%

TO

PERTAMINA

NOTE: Splits on first tranche and remainder oil will be 71.1538% to Pertamina and

28.8462% to Contractor for a ll fields after the first field proposed for development.

20%

FIRST TRANCHE
PETROLEUM

EXPLORATION, DEVELOPMENT

AND OPERATING COSTS

(UP TO 100% OF PETROLEUM

REMAINING AFTER FIRST

TRANCHE)

REMAINDER OIL

OPERATING COSTS)

(AFTER RECOUPMENT OF ALL

EXPLORATION, DEVELOPMENT &

G:\La nd \Barrel\nmc\IndonesiaJab ung.cd r 2/12/01



PSC Analysis  

• PSC was “psychologically important” to HG 

• IOC is mere “contractor” 
• Initially, IOCs were worried about whether they could “book” reserves 

• Once resolved, IOCs liked the idea of holding HG to a “binding contract” 

• Reasonably simple to administer but requires auditing 

• If well designed:  

• Benefits of cost savings, technology, etc. are shared 

• Share ‘up-side’ benefits and ‘down-side’ burdens 

• Terms more easily tailored for particular bid rounds/blocks 

• IOC books its cost-oil and profit-oil share, but may book all oil if it has the 

right to buy HG (NOC) oil shares throughout term of PSC 

• Note that cost oil volumes go down when prices go up 
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Gross 

Production 

Government 

Royalty 

Profit 

Petroleum 

Cost Recovery 

Petroleum 

NOC' s Share 

Profit Petroleum 

Contractor's Share 

Profit Petroleum 

Contractor's 

Taxes 

Contractor's Profit 

Net of Gov't Take 

May be paid by NOC 

under JV arrangement 

or otherwise built in 

to the profits oil split 

Royalty in PSCs is 

counterintuitive 

PSC with Royalty (or  
Concession with Profit Sharing)? 



61 

Maximum monthly 

limits on cost oil is 

common, ranging 

from 40-80% 
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Risk-Service Contract: HG Take  

Cost Recovery
Mechanism

Contractor's
After Tax Profit

Contractor's
Taxes

Profit
Mechanism

Contractor's
Service Fee

Value of Production
Net of Service Fee

Value of
Gross Production

Gross
Production

May be paid by NOC 

under JV arrangement 
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RSCs & PSCs Distinguished 

 If IOC’s costs and profit fees are directly paid in hydrocarbons, then RSC is 
essentially a PSC 

 If IOC has right to buy hydrocarbons with its risk-service fees (e.g., Iran “buy-back” 
agreement), then RSC is similar, but not identical, to PSC 

PSC: cost oil is converted to money for cost recovery 

RSC: IOC’s risk-service fees are converted to oil 

 In RSC (unlike typical PSC), NOC is usually “operator” from onset of production (Iraq) 
or perhaps even from onset of operations (Mexico) 



RSC Analysis  

• HG (NOC) retains control of operations and reserves 

• Creates arms-length “operator”(NOC)-“service-contractor” (IOC) relationship 

(not “partnership”), but NOC may also have a carried JV share of service-

contractor’s fees! 

• HG usually keeps other ‘up-side’ benefits 

• IOC assumes down-side burden of failure 

• HG assumes some low-price risk due to IOC’s cost-recovery rights and because 

IOC earns a fixed fee over costs, although total fee may be based upon some 

level of success 

• Generally, RSCs are not attractive to IOCs unless they can buy oil and reserves 

are large 



NOC Participation  

Regardless of Contract Type 

• NOC is usually carried through exploration (sometimes beyond), at which point it may 
exercise its right to become an at-risk investor: 

• At commerciality (e.g. Malaysia, Indonesia, Trinidad and Tobago, Vietnam) 

• At development plan approval (e.g. Algeria, Cameroon, Equatorial Guinea, China, 
Indonesia, Papua New Guinea) 

• At any time until production start-up (Brunei) 

• Significance of these different trigger points:  

• For NOCs that do not directly reimburse costs: extent of the “carry” for IOCs 

• For the few NOCs that do reimburse prior costs: amounts that must be reimbursed 

• NOC’s share of carried costs, if recoverable, are usually out of NOC 
production shares 
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NOC “Participation” Analysis 

 “Carried” NOC substantially burdens IOCs during the carry period 

Exploration IOCs:  

suffers full burden of failure to make commercial discovery 

not be fully rewarded for assuming exploration risk in event of 

commercial discovery 

even when NOC’s exploration-cost share is recoverable, IOCs incur 

time-value-of-money losses 

A cost “uplift” can make up for this, but at a “gold plating” risk to HG 

 IOC may benefit from having NOC partner when confronting nationalism 

 Some NOCs may be technically helpful 

 NOC may benefit by learning management & technical skills 
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HG Income Tax 

 Generates no government revenues until HGI earns a profit but required 
depreciation of capital costs may generate HG revenues before the IOC make a true 
profit 

 Exploration costs: 
 Necessarily carried forward if investor has no off-setting income, either due to no other 

investments in host country or to ringfencing 

 “Expensed” or “Capitalized” against future income? 

 Development Costs:  
 Loss carry forward is important for IOC, but beware carry-forward limits in some countries (3 

years Equatorial Guinea, 4 years Tunisia, 5 years China) 

 Typically capitalized for some period (e.g., 10 years), which helps offset carry-forward limits  
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HG Income Tax 

 Production Costs are mostly day-to-day operating expenses , ordinarily expensed in 
the year incurred 

Cost classification of certain expenses is important: Reworking of wells, infill 
wells, and enhanced recovery may be classified similar to Development Costs 
and thus capitalized 

 Decommissioning Costs: 

 Should be expensed, but are incurred when there is no income—at least not 
from the block being decommissioned (and may be affected by ringfencing)  
Loss carry-back requires recalculation of taxes already paid 

Best approach is to front load them (see later slide) and to deduct them, subject 
to possible recapture as income to the extent the front loaded costs exceed 
actual actual decommissioning costs 
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Income Tax—Capital Gains 

 Capital Gains may be derived from a partial or full sale of a HGI “block,” 
other asset, shares of investor affiliate who holds the HGI 

 Some HGs do not levy taxes on capital gains 

 Some HGs have vague tax laws, leading to disputes 

 Some HGs tax capital gains, which often creates a conflict with home countries 
that tax corporate “passive” income wherever earned  
US/UK extends tax credits to HG taxed capital gains to avoid double taxation 
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Other Fiscal Factors: Income Tax 

 US and UK corporate taxation law influence how HGs design their fiscal systems—
that is if HGs want US and UK IOCs to invest 
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Ringfencing 
E.g., Opportunistic Oil Co. has 3 blocks 

Alternatives: No ringfencing; Block ringfencing; Reservoir ringfencing 

Block I 

Block III 

Block II 

 
. 

Small, but Commercial 

$5mm MWO 

$15mm Dev. costs 

Huge Reservoir 

$15mm MWO 

$30mm Dev. costs 

 

Dry Holes 

$12mm MWO 

Medium Reservoir 

$10mm MWO 

$20mm Dev. costs 
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Biggest HG Fiscal Concerns 

 

“Gold Plating” 

“Transfer Pricing” 

“Training Ground” 

“Thin Capitalization” 

“Cheating” 



73 

Dr. Pedro Van Meurs Fiscal “Health” Test 

Does the fiscal/regulatory regime give IOCs an 
incentive to: 

1. produce at MER (maximum efficient rate of 
production while using best practices) (the 
"Production Plan" test)? 

 

2. be efficient and save costs on a per barrel 
equivalent basis (the "Cost Savings Index" test)? 

 

3. seek and share with HG the highest possible 
prices in arm’s length transactions (the "Price 
Incentive Index" test)? 

73  

Yes Maybe No 

Yes Maybe No 

Yes Maybe No 
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E.g., Brazil 
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Sources of Petroleum Law: Brazil 

 Constitution 

 E.g., Brazilian Const., Arts. 20(v)&(ix) & 177(i)-(iv) & ¶1 

20(v)&(ix): Reserves all petroleum, both onshore & offshore, to federal government 

177(i)-(iv): Declares federal monopoly on exploration, exploitation, refining, import, 
export, & transport of petroleum  

¶1 permits development by public (Petrobras) or private entities through contracts with 
federal government 
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 Hydrocarbon Law: Brazilian Petroleum Code, Law NR.9.478/97 (not applicable to 
Pre-Salt after 2010) 

Art. 1: Declaration of national energy policy & objectives 

Art. 2: National Council of Energy Policy (CNPE) 

Art. 3: Restates federal ownership of onshore & offshore petroleum 

Art. 4: Restates federal monopoly over exploration, exploitation, 
refining, import, export, & transport of petroleum 

Art. 5: Authorizes regulation of and contracting with private 
companies organized & headquartered in Brazil [ending the HG 
monopoly] 

Sources of Petroleum Law: Brazil 
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 HG Hydrocarbon Law: Brazilian Petroleum Code, Law NR.9.478/97 (cont.) 

 Art. 7: Establishes Agência Nacional Do Petróleo (ANP), administrative & regulatory agency 

 Art. 21: Empowers ANP to administer onshore & offshore petroleum resources 

 Art. 23: Empowers ANP to issue concession contracts by tender in blocks defined by ANP 

 Art. 24: Provides for concession contracts with an exploration phase (includes appraisal & 
determination of commerciality) & a production phase (includes development) 

Sources of Petroleum Law: Brazil 
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Source: ANP website: thanks to Luiciana Braga 
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 HG Hydrocarbon Law: Brazilian Petroleum Code, Law NR.9.478/97(cont.) 

 Art. 26: Concessionaire 

Explores at its own expense & risk  

 If successful, must develop & produce 

ANP must approve Development Plans, which includes budget, plan is deemed 
approved if ANP does not respond within 180 days after submission  

ANP may require performance guarantee 

Art. 29: Concession may be transferred (or farmed out) to party who meets technical, 
economic, & legal requirements with ANP approval 

Sources of Petroleum Law: Brazil 
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 Bid Round tender—announces special requirements for the particular bid round, including 
bidding parameter—e.g., signature bonus, work units, local content  

 Concession Contract for Exploration and Production of Oil and Natural Gas (2013) 

Exploration Phase—set forth in Annex, 2 Sub-Phases, up to 9 years as set in tender 

Production Phase—27 years from date of Declaration of Commerciality for each Field, 
but can seek an extension, IOC has title to production 

Minimum work units and financial guarantee, as established in Annex 

Subject to ANP regulation 

Sources of Petroleum Law: Brazil 



81 

Brazil: Production Fiscal Terms 

 Decree No. 2705, 3 August 1998 

 Signature bonus 

 Retention Fees (indexed fees established in bid notice, due each year per km2, and pre-set for 
Exploration Phase (doubled for an extension), Development Phase, and Production Phase 

 Royalty is primarily !0%, but established in bid tender protocol“Special Participation” of up to 40% of 
gross profits, depending on production volumes 

 1% of gross profits for R&D in Brazil is required 

 Up to 1% landowner “participation” for onshore 

 In addition, there are several federal, state, and local taxes and fees can add 15-20% in costs 

 Profits are further subject to a federal income tax at rate of 34% 
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 “Special Participation”—basically a net-profits tax that ranges from 0 to 40% 

 “Extraordinary financial compensation” for “great volume of production or great 
earnings” 

 Specific formula varies for onshore, shallow offshore, deep offshore 

 Tied to production rates & year of production 

% rate of participation kicks in at lower production intervals onshore, higher 
production rates for shallow offshore, & highest production rates for deep 
offshore 

% rate of participation kicks in at lower production rates in second year, still 
lower rates in third, & still lower rates in fourth  

 Low production rates may be carried forward to offset high production rates in 
the following year 

Brazil: General Fiscal Terms 
 Decree No. 2705, 3 August 1998 
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Brazil Petroleum Law No. 12.351, 22/2010  
Sub-Salt/”Strategic” Areas – PSC Regime  

 “Grandfathers” existing sub-salt concessions 

 Describes sub-salt area polygon, provides for expansion 

 Allows for future designation of “strategic” areas having lower geologic risk 

 Perhaps Equatorial Margin may become a PSC area 

 Ministry & National Council for Energy Policy (CNPE) determine fiscal terms, including 
signature bonus, royalty, profit oil split, local content, etc. 

 Petrobras must “operate” sub-salt but may partner with IOCs, subject to minimum Petrobras 
30% participation 

 PSCs may be awarded directly to Petrobras, in lieu of bid round, as determined by CNPE 

 ANP & Petrobras may do surveys of sub-salt & strategic areas 
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Brazil Petroleum Law No. 12.276/2010  
Petrobras Onerous Assignment Agreement 

 Brazil increased financial stake in Petrobras from 40% to 48%, but already controlled voting power 

 Transferred 5 billion barrels of oil reserves (appraised and certified by ANP) to Petrobras in return 
for nearly R$75 billion in treasury bills and cash from sale of assets and stock—called “onerous 
[valuable] assignment agreement” 

 Transferred exploitation rights to Petrobras in particular Sub-Salt blocks, giving Petrobras the 
right to produce up to 5 billion barrels of oil and associated natural gas for 40 years, 
extendable by 5 more years 

 Petrobras has title to the production 

 MWO and Local Content requirements 

 10% royalty 

 2017 discussion of allowing participation in this area by IOCs through “farmouts” 

 8 “commericiality” declarations as of fall 2018 and some relinquishment of acreage to limit the 
assigned reserves to 5 million 
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2013 Sub-Salt Bid Round One  
PSC Terms for Libra Area 

 Minimum Profit Oil to HG: 41.65% (Bid parameter) 

 Adjusted for Brent price and production volumes 

 Minimum HG take: 75% , includes 15% royalty and taxes 

 Signature Bonus: Fixed at R$15 Billion (about US$7 Billion)   

 Local Content:  

 37% - Exploratory Phase;  

 55% - Development Phase, production beginning 2021 

 59% - Development Phase, production beginning 2022  

 Minimum Work Program (4 years):  

 1,547 km2 3D Seismic 

 2 exploratory wells 

 1 long-term formation test  

 Term: 35 years, including exploration  

 HG has title to oil but IOC gets profit share and cost share 
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Pre-Salt Polygon 
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Brazil Petroleum Law No. 12.304/2010 PPSA 
Established by Decree 8.063/2013 

 PPSA: “special public company” in “consortium” with Petrobras & any IOCs through participation on 
“operating Committee” 

 Nominates half of operating committee + President 

 But has no “risk” 

 Represents HG interest in general, with audit rights  

 Special unitization role (Law 12.858/2013 allocates government share of unitized production to 
education and health) 

Unitization applies to all types of contracts, including the “onerous assignment” area 

Act No. 12.351/2010 establishes the competence of PPSA to sign the Unitization Agreements 
representing the Government in open areas located in Pre-salt area 

 Creates Social Fund for some sub-salt and concession revenues for public projects to and avoid 
“Dutch Disease” 
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Brazil Petroleum Law No. 12.304/2010 PPSA 
Established by Decree 8.063/2013 

Unitization: 
Art. 33: The unitization procedure for production of oil and natural 

gas shall be implemented just when the deposit extends beyond the 
block granted under concession regime or contracted under the 
production sharing regime. 
 

Art. 36: The Government, represented by PPSA, and based on the 
evaluations carried out by the ANP, shall, in cases where the 
deposits from the Pre-salt polygon extend to areas which are not 
granted or shared (open areas), enter into a production unitization 
agreement, whose terms and conditions shall bind the future 
concessionaire or contractor under the production share regime. 
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Controversial Revenue Sharing Law 

 Royalties from existing and future drilling and production are shared more evenly 
among all of Brazil’s 27 states. 

 State of Rio de Janeiro loses billions  

 Producing States: Royalty share falls from 26.25% to 20% 

 Non-producing states: Share increases from 7% to 21% 

 Federal government: share decreases from 30% to 20% 

 Balance distributed to municipal governments in producing states 
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Brazil Petroleum Law 13’365/2016 

 Relieves Petrobras from having to be operator of every pre-salt block 

 Relieves Petrobras of its obligation to hold a minimum 30% stake in future pre-salt projects 

 But allows Petrobras a pre-emptive right to participate and operate with a minimum 30% stake, but it 
may refuse to sign a PSA if the offer is above the minimum established in the bid round protocol 

 PPSA is still part of Opcom and appoints Chairman and half of members 

 

 ANP also relaxed local content requirements 
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Brazil PSC basics 

 minimum signature bonus established in the tender protocol 
  profit oil  % tis main bidding parameter, but subject to a minimum % in the tender  
 4-year minimum work program 
 local content as provided in the PSC (set by ANP and progressive)  
  15% royalty rate  
  taxes  
  35-year term 
  cost oil recovery allowed from production 
  Government has the title to produced oil, but IOC its cost and profit oil shares 
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CNPE Res. 7/2017 
Simplified compliance and relaxed local content requirements 

 Local Content Defined for 14th Round, not a bidding parameter 

 

 


