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MEMORANDUM ON THE REVIEW OF H.B. 159 - A BILL FOR AN ACT TO
ESTABLISH THE LEGAL AND REGULATORY FRAMEWO
INSTITUTION! REGULATORY AUTHORITIES FOR THE NIGERIAN
PETROLEUM INDUSTRY, TO ESTABLISH GUIDELINES FOR THE
OPERATIONS OF THE UPSTREAM AND D TR E! RS AND
FOR PURPOSES CONNECTED WITH THE SAME
(THE PETROLEUM INDUSTRY BILL)

DELIVERED TO
THE HOUSE JOINT COMMITTEE ON THE PETROLEUM INDUSTRY BILL
2009 BY EXXONMOBIL AFFILIATES-MOBIL PRODUCING NIGERIA ULTD
and ESSO EXPL.ORATION AND PRODUCTION NIGERIA L.TD

Honourable Chairman and Members of this Esteemed Joint Committee

ExxonMobil Affiliate Companies in Nigeria - Mobil Producing Nigeria Ultd (MPN) and
Esso Exploration and Producton Company Ltd (EEPNL), herein after referred to as
"Upstream Nigeria Companies” or as "UN", would like to thank the House Joint Committee
on the Petroleum Industry Bill (PIB) for providing us the opportunity to present our views
at this Public Heating. It is our desire to conttibute in the development of this impottant
legislation.

MPN is the operator of NNPC/ MPN joint venture and holds 40% participating interest,
and EEPNL is operator of Erha deepwater oil and gas production sharing contract or PSC
with a 56% participating interest. We are involved in all aspects of the oil and gas industry in
Nigeria with extensive discoveries to develop, including fields at Bosi, Etha North (Phase
1I), and with our partners in Uge, Usan, and Bonga (N, NW, SW), and have significant
additional remaining exploration potential.

It is also impottant to note that the input we ate providing represents the collective
experiences of our world-wide corporation. Globally, we have been involved in setting up
Incorporated Joint Ventures (I-JVs) in fiscal regimes in Qatar, Kazakhstan, and Canada to
name a few. Thus, we are uniquely qualified to share with you our perspective and
experience on what is required to make the planned I-]Vs successful.

We acknowledge the necessity to review the oil and gas laws of Nigeria promulgated 40 years

ago through the Petroleum Act 1969 using a framework that provides sustainable and
increasing revenue to government but still encourages development of natural resources.
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However, following extensive reviews, modeling and analysis, this Bill does not meet either
of these objectives.

Honoutable Chairman and members of the Joint Committee, our concerns with the PIB
primarily have to do with increased fiscal burdens, both on the JVs, which already have one
of the highest Government takes in the wotld, and the PSCs, which would become subject
to significant new royalties. ‘This increased government take negatively impacts commercial
viability of future investments in both the joint venture and deepwater. It is noteworthy that
our Erha PSC and JV curtently contribute over 60% of Nigeria's daily oil production.

Further, this Bill will severely curtail the gtowth and economic development of the gas sector
and impait aspirations of the Federal Government of Nigenia (FGN) to use gas to drive
economic development including power development. Today, the development of gas is
severely hampered by the lack of economic terms and infrastructure. Unless a fiscal system
is put in place that provides an economic teturn for gas investments, mandating supply levels
becomes just an additional tax rather than an opportunity to participate in an economic
venture to grow and develop the industry since it represents a cost of doing business.

We have wotked diligently both intetnally and with the Qil Producers Trade Section (OPTS)
of the Lagos Chamber of Commerce and Industry for many months studying this draft PIB
legislation and considering its potential impact to the Nigetian oil and gas industry. During
that time we have also openly sought oppottunities to collaborate both with the Oil and Gas
Implementation Committee (OGIC) and Nigerian National Petroleum Corporation (NNPC)
to share our concerns and discuss alternative solutions. To date we have not been given the
opportunity to have a meaningful dialogue to discuss alternatives to the proposed PIB.

In the subsequent pages, though not exhaustive, we will identify some of the key provisions
in the draft PIB which cause us grave concern and will propose specific recommendations
which we believe will allow FGN to achieve their stated objectives and permit the oil and gas
industry to be viable in Nigeria.

For this to happen, the necessary incentives have to be in place to encourage continued
investment in all phases of the oil and gas business. With this will come growth, and with
growth will come increased cash flow and total revenue for the Government. Thus, it is our
firm belicf that there is a "win-win" approach for both the Government and Industry if the
terms provided for in the PIB are properly constructed. The specific terms we have detailed
in this document and the attachments, we believe, will lead to that positive outcome
beneficial to all parties.

PURPOSE OF THIS MEMORANDUM

MPN and EEPNL have serious concerns with the PIB as written and we will share out
concerns on how a number of the provisions in the PIB adversely impact realization of the
FGN oil and gas objectives including the goals set out in the PIB. We will offer our
tecommendations on how to address those concerns in order to ensure the realization of
FGN and OGIC objectives.
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The structure of the memorandum is as follows.
ExxonMobil Affiliates' Activities in Nigeria
UN Supports the Objective of the Bill
UN Supports Oil and Gas Industty Reforms
UN has Serious Concerns with Key Provisions in the Bill
Proposed Solutions will Achieve Reform Aspirations
~  Fiscal Solutions
- Non-Fiscal Solutions

EXXONMOBIL AFFILIATES' ACTIVITIES IN NIGERIA

ExxonMobil Affiliates have been in Nigeria for 100+ years and producing for the last 40
years, Woe invested over $32 billion in the last 40 years and ate currently producing
approximately 750,000 barrels per day from offshore and deepwater offshore fields. In the
last 10 years, our operations have directly contributed $28 billion in royalty and taxes and
$45 billion in revenue to the Government. The chart below (Figure 1) describes our
histotical and planned future commitments to Nigetia. Please note, the analysis of the

impacts of the Bill presented in this document represents the latest business plans for UN
developed in consultation with our stakeholders.

Our operated oil volumes have grown from 25% to over 60% of the FGN's oil production.
NNPC/MPN JV has delivered profitable volumes in recent years despite budget shortfalls
through innovative financings with our partner, NNPC.

EXXONMOBIL INVESTMENT
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Figure 1: ExxonMobil Investment in Nigeria

We contribute significantly to national development and Nigerian content with 86% of our
business awarded to Nigerian firms. Our workforce is 88% Nigetian with active rotation of
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Nigerian nationals throughout out global operations for training and to develop world-class
capabilities.

In respect to our community development activities, we strive to be good corporate citizens
and have made significant contributions in Nigeria. NNPC/ MPN JV and EEPNL spent
over $280 million over the last 10 years on social programs and community assistance
projects in key ateas of health, education and infrastructure benefiting over 10 million
Nigerians.

UN SUPPORTS THE OBJECTIVES OF THE BILL

UN acknowledges the need for oil and gas industry reform and suppotts the development of
a comprehensive industry bill for the oil and gas industry. We believe that such a bill must
provide clarity on tegulatory responsibilities, and resolve issues of funding through the
creation of Incorporated Joint Ventures (I-JVs).

ExxonMobil Affiliate companics support elements of the Bill:
¢ Improve regulatory and policy making efficiency
® Resolve funding issues through I-JVs
® Transition NNPC to be independent, commercial and self-funding
®  Bring transparency to the Federation revenues from the oil and gas sector
® Develop the gas sector to spur economic growth
Maximize local content and development of Nigerian capacity

UN SUPPORTS OIL AND GAS INDUSTRY REFORMS

The Federal Government aspires to be one of the top twenty wotld economies by the year
2020. The oil and gas industry is pivotal to maintaining national GDP growth necessary to
achieve this target.

UN supports FGN oil and gas industty objectives and the President's Seven Point
Agenda, which can be summarized as follows.

* Oil: Grow reserves to 40 billion batrels and production capacity to 4 million batrels
per day (by 2010);

e Ignite the Gas sector: generate as much revenue from gas as oil (by 2010),
eliminate flaring and rapidly increase domestic gas supply;

e Linkage to broader Nigerian economy: Enhance multiplier effect of oil and gas
(gas drives electrfication which drives industmalization) and increase Nigerian
content;

® Institutional reform: Reshape NNPC into a National Oil Company (NOC),
streamline regulatory processes and entrench accountability and transpatency.
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These aspirations demonstrate why energy is the number 1 item on the President’s Seven-
Point Agenda and materially underpins the President’s “Vision 2020”. However,
disappointingly, the PIB as currently drafted will not be successful in delivering on these

objectives.

UN has actively worked with Industry and OPTS to seek reforms to address inefficiencies
and challenges in the current system. Two examples of these inefficiencies that need to be
addressed are:

- Procurement and Contract approval cycles

A major cost issue has been the length of time it takes to approve and award any
contracts for services or procurements that need to go through the NOC’s approval
process. In Nigera, it is not unusual for a contract award cycle to take 24 months.
Contractors build this approval period into their costs, or ask for the prices to be re-
negotiated as being out of date, with the results that the Nigerian industry is unable to
react quickly to changing conditions and is burdened with higher costs than occur in
similar jurisdictions.

- The Joint Venture funding crisis

The funding crisis in the Joint Ventures has been a major problem towards achieving
Government goals for domestic gas and increasing crude oil production and reserves.
As a result of shortage of funds, very little Joint Venture exploration has taken place in
the last few years with a very negative impact on reserves replacement. New production
projects have proceeded very slowly and have had t be financed by indusuy via
alternative funding solutions. Gas projects that would have provided Domestic gas have
been adversely impacted by the Government’s inability to fund their majonty share of
the projects resulting in such unfunded projects being put on hold.

UN with OPTS has made a number of proposals to Government, NNPC and the National
Assembly on these issues. We have actively supported the creation of a business-orented,
commercially minded NOC. This will promote better business, operational and technical
partnerships.

UN has spent many months analyzing the implications of the Bill and working with OPTS
to develop potential solutions to its shortcomings and summarizes this analysis for your
consideration in this Memorandum.

UN HAS SERIOUS CONCERNS WITH KEY PROVISIONS IN THE
BILL

Analysis of the Bill's proposed fiscal terms for existing and new investments show they no
longer reach a competitive economic return threshold*. Cancelling these projects will result
in a corresponding loss of production volumes. Looking at our JV, rather than growing
over the next five to ten years (cross hatched), volumes begin a precipitous decline as shown
in Figure 2 resulting in lost production to Nigeria of 1 billion barrels over 20 years.

Page 5



* Please Note: FGN stated that oil and gas investors should be afforded at least a 15% return on
investment to male investing in Nigeria competitive in a global marketplace. For modeling
purposes, project investments that did not achieve at least this minimum level of return were
assumed to be cancelled.

NNPC/MPN JV Gross Production

Projects At
. % Risk (1000 MB)

2009 2014 2019 2024 2029

Figure 2:  Production Outlook for NNPC/JV Highlighting New Projects at
Risk

For UN deepwater PSGs, the proposed fiscal terms erode the value of planned operated
projects making them no longer economically viable (Figure 3), putting growth volumes
(cross hatched) at risk. Deepwater PSCs require significant infrastructure investments.
Maintaining profitable deepwater production operations requires continued new field

development programs to support the high operating cost or the base existing production
becomes uneconomic and hence must be shut-in.
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Figure 3: Production Outlook for UN Operated PSCs Highlighting New
Projects at Risk
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Thus, the terms of the PIB will not lead toward achievement of the FGN aspirations. As
drafted, neither sustainable oil and gas production, nor gtowth in reserves including
Domestic Gas can be achieved.

Not only will the direct impact of limited Nigetian capital and opertating expenditures
flowing into the local economy be felt, but this will be amplified by the multiplier effect or
socio-economic impact on employment, capacity development and local
entreprencurialism.

UN HAS SPECIFIC CONCERNS ON FISCAL AND NON-FISCAL
PROVISIONS

A. FISCAL PROVISIONS

The fiscal provisions in the PIB will underpin the investment decisions made by each
investor. It is important that there not only be clarity in the provisions, but that the fiscal
regime be stable and that there be proper balance between the Government’s entitlement to
the best possible cash flow and the ability of the investor to make a return on their
investments. Some major areas of concetn are described below but include higher taxes and
toyalties, significant new disallowed deductions, cancellation of long held investment
enablers, a new funding levy, taxing individual licences instead of companies and new limits
on cost and profit oil. Although one might argue that each of the elements proposed in the
PIB are in place somewhere else in the wotld, it is the aggregate of these which must be
considered when evaluating the impact on Industry, These multiple negative fiscal
parameters and taxes, together with projected reduced reservoir size, when considered in
aggregate challenge performance under the PIB.

- We do not have an issue with any particular tax or royalty which the Government has
proposed.

- The issue is the impact and magnitude of each tax when aggregated together and the
substantial increase in the royalty rate proposals that collectively chokes the industry.
This is not an incentive to continue to invest.

1. Gas and power growth at risk as most new gas developments not economic

Domestic Gas will be especially negatively impacted if the proposed terms are adopted.
Nigerian gas development is currently in its infancy but poised to grow over the next 10
yeats. Large investments in this growth sector are tied directly to the Gas Master Plan with
an anticipated increase in Domestic Gas prices (from $0.20/mmbtu today to $1.00/mmbtu
in 2012), the introduction of the Domestic Gas Aggtegator and the resolution of funding,
infrastructure and credit risk issues (Figure 4).

However, the loss of consolidation of gas with oil projects coupled with higher royalties and

tax will stall the growth of the gas and power sector and will reduce foreign direct
investments. This is counter to the objective of "energizing the pas sector”. Composite
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analysis of Industry data developed by OPTS estimate $22 billion of direct investment over
the next 10 years will be at risk. And yet, these large impacts do not take into account
the multiplier effect that unrealized power growth and lower investment will have on
the Nigerian economy.

JV Gas Volumes, MMscfd
(Domestic & Export)

2007 2010 2013 2016 2019

® Existing Production @ New Production O Production at Risk

Figure 4: Nigeran JV Gas Volumes Outlook Highlighting Projects at Risk

2. New Deep Water (PSC) projects become uneconomic and are no longer
developed

Our outlook on new PSC oil projects indicates they tatget smaller resoutce sizes which ate
more complicated, and therefore costlier than the larger existing fields. Under PIB terms,
none of the planned new deepwater projects would be economic. Significant potential exists
in the deepwater for gas, but with terms not established it is even more difficult to advance
opportunities. Analysis of the proposed terms shows that investments in these new projects
will not generate a reasonable economic return. The combination of high royalties, Nigerian
Hydrocatbon Tax (NHT), Companies Income Tax Act (CITA), dividend tax, funding levy,
etc. eliminates economic returns and repositions Nigeria as a country with one of the
highest government takes world-wide for PSCs. If this occurs, then the aspiration of
Nigeria to grow its crude capacity cannot be realized.

3. Proposed JV terms in the PIB are extremely onerous on the IOCs

Production from the JVs has been the foundation for the Nigetian oil and gas industty and
has and continues to provide substantial revenues to the government. Yet, there seems to be
some confusion in regards to the level of government take for JVs. In fact, overall, the
cutrent Nigerian JV oil regime is already one of the highest government takes globally.
Inserted below as Figure 5 is an external analysis compiled by Wood Mackenzie (WoodMac)
through the end of 2007. The graph shows the percent government take for various fiscal
regimes around the wortld. At the lower end of the scale are Albetta Canada, the US Deep
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Water GOM, and the UK. Angola and Norway are significantly higher. At the upper end of
the scale is Malaysia and then comes Nigeria. The conclusion reached by WoodMac is the
“current Nigeria JV fiscal regime is one of highest govetnment takes in the world”. This is
prior to any of the newly proposed incteases in the PIB.

Govt Take for Selected Upstream Fiscal Regimes
Actual Prices for 1890-2007, $50/BBL Flat Real Prices for 2008 Forward

90% 1

°
560%-

I Il

Notes: Consclidation of selected Assels in WoodMac GEM Mode! (2P Reserve basis); Govt iake calculated on Post-1990 Basis
* Nigeria JV reflects current fiscal regime

Figure 5: Government take for Selected Upstream Fiscal Regimes

To further illustrate this point, some actual Upstream Nigetia historic data is shown in
Figure 6. Tor UN itself, in 2008 government take was 95% and just 5% was left as profit as

detailed below. The data presented is our actual 2008 historic tevenue and profits
distribution.

NNPC/MPN
2008 Revenue Distribution 2008 Divisible Income Distribution
NMPC Profit, ExsonMobil Operating ExomnMobil
7o Proft, 4%  Cost,B% Capital MG POt orom, 5%

9%

Royalty/Taxes,
70% 86%

Government Take as Percent of Divisible Income =

Divisible Income = Revenue — Technical Cost
Government Take = Royalty/Taxes + NOC Profit

Figure 6: Actual 2008 Revenue and Profits Distribution
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The new JV terms as proposed in the PIB further increases average government take to 98%
moving the ]V oil regime to an extreme level of government take world-wide. This will not
leave enough profit incentive for further investment.

Those proposed new |V terms under the PIB need to be teconsidered. No tax ot toyalty
increase in JV oil regime should be inttoduced. UN has had a long history of aperating and
producing in the JV fiscal regime based on contracts and commitments with the
government. We have very active development plans currently underway; however, these
will not be able to be executed if the current PIB is adopted. PIB erades the economic basis
to continue to invest and take risks.

In addition, JV oil retutns are required to provide the investnent capital needed for JV gas
projects. As such, the loss of this JV revenue has the further knock-on effect of eliminating
a major source of revenue required to support the Domestic Gas growth aspirations.

4. I-JV Provisions and Bankability

The Bill provides that the current JVs will convert to [-JVs. UN supports this transition

as [-JVs have the ability to resolve industry's funding issues. Yet, to fund itself, each new I-

JV must retain sufficient earnings for re-investment and debt tepayment. However, the

proposed new fiscal terms significantly reduce ]V cash flows leaving it with insufficient

funding for investment in new projects and debt repayment. Based on our global
expetience, including Qatar and Kazakhstan, the following elements must be in place for an

I-JV to succeed.

* Balanced governance that protects NOC’s right to veto major decisions and provides
comfort to lenders that commercial decision-making is driving the I-JV’s futute growth
plans.

¢ A transition period that promotes business continuity and does not threaten the integrity
of the underlying production and cash flows. Given complexity of the organizational
transformation, our experience indicates it will likely take 24 to 36 months to fully
implement the I-JV.

* It is imperative to promote a cteditworthy independent I-JV that will be able to attract
long-term debt financing to fund its operations. The I-JV needs to be subject to
independent dispute resolution to provide lenders confidence over how disputes are to
be resolved.

¢ The I-JV will need to be sufficiently capitalized via Shareholders' equity contribution
from all Shareholders including the NOC. Access to debt markets is developed over
time as the I-JV builds credibility with potential lendets as a creditworthy borrower.

Specifically, for an [-JV to be bankable, lenders consider the following.

® Stable investment climate (PIB: Embarking to undertake dramatic, untested industry
change/teform)

¢ Predictable fiscal and regulatory regime (PIB: Need fiscal terms that encourage
investment; many items in the Bill are not defined, i.e. uncertainty around ability to retain
licences/leases as at Minister discretion)
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* Ability to pledge assets/future production (PIB: Unclear, World Bank negative pledge
restrictions, Fiscal Responsibilities Act requirements due to majority owned NOG, etc))

e Operator track record/ability (PIB: I-JV has no operating track record)

e Credit rating/track record of borrower (PIB: I-]V has no borrowing track record)

Based on the above, the PIB impairs objectives of creating bankable joint ventures.

5. Capital Expenditure and Operating Expenses

There is a general and wide perception that the Oil Producing Companies are deliberately
increasing the cost of operations, i.e. CAPEX and OPEX to unfairly benefit from the Fiscal
Terms under the Petroleum Profit Tax Act. We would like to unequivocally state that
this perception is wrong. Investment decisions are based on economic parameters such as
rate of returns. A typical project yielding a minimum rate of return of 15-25% (dependent
on risk) could be considered acceptable to investors. As shown in the 3" party charts below
(Figures 7 and 8), global project costs increased in reaction to increasing oil prices. The
mnitial upward trend from 2003 to 1H2008 in most parts of the world was clearly attributable
to the increasing oil prices in most parts of the world. Despite the significant (>50%) drop
in oil price from 2H2008 to date, global cost of goods and services have only marginally
declined. The Operators continued to monitor market trends and are looking forward to the
impact of lower oil prices on costs. Furthermore, the current systems and processes in place
for cost management are rigorous and include technical and management reviews with our
partner, NNPC through a formal committee process.
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Figure 7: Project Costs from “The Cost of Oil”, CERA, 2008
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Contractors’ Risk Premiums
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Figure 8: THS/CERA Upstream Capital Cost Index (UCCI)Historical and Current

Specifically, in Nigeria, a reduction in costs of goods and services has not yet been
experienced. Market Trend analysis indicate that Nigeria has the highest risk premium,
which is caused predominantly by the Niger Delta security situation. 'The protection of life
and assets in the operational areas has placed a significant premium on all cost components
such as Labor, Marine Vessels, Engineering Services, and Materials procurement.

Other factors include: 1) the protracted contracting process of 18 -24 months which results
in constant revision of quoted bid prices; 2) the perennially inadequate JV funding which
results in project delays or phased project execution; 3) productivity of new and developing
local contractors which lengthens project completion time; and 4) goods and services
subjected to a myriad of fees and levies.

Furthermore, the fact thar there is little competition for provision of goods and services in
the Nigerian market exacerbates the situation. We believe that if all these factors are
mitigated, the industry will experience a reduction in cost of operations.

B. NON-FISCAL ISSUES

The significant non-fiscal issues identified in the PIB are discussed in the "Proposed
Solutions" and are listed below.

Licences and Leases

Transitional and Savings Provisions
Dispute Resolution

Discretionary Powers of Minister/ Agencies
Role of NOC

Confidentiality of Competitive Data

o ol o Dl Dol
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7. Definition of Upstream and Midstream

8. Open Access

9. Gas Master Plan

10. Domestic Gas Obligation

11. Transparent and Efficient Regulatory Structure
12, I-]V Provisions

13. Community Obligations

Distinguished Chairman and members of the Joint Committee, UN working with OP'TS has
developed specific alternatives that we believe will realize the overall objectives of the PIB
while maintaining a viable oil and gas industry in Nigeria.

PROPOSED SOLUTIONS WILL ACHIE VE REFORM
ASPIRATIONS

A. FISCAL SOLUTIONS

The establishment of an optimal fiscal regime requires a balance between the needs of both
government and industry. For example, government's goal of maximizing its cash flows
from royalties, taxes and fees need to be balanced against industry’s need for a reasonable
rate of return. This balance can be illustrated with the well known Laffer curve which shows
that optimal government take terms will maximize government revenue while maximum
government take will not.

The Laffer curve portrays the "optimal solution space" concept
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Figure 9: The "Optimal Solution Space” for Government Take
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Based on this Laffer curve concept, industry undertook to design high level principles to use
in developing potential solutions that would best meet the needs of both government and
industry (the "optimal solution space”).

PIB adjusts many different government take levers (tax rates, royalty, deductions,
financing, cost oil, etc.) and it is the aggregate of those adjustments that creates
significant issues for industry. The key to a "win-win" outcome is adjusting the
vatious levers to balance government's need for increased cash flows with
sustainable industry investment. Below, we propose one solution to balance the
aspirations of both FGN and UN but we recognize other solutions are available and
welcome the opportunity to discuss those with the FGN.

FGN has certain objectives it hopes to achieve with the PIB. As discussed previously,
proposed changes to Nigeria's tax, royalty and PSC provisions increase the cost of investing
in Nigeria's oil and gas sector, particularly in the offshore areas where costs are higher due to
the more challenging environment.

The risk to Nigeria is that foreign direct investment required to facilitate the development of
the Nigerian economy muy be re-directed to other more investment-friendly nations where
reasonable returns relative to Nigeria are available. The current efforts should aim at
preserving a fiscal environment that encourages sustainable levels of investment by all
participants in the Nigerian petroleum industry, including international oil companies,
thereby positioning the FGN to meet its developmental goals and objectives.

UN proposes the following principles to achieve the dual purpose of encouraging oil and
gas investment while also meeting FGN cash flow objectives.
e Grow oil production by allowing for a competitive return on oil investments
(globally competitive risk/ rewards are typically 15-25%)
e Advance Domestic Gas aspirations by providing sufficient enablers to promote
economic investment
e Utilize a balanced fiscal regime to grow the industry thereby increasing volumes and
revenues for FGN and industry; and ultimately lead to reinvestment by the industry
e [Establish reasonable, stable and predictable fiscal and non-fiscal terms and
regulations
e Create a commercially viable and bankable JV

We have structured our recommendation on relevant fiscal areas involving the  JV
arrangements, PSCs, and Gas.

Jv oil

UN has had a long and successful history in its joint venture arrangement with NNPC (on
behalf of the FGN). In the last two years alone, UN from its 40% share of the JV, paid the
FGN over $6 billion in petroleum profit taxes plus additional amounts for royalty, NDDC,
VAT, etc. During the brief rise in oil prices, FGN participated fully in this upside while
collecting 95% of the divisible revenues as depicted previously in Figure 6.
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The NNPC/MPN JV is also unique in that significant development oppottunities remain in
the JV area. This is notwithstanding that the current combined petroleum profit tax and
toyalty rate imposed on UN is one of the highest in the world.

Issues that we have with the proposed PIB as it affects JV Oil, and that we recommend
changing, include the following,

80% Cap on Foreign Deductions

With such high government take, thete is little room for increased taxes. Many of the
current proposals are arbitrary, increase the cost of doing business, and will lead to
reduced investment. For example, the proposal to disallow 20% of foreign expenditures
is both onerous and punitive. Although the purpose is to encourage Nigerian content, it
is a costly policy because the disallowance applies to expenditures that the authorities
would have determined are deductible under the proposed "benchmarked, verified and
approved” (BVA) test for deductibility. If an expenditure meets the BVA test, then the
authorities have consideted it to be cost efficient and appropriate even if it was incurred
outside Nigeria. Such a cost should be fully deductible and the 20% limit should be
removed. The BVA process itself must be clear and transparent with defined criterta
that reflect both the current local and global market.

Interest Expense

Another proposal disallows deductions for interest undet the new Nigerian Hydrocarbon
Tax (NHT). 'This proposal contradicts the stated goal of making the new Incorporated
Joint Ventures (I-JVs) self-funding from sources thar include borrowing because it
increases borrowing costs for the I-JV by more than 1005,

Other Disallowed Costs

NHT disallows deductions for the cost of acquiring rights to petroleum  deposits,
disallows costs that exceed benchmarked levels determined by the Inspectorate even if
paid to 3rd parties in arms length transactions, and disregards and cancels the
longstanding 10% petroleum investment allowance for shallow water JVs such as UN's.
The current practice of allowing deductions for all these items has served to stimulate
investment in the |V and should not be abandoned. The new process, patticularly the
BVA test, creates high uncertainty around process, timing and amount of allowable costs
that will impact investment decisions. Again, the aggregate effect of all these changes is
significant.

Upstream Petroleum Operations

Over many decades, a body of law developed under the Petroleum Profits Tax Act
(PPTA) that defines what activities, whether revenue ot costs, are related to upstreain
petroleum operations and therefore subject to PPTA. NHT changes this by creating
new definitions for what revenue and costs are considered upstream versus midstream
versus downstream. The new definitions are unclear and have the potential to capture
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mote revenue in the high tax upstream regime while not allowing the costs that
generated those revenues to be deducted in the same upstream regime. ‘There needs to
be a clear alignment of revenues with associated costs for any new fiscal regime to
provide for fair and equitable treatment. Otherwise, a mismatch of revenue and
expenses creates uncertainty and is a disincentive to investors. Our recommendation
is that the definition of upstream opetations curtently in PPTA ("the winning ot
obtaining and transportation of chargeable oil in Nigeria by ot on behalf of a company
for its own account by any drilling, mining, extracting or other like operations or process,
not including refining at a refinery, in the course of a business cartied on by the company
engaged in such operations, and all operations incidental thereto and any sale of or any
disposal of chargeable oil by or on behalf of the company”) or at least the gazetted
version be used.

¢  Taxation of Licences

Finally, PIB would tax each licence separately. UN currently patticipates in four licences
with NNPC. Under the current regime (PPTA), UN combines its activity under all four
licences in one tax return. PIB requires UN to prepare a separate return for each licence
and unnecessarily track costs for each licence. Where there was one return with one
audit, PIB results in four returns and four audits for the same level of activity. The
increased tax and financial reporting will be inefficient with no discetnable benefit. Our
recommendation is that [V activity be taxed at the company or I-]V level, not the licence
level.

It is also worth reiterating that the aggregate of the issues covered are a key
component to consider.

]V Recommendation

Notwithstanding out comments above, thete ate changes to PIB that will impact the |V
which we will support even though it will increase our costs. Again, as emphasized before,
the composite or aggregate of this proposal must be considered. If the concerns described
above are satisfactorily addressed, UN suppotts the following changes for the JV.

~ aroyalty at the existing 18.5%

- MPN profit subject to tax under both NHT (50%) and CITA (30%) +

additional NHT when oil prices > $70/bbl
- All costs that satisfy the BVA standard are deductible
- 2% funding levy

In summary, our recommendation would result in increasing government tax and revenue
while stll providing sufficient incentive for new investment in the |V area. UN has a track
record of generating significant revenue for the FGN under the existing fiscal regime; so we
encourage you to limit the fiscal changes. A summary of our proposed changes are attached
as Annex 1.
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PSCs

UN supportts ctforts to grow the industry which would then expand the tax and revenue
hase for both government and industry. The best way to increase Government revenues is
by encouraging investments in new developments thereby increasing the tax base while also
allowing investots to realize an economic return on investments. By adopting selected
provisions, the cumulative cash flow to the government could increase by $19 billion and
production from deepwatet by 2020 could be doubled (540 thousand barrels per day instead
of 270 thousand barrels per day).

UN is and would like to continue to be a significant contributor to deepwater production.
In the Erha PSC, which is operated by EEPNL, over $3.3 billion was tepotted as profits tax
in the last two years, and this is after less than three years of production. There continue to
be oppottunities for expansion in Erha, but like all deepwater projects, the projects catry
significant investments and have significant technical and business risks.

PSC contract terms should be established through direct negotiation between the Contractor
and the Concessionaire rather than via the legislative process. The significant risks involved
in deepwater exploration activities require PSC contract terms to be established prior to
substantial investments being made for programs to establish commerciality. Existing
deepwater projects need to be grandfathered fiscal terms because of the high risk involved in
developing those resources as well as the significant ongoing investments and advanced
technology required.

» [ncreased Tax and Royalty Rates
PIB would significantly increase royalties from ~ 1% to anywhere from 25% to 50%

depending on oil prices. Further, there is proposed an increase in the profits tax rate
from 50% to 60%, a new 10% dividend withholding tax and a cancellation of the 50%
investment tax credits. Also proposed is a cap on cost oil of 80% and a new profit oil
tranche. All of these increased royalties and taxes, on top of the disallowed deductions
desctibed above for the JV have a catastrophic impact on new investment in the PSC.
Government tevenues may go up over a few years as a result of increased taxes and
royalties, but the revenue profile of the Government will decline sharply thereafter
because no new production will be available and this will thus lead to shorter tield lives
and reduced recovery of reserves.

PSC Recommendation

In order to maintain the financial success of PSCs such as Etha for both the government
and investors, UN recommends a small increase in royalty, a conversion of the 50%
investment tax credit to a 50% petroleum investment allowance to continue to
provide investment cnablets but at a mote moderate rate, the 2% funding levy, and
adoption of the 80% cap on cost oil. To balance that, the combined NHT and CITA
profits tax rate should be kept equal to the existing PPT rate of 50% and the dividend
withholding tax eliminated.

It is important to have these incentives due to the major uncertainties and huge up front
investments involved in this relatively immature region. We believe that our proposed
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approach will increase government revenues while pteserving enough retutn to investots to
justify further investment.

JV Gas

UN supports the push towards a significant increase in domestic and expott gas production.
UN is committed to the objectives of the Gas Master Plan and has projects in place to
deliver gas into the domestic market. The investment for gas and infrastructure
development will help accelerate the economy through local content spin-off and the
multiplier effect.

* UN believes that we can achieve this growth by incorporating many new elements of the
PIB (e.g., funding levy of up to 2%, 50% NHT, 30% CITA) and a few essential new
elements: JV level taxation instead of a separate tax assessment for every licence, a gas
allowance of $1/mmbn or 50% of tevenues that is not capped, exemption of ncw
projects from gas royalties for the first 10 years, no dividend tax, deductibility of interest
expenses and all other costs that passed the benchmark-vetify-approve (BVA) tests.

"These proposed terms balance income to FGN and retutn to investors such that domestic
gas can be developed in an economic and sustainable manaer. In the absence of market-
reflective prices for domestic gas, fiscal enablers, including deduction of gas costs against oil
revenues and teduced royalties are required to make gas projects economic and to encourage
growth of the sector.

In summary, gas industry development and sustainable growth require cnablement. The
Nigeria Gas Master Plan provides for domestic gas floor price escalation over a period of
time to $1/mmbtu by 2012. While progressive, this level of ptice increase alone may not
support commercial gas projects, and so the above enablers will be required until full market
pticing is available. Furthermote, efficient gas delivery in the domestic market requires
massive investments in infrastructure for evacuation of gas and associated liquids. Until this
is in place, satisfying domestic gas supply obligations and FGN’s power aspirations will
temain a challenge.

B. NON-FISCAL SOLUTIONS

1. LICENCES AND LEASES

The gazetted version of the bill contains some licence and lease provisions which will lead to
inefficiency in production of oil and gas.

Sepatation of oil and gas leases and licences

‘The PIB provides for separation of oil and gas licences and leases. This separation will lead
to duplication of bureaucracy and administration thereby resulting in less efficient operation
of the licences and major exploration and operational bottlenecks. Current operations have
significant interplay between oil and gas on a lease such as the re-injection of gas to generate
additional recovery of oil volumes. [n addition, it is not possible to determine the nature of
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hydrocarbons within the licence area at the time of application for a licence. Different
licences on the same field result in lack of clatity on issues such as on rights to associated gas
or gas needed for re-injection.

We propose licences and leases be combined for both oil and gas.

Continuation of licences
The PIB provides for the expirty of licence on conversion to a lease. Licences should not be
penalized for efficient and diligent development of the licence.

We propose existing provisions should apply allowing licences to continue until
expiration.

Relinquishment of Existing Licences and Leases
Explotation is a high risk, long-term proposition, particulatly in frontier areas such as the

deepwater province of Nigeria. The commercial success rate for Nigetia deepwater blocks is
only 23% (8 of 35) and the consetvative estimate of the total unsuccessful investment in the
venture is put at about $4 billion.

The costs for these failures are fully borne by the PSC contractors. The economics of
successful projects, which are fully enjoyed by the FGN, ate not burdened by the
unsuccessful investments. Consequently, the licensing associated with such acreage needs to
reflect the challenges of exploration, development and production in such frontier areas.

We support the PIB's objective of promoting small field development and stimulating
indigenous patticipation in the Nigerian oil and gas industry, but have serious concerns
about the PIB clauses that provide for relinquishment and renewal of existing licences and
leases as a means to achieve this aspiration.

After award of a PML, full-scale production may not commence within five years due to
required contract approvals, procurement and construction of facilities, relocation and
compensation of locals and other factors. In addition, funding challenges over the past years
required priotitisation of investments leading to selective development of certain areas of the
licences and leases.

The Inter-Agency Submission requires existing licences and lessees to re-apply for new
petroleumn mining leases in respect only of areas where there is a significant gas discovery,
commercial discovery, continuing commercial production or where development is
underway. All other areas, including gas discoveries of over 30 years, must be relinquished
as early as one year after enactment of the Bill. It is important to note that the current state
of the industry, particularly with respect to gas, is due to lack of investment to enable the
development of the infrastructure to harness the resoutces.

The Bill should provide a reasonable timeframe in which lessees can re-evaluate their current
pottfolios, including gas discoveries of over 30 yeats, in order to make efficient investment
and relinquishment decisions. Latge investments have been made on existing acreage and
investors' rights should be protected. As such, the Bill should allow for automatic
convetsion of existing licences and leases when the defined conditions are met.
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