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Honourable Chairman & Honourable Members,

This Memorandum is jointly presented by The Shell Petroleum Development Company of
Nigeria Limited (“SPDC”) and The Shell Nigetia Exploration and Production Company
Limited (“SNEPCo”) in response to a letter to SPDC from the Committee dated 13* July,
2009 inviting SPDC to a Public Hearing on The Petroleum Industry Bill, an Act to establish
the Legal and Regulatory framework, Institutions and Regulatory authorities for the Nigerian
Petroleum Industry, to establish guidelines for the operation of Upstream, Midstream and
Downstream sectors, and for purposes connected with the same, and to submit Memoranda

to the Committee on the subject.

SPDC is a company incorporated under the laws of the Federal Republic of Nigeria and
having its registered office at Shell Industrial Area, Rumuobiakani, P O Box 263, Port
Harcourt, Rivers State and started its operations in 1956 in Nigeria. SPDC is party to and
opetator of an unincorporated joint venture between SPDC (30%), Nigerian National
Petroleum Corporation (“NNPC”) (55%), Total Exploration and Production Nigeria
Limited (“TOTAL”) (10%) and Nigerian Agip Oil Company (“NAOC”) (5%).

Shell Nigeria Exploration and Production Limited (“SNEPCo”) is a company incorporated
under the laws of the Federal Republic of Nigeria and having its office at Freeman House,
21/22 Marina Lagos and started its operations in 1993 in Nigeria. SNEPCo is the Contractor
under various Production Sharing Contracts (“PSC”) in which NNPC holds and owns the

licenses.
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For reference in this Memorandum, SPXC and SNEPCo can be referred to individually, or

collectively as the Shell Exploration and Production Companies in Nigeria or simply as Shell.

SPDC and SNEPCo have invested over the last decennia tens of billions of dollars into
Nigeria and have successfully operated large and complex oil and gas operations to the
benefit of Nigeria. These operations found their basis in the fiscal and regulatory frameworks

defined in amongst others the Petroleum Act and the Petroleum Profits Tax Act.

The Shell Exploration and Production Companies in Nigeria welcome the opportunity to be
able to address this Honourable Committee and bring to your attention certain key issues
relating to the proposed Act to repeal all existing petroleum legislation and to replace these
by the Petroleum Industry Act which are fundamental not only to SPDC and SNEPCo, but

to the overall oil and gas industry in Nigeria.

In light of the width and depth of the Petroleum Industry Bill, this integrated memorandum
is therefore being submitted by SPDC and SNEPCo to highlight our observations ovet the
full upstream spectrum. We have reviewed in detail the Bill placed before the House and

Senate for its 2nd Reading ahead of its referral to the Committees.

The version of the PIB being referred to in this Memorandum is the one that was gazetted in
the National Assembly Journal, No. 47, Vol. 5 of December 29, 2008. However It is
Important to state that the PIB under consideration is incomplete in many ateas. For
example, there is reference in the PIB to Schedules 1 -10 of the PIB. These schedules have
not been provided to stakeholders to enable a full evaluation of the draft PIB to be
undertaken. These schedules deal with fiscal issues and proceedings of the various agency
boards and thus may have a significant impact on the overall evaluation of the impact of the
Bill.
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In addition, we have been informed that OGIC set up an Inter Agency Team (drawn up
from NNPC, FIRS and other government agencies) to review the PIB and provide further
comments. The Inter Agency T'eam has been kind enough to provide Shell (on Thursday 23"
of July 2009) with an advance copy of their submission (the Inter Agency Submission) to the
National Assembly as presented on Monday, 27" of July 2009. In order to provide the Joint
Committee with full information, we also have commented on the clauses in the Inter
Agency Submission. Fot the point of clatity, references to “PIB” or the “Bill” in our
Memorandum refer to the gazetted Bill of 29" of December 2008 but may inter alia refer to

the Inter Agency Memorandum.

May we begin by stating that we fundamentally support Nigeria's aspitation to reform the
industry, and firmly believe that based on constructive co-operation between the industry,
the Nigerian Government and other stakeholders, the aspirations to reform can be
successfully met. However, it is out view that the PIB as proposed does not achieve the
otherwise laudable objectives of the Reform Agenda. Thetefore, in our Memotandum to this
Honourable Committee, we would like to highlight the critical issues, which are directly
relevant to the consideration by this Honourable Committee of the proposed Petroleum

Industry Bill.

We commend this memorandum to your Honourable Committee, as we urge this
Committee to intervene in the amendment proceedings to ensure that the Petroleum
Industry Bill will provide the desired sound fiscal and legal frameworks to guide Nigeria’s oil
and gas business. This, in out humble view, is essential to grow Nigeria’s position as a major

oil and gas producer.
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Lo Bscecutive Summary: The PIB Objectives and the key findings

The importance of Nigeria’s oil and gas industry is undisputed: it provides 80% of the public
spending, 90% of the foreign exchange earnings and constitutes 35% of Nigeria’s GDP.
Underscoring this importance, three points of President Yar’Adua’s 7-point agenda directly
refer to Nigeria’s oil and gas industry as a key driver to reach the 2020 vision:
1. Power and Energy: secute adequate power supply to ensure Nigeria’s continued
industrial development;
2. Wealth ereation: Secure the existing oil and gas revenues and lever the GDP
multiplier effect from power supply;
3. Security: improve security as a necessary infrastructure for the development of a

modern Nigerian economy with a focus on the Niger Delta.

Today’s starting point is that Nigeria’s oil and gas industry is not delivering to its full
potential due to a myriad of severe challenges such as (i) the current security situation in the
Niger Delta, (i) the chronic under-funding of the industry through its Joint Ventures, (iii) 2
globally escalated cost basis compounded by limited contractor capacity in Nigeria and (iv)

the long-winded contract approval processes.

The laudable objective of the PIB is to transform the oil and gas industry to the benefit of all
stakeholders by:
o] restructuring the regulatory framework to ensure the establishment of
policy/regulatory agencies with clear demarcation of responsibilities;
(11) the creation of an efficient and commercially viable National Oil
Company;
(i) the creation of Incorporated Joint Ventures (“I-J V) to structurally
address the long term funding challenge;
(i) the codification of the Gas Master Plan;
(v} reviewing the current fiscal framework to ensure that Nigeria receives as
high a share of the petroleum value as possible while encouraging the exploration
and exploitation of petroleum resoutces, and

(vi) thereby enhancing trust, accountability, transparency and governance of

our industry.
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Our review and analysis of the Petroleurn Industty Bill shows that the headline objectives are
jeopardized in the detail.

iy The aspired growth in oil and gas revenue will not occur as the multi-layered
fiscal regime defined in PIB renders all new gas projects (domestic and export)
and new decpwater projects uneconomic;

(i) In order to attract new investments and to bring shut-in production back on-line,
the contemplated fiscal regime needs to enable investments recognising today’s
operating environment. The assumed industry cost base underpinning the
proposed new fiscal framework are well below today’s cost levels as experienced
by SPDC and SNEPCo and, for that matter, globally. Cambridge Energy
Research Associates has recently published their update of the IHS/CERA
upstream Capital costs indicating a doubling of costs over the last 4 ycars. Only

once costs have reduced, fiscal tightening can follow, not the other way atound.

CERA Upstream Capital Cost
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Figure 1. CERA'r Upstream costs

(i)  The functioning and self-sufficiency of the I-JVs will be challenged as:
a. The proposed control of the entity, together with an outright majortity
ownership by the National Oil Company (“NOC”) will compromise its ability

to be seen as an independent commercial entity and will severely reduce
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access to third party financing, endangering its ability to become a self-
sufficient company.

b. The contemplated transition process and its proposed duration of twelve (12)
months ate insufficient. A focus on deliverables and milestone definition will
facilitate a safe and reliable transition, which might take up to 36 months to
complete.

(iv)  'The proposed Bill does not have savings or grand-fathering provisions for
existing leases or licenses, taking into account the substantial investments and
sunk costs expended in finding and carrying out quantitative exploration,
appraisal and development. SPDC JV’s 20 year leases undetpin both its long term
supply agreements with PHCN, NGC and NLNG amongst others; and, in
combination with Nigeria’s distinguished track record for contract sanctity, an

important building block to raise 3* party finance.

As stated before, Shell is fully supportive of the proposed reform and understands the
undetlying drivers. However, we would like to highlight areas in the Bill, which require

turther consultation in order to make the oil and gas industry in Nigeria an overall success.

The optimal solution to maximize government take, as illustrated by the ‘Laffer-curve’, is to
create the right balance between incentive provision to businesses and the fiscal terms. Too

harsh fiscal terms have a similar outcome as to lenient terms: less revenue.

Terms too lenient ﬁ /__\ ﬁ Terms too tough

ﬁ Optimal terms ﬂ

Government Revenue ($ million)

Need to increase government Need to pravide greater
take incentive

Government Take (% Project Profit)
Figure 2. The Laffer curve
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‘The marginal tax rate for Nigetia’s oil and gas industry is calculated to be around 75% as a
function of today’s fiscal regime, ]V gas production, Deep Water oil production, JV oil
production and prevailing prices. This is less than optimal, as demonstrated by recent delays
in new investments. The new PIB fiscal terms:
- Are derived from too optimistic cost environment which does not exist today
thereby effectively increasing the tax burden without creating additional revenue; and
- Increase taxation on JV gas production, Deep Water oil production and by
eliminating many incentives/enablers,
and will thereby increase the net fiscal burden, resulting in a decrease in government take
through deferred investments in new Deepwater & Gas, and reduced investments in

Exploration and Power until this situation is reversed.

Taking into account that it takes 3-5 years to bring new projects into production, the success
for the PIB can only truly be measured in 5-10 years from today’s decisions. As new entrants
will be affected in similar ways (global pressure, illiquidity, security, local premiums), while
limited exceptions will always exist, investment in Nigeria’s oil & gas industry is likely to stall
without changes to the current draft of the PIB. Suggested changes, accompanied by their

underlying logic, are presented in this Memorandum.
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2. TABLE OF CONTENTS

Following the detailed review of the Bill, please find enclosed the overview of key issues for
the successful implementation of the Petroleum Industry Bill. Each area of concern is
described in the following sections outlining the concern, followed by a recommendation

and where practicable, a detailed clause-by-clause review.
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2. TABLE OF CONTENTS.............

3. LJVs As Independent Self-Funding Entities
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[-]Vs As Independent Seli-Funding Entities

The PIB aims to create self-sufficient I-JVs, which can operate independently and fund their

activities via retention of internally generated cash flows and external debt financing. In order

to achieve these objectives, the following key areas need to be addressed:

@)

Ownership and Control

The NOC’s contral, together with continued majority ownership in the I-]Vs, will

threaten the I-]Vs’ ability to develop into independent, commercial entities capable of

financing themselves on a stand-alone basis in a number of ways:

)

(i)

(ii.)

Balanced governance between shareholders is 2 necessary
prerequisite for the I-JV to develop into an independent entity in order to
ensure alignment of intetests. No single sharcholder should be able to take
major decisions, and certain significant decisions, including approval of
budgets and work plans, hiring and firing of key personnel, dividend policies,
etc should be approved by a supermajotity vote. In addition, Lenders will
particularly be concerned that I-JV governance mechanisms ensure that
decision-making processes for fundamental issues of the I-]V involve more
multiple shareholders, specifically ones having the applicable technical
knowledge.

The I-JVs’ day-to-day operations would not reflect that of an
independent commercial wotld-class entity, as it would have to comply with a
seties of regulations otherwise meant for the public sector resulting from the
NOC majority control, such as the Public Procurement Act, the Code of
Conduct, Public Enterprise Regulatory Commission and Auditor General.
These regulations would artificially restrict operations as wide-ranging as
hiring policies and procurement processes.

[-JVs would be subject to the Fiscal Responsibility Act, signifying
that any external lending required by the I-]Vs” business would be subject to
the annual Budget Approptiation process. This would unnatutally restrict the
I-JV’s financing ability and will likely continue to propagate the existing
funding challenges experienced by the industry and FGN.

Flage #
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(B) Lender Requitements
In addition to sharing concerns around the above issues, any third party lender will

want additional specific issues addressed as part of any financing including;

(i) Lendet Collateral: banks will specifically require adequate security
for any financing they provide. This is likely to include: the shares in the [-]V,
the undetlying hydrocarbon licenses and leases, the I-JV physical assets, the I-
JV rights under the commetcial agreements and the IJV bank accounts. If
the I-JVs are deemed to be entities controlled, owned, or operating for the
benefit of the Federal Government of Nigeria, then the conditions of the
World Bank negative pledge will apply, restricting flexibility to provide such
security.

(ii.) Offshore Bank Account: Banks will also require the IJV as their
botrower to maintain a bank account offshore into which export sales will be
deposited as collateral for debt repayment. This is currently complicated by
existing Central Bank regulations requiring all expotters to repatriate all
export proceeds within 90 days.

(iid.) Dispute Resolution: Lenders will also be concerned with the dispute
resolution regime applicable to the I-]Vs. Internationally-accepted dispute
resolution provisions applicable to the [-JVs would typically include: the
obligation for the Inspectorate / Minister to deliver written dispute notices to
the I-]V; independent expert review; cure periods sufficiently long to fix
issues; and jurisdiction of International Arbitration Coutts. Also, any sanction
required by the Minister or the Inspectorate (license revocation, penalties,

etc.) should not be enforced until the dispute has been resolved.

Not addressing the issues highlighted in (A) and (B) above would make it very difficult for
the I]V to operate as an independent commercially driven company. Although partial fixes
may be available for some of these issues, unless the government signals its express intent to
reduce NOC’s ownership to below 50% and to maintain balanced control, the I-[Vs will not
be seen to be independent and will have their operational and financial flexibility severely

restricted. "This will result in lower investment levels, slower growth and/or declining
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production and continued reliance on FGN for suppott. This is not the aim of the PIB and
should therefore be avoided.

We would like to recommend the following changes to address these concerns.

@ The PIB specifically addresses the required reduction in the NOC’s majority
ownership holding through the sale to other private investors;

(i) Provide expressly in the PIB that the I-]Vs are exempted from the Fiscal
Responsibility Act (“FRA”) and other laws and regulations intended to regulate
the public sector;

(i)  To exclude from the PIB the governance framework requirements for the 1-] Vs,
which shall be negotiated among all sharcholders albeit subject to the approval of
the Minister. These items require flexibility and the ability to adapt to changing
business citcumstances over time and therefore should not be legislated;

(iv)  The PIB should allow constitutionally established courts as well as International
Arbitration as a mechanism to settle disputes within the PIB;

) A provision should be included in the PIB explicitly permitting the I-JV to
maintain an offshore account for its expott carnings. The PIB should either
clarify that the PIB provisions will prevail over the Central Bank regulation, or
recognize that the I-JV will be able to obtain an exemption from the Central

Bank of Nigeria on the repattiation obligation.

(C) Transition from the cutrent unincorporated JV to the I-JV
A key success factor for the introduction of the I-JV is the transition process from the

unincorporated Joint Ventures as we have today to the new [-JV as planned.

The key requirements for a successful transition are:
1. Sufficient transition period. Achieving a self-operating I-JV involves many set-up
details that need a multi-year transition program to be adequately addressed.
These details include:
a. Negotiation of Shareholders Agreement;
b. Potential government re-allocation of shares to ensure that the I-JV is
viewed as and can operate as a private sector, commercial, company;
c. Valuation and transfer of assets and liabilities from the U-]V to the IJV;

d. Transfer of a multitude of contracts from the U-]V operator to the I-]V;
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Transfer of all staff from the U-JV to the I-]V, adequately addressing
unions, pensions, employment conditions;

Recruitment and development of people to run the I-]V including the
transfer of technical, operational and managerial capabilities;
Development of appropriate IT, HR, and technical standards and

systems.

2. Leveraging the existing U-JV track record. This will build an early sense of

assurance in potential third party financiers and encourage additional investment

by existing partners. Business continuity during transition must be maintained to

assure that ongoing operations are not compromised. Existing operational

structures, such as the organization of field operations, should be transferred to

the -]V in well-managed steps.

3. Adequate funding during transition. Shell believes that if established with the

tight elements of success, the I-]Vs can relieve the government of ongoing

funding requitements related to the funding of oil and gas developments, but

only over the medium to longer term. In the short-term the establishment of a

viable and sustainable I-]V is expected to increase the financial burden on the

Nigerian government. This is due to a variety of factors, most notably; the need

to provide for initial working capital, the need to cater for certain alternative

funding arrangements (such as the recently concluded Modified Catry

Atrrangements), and the need to fund ongoing activities during the transition

period when 3" party financing is unlikely to be accessible.

IF the I-JVs require bank finance, it can be expected that there will be limits on the genetal

market capacity of debt for Nigeria, both for dollat-denominated and local currency debt.

The expected aggregated borrowing needs for all initial I-]V set-ups could be as much as

$6 - $10 billion, and the I Vs would need to compete with other borrowers, such as

telecoms and transport which have been very active in recent years, for available financing.

This implies that if all I-JVs are placed on the same transition timetable, and all turn to banks

for funding at the same time, no I-JV will be able to obtain the desired level of debt. It is

likely that the major I-]Vs will need to have a coordinated transition plan where each goes to

the bank market to borrow funds at separate times to allow the bank and capital markets to

absorb this borrowing at a reasonable pace over an extended transition period. Thercfore
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some [-]Vs may initiate independent operations sooner than others to facilitate this efficient

access to third party funding.

It is therefore expected that all shareholders, including NOC, will provide some level of

equity funding to the I-]V's during the set-up and transition period.

To effectively address the foregoing, it is imperative that transition occurs through well-
defined phases, with each phase delineated by clear and agreed milestones. These milestones
should transparently measure the achievement of defined and agreed 1-]V operational and
financial capability tather than be based on fixed timelines. Such milestones will demonstrate
at every step to both shareholders and stakeholders alike that it is able and competent to
effectively manage the I-JV on a consistent and reliable basis. Although a well-managed

transition may take up to 36 months, a milestone-based transition could occur more rapidly.

Given these points, it is clear in Shell’s assessment that the twelve-month transition set out in
the PIB risks serious operational disruptions. Longer-term phased transition timelines, with
increasing I-]V independence as milestones are met, are more sustainable and best assure
that operational distuptions are mitigated. Below is a schematic illustration of a possible

transition approach that would promote these objectives.

[ PHASET-Deslgn | [ PHASE W~ Transion l.fi““mpw ol | [ PHASEV: dapendent |
& —>
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Figure 3. Transition stages

The Bill should, therefore, allow for flexibility that could accommodate a multi-year

transition petiod as needed.

Page 17




SPDC and SNEPCo Memorandum @

Recommendation

To enable success, we recommended that the transition requirements for the IJV, including
the stages and timing, be negotiated among all shareholdets and approved by the Minister.
These items require flexibility and the ability to adapt to changing business circumstances

over time and so should not be legislated.

In addition, we recommend that due attention be paid to the requirements during transition
{financing, staff transition, processes and procedure implementation, management st up)

and that sufficient time be allowed for.

4. Fiscal provisions

The principal elements of the current fiscal regime prevailing in the country at present are

summarised in the table below:

Royalty | 20% onshote . e YT

18.5% shallow water water depth
PPT/CITA | 85% 30% 50% - 85% as a function
of water depth
Incentives AGFA regime Investment Tax Credits

(50%), Investment Tax
Allowance (50%)

Profit Oil Percentage split to

R-factors

The overall tax take for the JV Oil business is 88% (royalty and PPT aftet costs and
excluding NNPC equity share) which is already a stringent fiscal regime as confirmed by the
World Bank.

The Gas business benefits from a more favourable regime, which has enabled the

development of the world’s second largest LNG facility in Bonny. In addition, this fiscal
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structure has the potential to stimulate the Government’s aspired growth in the domestic gas

sector, given the presence of other enabling factors.

The fiscal and commercial PSC framework, set in 1993 in recognition of the technical,

financial and reservoir risks associated with unlocking Nigeria’s Deep Water Frontier, have

enabled major developments in the Nigeria Deepwater business, which now accounts for

over a quarter of the country’s total oil production.

The fundamental principles for a successful tax system which stimulates investment and

ultimately increases government take are presented below:

@

(ii)

(iii)

A fiscal regime shoul ounded on economic realiti

Any fiscal regime should avoid distorting basic market principles and recognise

that all businesses strive for profit in the open marlket.

egime shoul internationally competiti

unambiguous

International Exploration and Production Companies seek, weigh, and rank,
investment opportunities on a global basis. Governments seek to attract foreign
capital. Therefore, if a fiscal regime is too harsh, opportunities will drop in the
global capital allocation ranking and this scarce resource will be committed to
other investments. In addition, the regime should be clear as opaqueness and
uncertainty will lead to disputes, adding to administrative burden for both the
Revenue collector and the taxpayer.

A fi regime should b e (past, present, and future

Further to the above principles, taxpayers seck upfront certainty on the fiscal

terms, when making long-term commitments.

The proposed Petroleum Industry Bill is at odds with these fundamental international tax

principles and therefore will reduce investment and tax revenues. The concerning areas are

11

The introduction of the “Benchmark, Verify, and Approve” (BV.A) test for tasxc deductibie
costs.

In the open market, prices are the result of the interaction between
independent buyers and sellers thus impacting cost control on price. In
addition, Government regulatory bodies have oversight over projects and

have to approve development plans in advance. Companies thus run the risk
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that costs incurred in telation to these approved projects will be a disallowed
tax deduction under the BVA test. This increased risk reduces investment
and reduces tax tevenues. So, in conclusion, the BVA has a downward effect

on investments, and not the intended cost control impact.

Uncertainties around determination of taxable income

Uncertainty has arisen by the FIRS’ interpretation of the determination of
upstream income. Under this interpretation it is argued that the taxable
revenues are to be determined in accordance with the volume determination
for royalty calculation (volumes at wellhead). If this interpretation is correct,
tax becomes due over income, which will never be earned (transportation
losses, theft etc).

Also, PIB specifies that the produced volumes are to be valued at “Official
Selling Price” (OSP) yet PIB does not define OSP.

As a result, the effective tax rate at which companies are subjected is much
higher than the tax rate prescribed by PIB. Such a high effective tax rate,

combined with uncertainty atound the tax charge deters investment.

Disallowance interest deduction frustrates gromth

PIB introduces the I-JV as an entity that would be able to attract third party
debt financing in the open market. This policy is not supported by the
disallowance of tax deduction for interest costs. On the one hand PIB
recognises the need to attract debt in order to finance investments, while on
the other hand the economic butden of the costs is loaded onto the company
making the investment. The disallowance of a tax deduction for interest will

hamper investment and reduce Government revenues.

PIB does not support the Gas Master Plan

The Gas Master Plan aims to develop Nigeria’s gas reserves. Gas projects for
domestic and export use are, under the PIB, inherently unprofitable. The PIB
does not contain any substantial provision to make the development of these

projects possible. Therefore, companies will not invest in these projects.
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L5 Disallowance of 20% of all overseas costs merely punitive while nof assisting Nigeria in the
development of local content
The disallowance of tax deduction fot 20% of all overseas costs, itrespective
whether a locally available equivalent exists, disadvantages Nigerian oil
companies purchasing goods and services from overseas. The disallowance
applies equally to those companies that operate in line with the Nigetian
content provisions in the PIB and in other legislation. We very much hope
that over time Nigerian contractors will develop local alternatives, but the
disallowance of 20% of all overseas cost is only punitive and does not assist

Nigeria in developing a local alternatives.

1.6 Disallowance tax deduction for normal business costs
PIB specifically denies deduction of a number of costs which are incurred
wholly, exclusively, and necessarily in relation to petroleum opetations in the
open matket, which can not be controlled by the oil company, such as
demurrage. Demurrage is a contractual fine raised for time ships are waiting
to be unloaded. This waiting time implies value loss and contracts seck
compensation fot the value loss. As any company would rather avoid these
costs, the disallowance of deduction does not contribute to cost control, and

is merely punitive by an increase of the effective tax rate.

1.7 PIB creates annecessary discrepancy between taxation and market realities
The above factors make for such a significant discrepancy between profit
realised and taxable profit, that it will deter investment. This discrepancy may
also lead to Nigerian taxes not being creditable abroad. The policy goals can

be achieved without putting investment at risk.

PIB's international competitiveness and clarity.

Nigeria needs to preserve its international fiscal competitiveness. As shown in

figure 4 below, the proposed fiscal regime for the JV business would be one of the
strictest in the world. The picture is the same for the Deep Water business, as shown

in Section 9 of this memorandum.
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Nigeria JV regime is along the most strict concession regimes in the
world, PIB will make this even worse
Government take of remaining portfolio 2009, at ol price 80 US$/bbl

Country Government take (%)" State equity share
Equatorial Guinea 20%
Ghana 10-25%
UK 5
Kazakhstan 0-100%
Alaska =
Russia 0-100%
Venezuela >50% !
Norway 39%

- Excluding
Oman 7 NNPC share | ~
Angola 20-25%
Nigeria pre P1B? 88° (82) 55-60%

Nigeria (gazetted version)”
Nigeria (OGIC proposal)?

Libya

UAE Abu Dhabi ;i 7 04 60%

a0° (82) 55-80%
913 (93) 55-60%
a3 50-75%

1 = g

2 Existing and futurs pianned portfoke of J il $ gas projects
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Figure 4. Nigeria's new fiscaf ragipre becomes one of the strictest

Lack of clarity around determination of taxable revensies

The PIB lacks clarity in respect of a number of points, including fundamental points
such as the determination of taxable revenues, and the interaction between PSC
provisions and PIB. These unclear points lead to disputes over the correct
interpretation, resulting in value loss for Government and industry alike and

additional administrative burden.

Removing the unceriainty
These unclear points can only be resolved through a harmonised interpretation.
Referring to the clause-by-clause commentary taken up in our brief, the suggested

alternative wording setves to remove the cutrent ambiguities.

Fiscal tegime should be stable (with respect to the past, present, and future)
Destabilising effect of PIB, transition and long- tferm
Even though the need for the reform is not debated, there are concerns around the

transition and the end-state. PIB does not specify any grandfathering rules ot allow
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O

for a tax-free transition. This does not provide for a stable environment in which

long-term commitments can be made.

3.2 Remoning the destabilising effect of PIB
We have suggested amendments to the savings provisions to reflect protection of

existing committed investments in the clause-by-clause review.

5. Gas projects challenged under PIB

Nigeria’s gas industry is steadily growing, and it has been allocated a key role in growing
Nigeria’s economy by kick-starting economic diversification by enabling growth in power

supply to the nation.

To put the gas industry in perspective, today’s gas price for 1 million BTU is equivalent to
1 US Dollar per barrel of oil equivalent (in energy terms). Under the Gas Master Plan this

price is expected to increase to 6 §/barrel equivalent.

Gas prices are very low foday

today
. European gas price
GMP gas price -
Todors g ??};20} $5.00 - 58.00 u
&1

.Gas p_riee_lmnslcled '
into oil price $1/barrel  $6 $30 - $45 $67

Figure 5. Gas prices

The proposed fiscal terms in the PIB will render all upstream gas projects for the domestic
market and export uneconomic. Both royalty rates and tax rates are dramatically increased.
Current royalty rate of 7% for onshore would increase up to 50%. Current tax rate of 30%
would increase to up to 80% with the combination of the National Hydrocarbon Tax
(“*NHT”) and Company Income Tax (“CITA”) (where the NHT cannot be offset against
CITA).
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Furthermore, the PIB introduces the requirement for the royalty to be calculated and paid by
the upstream entity on a netback full-value chain product price. This proposal introduces
both complexity in the royalty calculation and it is not based on the actual proceeds from the
producer so it is not transparent and at odds with the objective of the PIB to create

transparency and accountability.
We forsee that new investments will come to a halt and this would mean that the objectives

of the Gas Master Plan will not be realized. Figure 6 shows the impact to SPDC’s gas

production from the fiscal terms in the PIB'.

SPDC JV Gas Production

7000 T

g

2010
201
20

2013
2014
2015
2018
2017
2018
2018
2020
2021

Figure 6. SPDC [V Gas Prodaction under PIB

The fundamental issues are that

1. the domestic pas prices are too low, and

2. the revenue poocl for cost offset for NHT / CITA is too limited.
to make projects economic. The PIB introduces a new gas allowance, which is intended to
reduce tax on gas when gas prices are low, but this allowance is capped with cumulative
production and is not significant enough to make domestic gas projects economic. Other
compensation mechanisms like AGFA? are abolished by the PIB. Figure 7 shows that for 4
typical new SPDC gas projects almost all economic rent (post costs) is allocated to royalty

and tax, making projects unattractive for investors.

" Gas production profile in graph is ained for capital i or capacty
? AGFA stands for the Associated Gas Fiscal Act which allaws - for gas c@zm’ i lidation with orl
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Project comparison PPT vs. PIB
Investor wshl;':v.: reducing fo zero

Royalty T P8
Tax
Investor Cashflow

Total Project Cash Flow (bn US)

10- I - I
I | |
o_
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Figure 7. SPDC JV Gas Production today and snder PIB

In addition, the chart does not take into account any penalties for not meeting the Domestic

Gas Obligation as outlined in section 6.

A sustainable gas business that is based on these principles would require a number of

changes to the PIB.

(i) Grandfathering
Fiscal incentives and assurances that were granted when investments were made
should be upheld and should continue to apply. For gas investments this includes
AGFA and capital allowances built up over time, but would also include non-fiscal
rights like capacity rights to pipelines and terminals or contractually agreed gas prices.
Without such assurances future investors will judge the current investment climate as
unreliable and unpredictable.

(ii)  Economic structure
As is recognized by the PIB, the most successful environment for attracting
investments is full deregulation, where a willing buyer and a willing seller come to an
agreement. If there is a transition petiod requited in which prices are regulated thete

should be compensation for uneconomic projects either through direct incentives ot

- Note: Gas production profile in the graph is not ¢ ined for capital i or 1P
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indirect via fiscal offsetting. Such a regulated transition petiod should be short and

have a clear predefined point at which market forces take ovet from regulation.

(iii) Domestic Supply Obligation
Penalties do not generate cash flow that is tequired to make projects economic.
These type of negative incentives deter investments, will result in continuous friction
and mistrust and will hurt those companies with whom Nigeria has the longest and
most reliable relationship. In contrast, a structure based on the right combination of
fiscal terms, price and costs would provide an environment in which companies
would like to invest in domestic gas. This is the only structure that has the true

potential to electrify Nigeria. See also section 6.

(iv)  Payment Security

An investor needs to have confidence of being paid. In suppott of contractual

commitments, a payment security mechanism is required. See also section 6.

6. Domestic Supply Obligation

The PIB provides for clear legislation to formalise the Domestic Supply Obligation (DSO)
for each Petroleumn Mining Lessee with a penalty of at least US§ 3.5/MMBTU or
(21 $/barrel of oil equivalent) for any shortfall against this DSO.

In our view, the key challenge with the current formulation is that:
(i) the current definition of the DSO obligation is the legalisation of an aspired
demand scenario by gas producers which is not backed up by executed firm Gas
Sales Agreements (“GSA”). Thetefore, the upstream producers are expected to
make investments to create the gas capacity for potential future use, whilst the
revenue is based upon low regulated gas prices for the actual volumes sold.
(1) the proposed pricing outlook renders any upstream investment uneconomic for
three reasons:
a. The upstream investor will be remunerated for the sold gas volumes, not the
obligated installed gas capacity;
b. The definition of the gas price is set based on the average gas supply. In the
pricing definition the required peak supply capacity has not been addressed.
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In other words, the desired gas system flexibility is assumed to be delivered
“free of charge”;

c. To address the geographic differences between supply and demand centres, a
commercial swap arrangement is proposed. However, the gap between the
temuneration and the penalty regime will create obstacles in swapping supply
obligations.

for the period that the lessec is not able to supply its DSQO obligation, the lessee

may not be allowed to supply gas to any export project either. The principal

concern is that the introduction of a cross-defaulting penalty regime will not
increasc the viability of projects that lack sufficient intrinsic, stand-alone value.

Disallowing supply to expott gas will have negative implications for the

credibility of Nigeria with investors and with international LNG buyers, will put

future foreign direct investments in Nigeria at risk and will reduce access to

international financial markets.

Shell fully suppotts the aspiration of the Federal Government to lever its vast gas resources

to grow the nation’s GDP. In close co-operation with NNPC it has been advocating to

transform the DSO obligation in the following manner:

0

(i)

(ii)

the DSO obligation should be based on contracted demand as defined by
executed GSAs berween the supplier/offtaker;

The DSO penalty should be based on the delta between materialised contracted
demand and actual supply, as negotated and set-out in the GSAs;

The DSO penalty needs to be aligned with the commercial gas price. This will
shape the commercial swap arrangements to balance the risk allocation between

the physical gas supplier and the obligated supply party.

\
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7

GMP and the Strawegic Agoregator

SPDC JV is the dominant gas supplier (circa 70% of all supplies over last 8 years) to the
domestic market. Whilst some of the actual supply in 2008 has been reduced by security

challenges, SPDC JV is on track to have 1 bef/d of installed gas capacity by the end of 2009.

There appears to be an inconsistency on the definition of the Strategic Aggrepator between
the PIB and the Gas Master Plan (“GMP”). The PIB states that the Strategic Aggregator will
be independent of Sellers and Buyers. However, it should be noted that it has been recently
agreed in GMP discussions that the Strategic Agpregator will be formed by Sellers and

Buyers.

Also, there is an inconsistency between the National Domestic Gas Supply and Pricing
Regulations 2008 and the PIB about who appoints the Strategic Aggregator, the Minister or
the Midstream Agency.

Shell recommends that the Petroleumn Industry Bill be brought in line with the agreements
reached in the GMP discussions.

8. Leases

Shell supports the economic market principles to: (i) enhance competition, (i) improve
efficiency and (iii) diversify risk where possible and/or appropriate. In this context, Shell
welcomes the harmonisation towards the acreage bid process, the lease terms and conditions

and the conditions imposed on operating the granted leases.

However, the proposed Bill does not have savings or grandfathering provisions for existing
leases or licenses, taking into account the substantial investments and sunk costs expended in
finding and carrying out quantitative exploration, appraisal and development. SPDC JV’s 20
year leases undetpin both (i) its long term supply agreements with amongst others PHCN,

NGC and NING, and (ii) in combination with Nigeria’s distinguished track record for
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contract sanctity, the comfort for lenders to raise 3 party finance. This confidence could be
negatively impacted with the mandatory relinquishment provisions and lack of savings and

grandfathering.

Other issues which ate of grave concern and require some essential improvements to make

them workable include -

1 The introduction of a new oil and gas grid defined by leases of 2 by 2 km
is a radical change from the current modus operandi, which greatly reduces current
license or lease areas without consideration for the substantial investments and sunk
cost expended in finding and carrying out quantitative appraisal of mineral resources
in existing leases.

The PIB’s call for mandatory relinquishment will serve as a huge disincentive to
future Foreign Direct Investment (“FIDI™), as the legal and fiscal framework on
which basis investments are made are eroded without any protection or guarantee.
The mandatory relinquishment also doesn’t take into cognizance the current security
situation, historic under-funding which greatly affected production capabilities and
the hitherto absence of viable domestic gas markets.

2. There is also the risk of massive metering investment required at PML
boundaries, albeit reduced if there are large fields, without providing incremental
production. In addition, the question of responsibility for delivering the crude to the
terminal by having export pipeline companies separate from the upstream supply
company (e.g. security, Force Majeure, spillage etc) needs to be addressed in more
detail.

3. In addition, the proposed approach would revoke areas from the existing
acreage essential to meet agreed long-term contractual commitments, such as
Domestic and Export Gas. This would have a huge effect on the revenue source for
the government due to its effect on the long-term contractual commitments between
SPDC and NLNG, which in turn has long-term (typically 20 year) sale commitments
with its international customer base (USA, Mexico, France, [taly, Spain, Portugal,
Turkey). It is cssential that the existing SPDC JV leases will be grandfathered to meet
those contractual commitments.

4. The curtent SPDC JV OMLs are held by NNPC, Shell, Total and NAOC
in their respective shareholdings. The PIB does not prescribe how the economic

benefit in the OMLs transfers from the interest holders under the existing U-JV
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structute to the I-JV, nor does it exempt the transaction from any additional tax
liability and/or waive assignment fees. This could bring instability to the industry if
not propetly handled.

5. The apptoach towatds the redefinition of the OML/OPL area under the
vatious PSCs needs to be properly addressed in the Bill. Currently, each PSC
provides exclusive rights to operate a Contract Area currently defined by the current
OPL/OML boundaries on behalf of the leaseholder (NNPC& Indigenous
Contractors). The Contractor tights over the defined area do not change. Therefore,
forced relinquishment of acreage including the exclusive operatorship rights to the

Contractor under the PSC, would potentially be a systematic breach of the PSCs.

Whilst Shell recognise that some level of relinquishment is required to meet FGN aspirations
of diversification and increase investments, it would like to suggest two alternatives:

1. Potential solution is savings provision in PIB allowing JV pattners to evaluate
existing acreages and voluntary relinquish to an agreed percentage thereby
recognizing existing commitments; substantial investment, sunk costs and
contractual rights of investors;

2. A savings provision in the PIB stating that the rights of the Contractor under
existing PSCs will flow with the existing lease areas, notwithstanding a change

or re-assignment of the leascholder.
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9. The Deep Water Resourcee Basce

The Deep Water business has been a ’7 Total Government's Take from Bonga
(Royatty, PPT and NNPC Profit Oil)

success story that has delivered over : 160
600,000 bbl/d of production to date,

= 71 -~ 140
] bove a quarter of today’s current @
just above a q ¥ g s 120
total production with many billions of g c 100 g
Dollars in taxes and NNPC profit % 4 80 ‘g
arriving to Government (5.8 billion E 3 80 %
US$ from a single PSC, sce figure 8) 8 2 40
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"The industry has successfully

unlocked the deepwater potential after Figure 8. Gosernmant Taks from Bonga

investing at their own tisk an estimated 15 billion dollars at their own financial risk in both
technical and geological high-risk environment. A fiscal regime that encouraged high-risk
investments was adopted in order to address the lifecycle cconomics of a deepwater project,
which could last between 20 to 30 years. The FGN introduced in the 1999 PSC Act the
mechanism to adjust government take through negotiations in case the Deep Water

investments proved very successful. This review never took place.

The deepwater plays a role, present and future, in providing a balanced production portfolio
of supplies (onshore, shallow and deepwater) that is of strategic intcrest for Nigeria. It is our
humble opinion that the fiscal levels being discussed in the proposed bill will undermine any
new deepwater development and negatively impact not only future production levels but also
in the journey of developing a decpwater service industry capability in Nigeria. The proposed

fiscal terms are extreme and cannot be reconciled with the current business climate.

Despite successful exploration and development in the deepwater, differences in
interpretation between the contractor and corporation of the fiscal incentives, contract
approval mechanisms and field development stratcgies have affected the pace of further

developments. It is Shell’s aspiration that this Bill will address this whilst providing a
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sustainable investment climate to put the industry back on a growth path to the benefit of all

stakeholders.

Impact of PIB fiscals on the Deep Watet business

Our concetns on the proposed terms atise from the following:

1. 0% Royalty replaced by a royalty of between 25% and 50% - Royalty rates in deepwater
could go up to 50% (at high oil prices in excess of $160/bbl) for both oil and gas.
Currently royalty rate in water depths beyond 1000 metres is 0%;

2. 50% PPT replaced by 30% NHT plus 30% CIT - Both taxes are to be levied on the total
contractor companies’ share of crude oil, condensate and natural gas, with no offset
between each other i.e. tax burden is increased to 60% with double taxation of the same
income;

3. FEducation Tax at 2% will now be paid not only under NHT but also under CITA leading

again to a double taxation of the same income and increasing the tax burden to 63%;

An additional levy of 2% of fiscalised crude oil and natural gas to apply;

50% investment tax credits (ITC) are removed;

20% of overseas costs are no longer cost recoverable or tax deductible;

A WL

10% dividend withholding tax has been introduced by making CI'T" applicable to PSC
companies;

8. Loan intcrest expenses are no longer tax deductible.

The proposed PIB makes Nigeria's deepwater regime one of the harshest in the world, as

illustrated by the Inter Agency Committee’s graph shown in figure 9.
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Inter-Agency committee submission will move Nigeria PSC regime among

the most strict offshore regimes in the world
Government take of remaining portfolio 2009, NPV, at oil price 60 US$/bbi
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Figure 9. Nigeria PSC regime in global context

‘T'he proposed fiscals do not reflect the peculiar challenges of doing business in Nigeria. They

may look encouraging in theory but the challenge will be to see them work in practice,

delivering new projects and increasing revenues to FGN.

New PSC investments must generate “reasonable” economic return; the high technical costs

of deepwater activities and the smaller field sizes challenge project viability even under

current fiscal regime and PSC terms. The impact of the PIB on a new decpwater oil project is

shown in figure 10 below.
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