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ABSTRACT

Name of Author: Cornelius Babatunde Alalade

Title of the Investigation:
THE ECONOMIC PERFORMANCE OF INTERNATIONAL OIL COMPANIES IN

NIGERIA: The Effect of Fiscal Taxation and the Separation of Ownership and

Control.
This research investigates the tax policies of the Nigerian government and the separation of
ownership and control and the possibility that they impact on the economic performance of

the international o1l companies operating in Nigeria.

The key areas of the research include a literature review which concentrates on both
shareholder and stakeholder theories in corporate governance and on the separation of
ownership and control. The literature review is also on government control mechanisms,
including state ownership of corporations and taxation. Another key part of this research is
the investigation of the relationship between types of contract between host government
and the operating companies, and the companies’ economic performance in relation to

contract type.

The second part of this research examines the relationship between the variables
representing fiscal taxation and those representing economic performance. Given that there
are essentially two types of contracts operating in Nigeria’s oil and gas exploitation
business, that is, Joint Venture (JV) and Production Sharing Contract (PSC), these two

formed the basis of the research. For the purposes of measuring economic performance, the
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unit cost of production and gross margin per barrel were chosen as the variables for
measuring the impact of the separation of ownership and control and the impact of fiscal

taxation on the economic performance of the operating companies.

Data obtained from secondary sources served as the basis for the quantitative analysis
employed in this research, and the results obtained were statistically tested before any
interpretation and recommendations were suggested. Interviews were also conducted for
the qualitative aspect of this study in order to obtain information on the factors that

influenced Nigeria’s oil and gas exploration and production fiscal policy formulation in the

past.

This research provided the opportunity to arrive at certain conclusions which, even if they
sometimes appeared obvious, were never previously empirically substantiated, and the
corroboration of some existing theories as being applicable to the Nigerian situation. They
also provided a basis for suggesting the inappropriateness of some existing concepts or

theories in their application to Nigeria’s oil and gas exploration and producing companies.

For example, the results suggest that the existence of separation of ownership and control

does not guarantee optimization of economic performance (or maximization of wealth) for
the production sharing contract type in oil companies operating in Nigeria, even if they do
elsewhere. Fiscal taxation was also suggested as critical to economic performance but
possibly not the only variable impacting on the economics of petroleum exploitation in
Nigeria. This research provided other possible areas for further research in both fields of

corporate governance and fiscal taxation.
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PREFACE

It 1s now 44 years since Nigeria became independent from British colonial rule in
1960. Just about the time when the struggle for independence would end, commercial
exploitation of petroleum crude oil commenced at Oloibiri, Rivers State in 1938, The
entire country was licensed to SHELL ‘Darcy as the sole international oil company to

explore and produce crude oil.

Since independence, the oil and gas exploration and producing petroleum industry
(upstream sector) has evolved. The highlights include a number of licensing rounds,

Nigeria’s membership of the Organisation of Petroleum Exporting Countries (OPEC),
the evolution of phases in Joint Venture (JV) partnerships, the signing of the first

Production Sharing Contracts (PSC) with Ashland Oi1l Company, USA in 1973, the

licensing of marginal fields to indigenous companies and the discovery of oil and gas

reservoirs offshore.

Just as was typical of most developing economies after independence, the control of

natural resources and the maximization of revenue generation therefrom were key
objectives in the formulation of Nigeria’s fiscal policies governing the operations of

the international oil companies in the country.

As a result of the 1971-73 oil revolution which marked the phenomenal increase in

crude oil price and the founding of OPEC (with the attendant market share control and

price fixing polictes), OPEC member states were locked in complex contract

X1V



formulation and negotiation with international oil companies. It is believed that some
oil and gas fiscal regimes hinder investment, despite the intentions of the host
countries to employ these very contracts to attract international oil companies and
thereby develop their national economies through the exploitation of natural resources,

like petroleum crude o1l and gas.

This research investigates the relationship between the contract types, fiscal taxation
(through which the government seeks to control its economic interests) and the
economic returns to the operating oil and gas companies in Nigeria. The data
employed in this empirical study are secondary data and were sourced from the
operating companies; the Nigerian Inland Revenue Service unpublished data, and

published data from various public sources.

Data analysis conducted is quantitative using statistical multiple regression. The
research results contribute additional knowledge to the already existing body of
knowledge in highlighting the relationship between contract type (signifying the

control level) and economic performance, as well as the significance of crude oil
prices and fiscal taxation levels to the economic performance of the operating
companies in Nigeria. This study also highlights the likely areas of further research
particulariy with reference to other OPEC countries and other production sharing

contracts 1n OPEC and non-OPEC countries.
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DEFINITIONS

For the purposes of this research, some of the key terms are defined below:

Fiscal Taxation — This refers to the taxes levied by the government of Nigeria as a
means of controlling its economic interests, and with a view to maximizing revenue
generation. It comprises Royalty and Petroleum Profit Tax, both of which are

sometimes referred to as ‘Government Take’.

Separation of Ownership and Control — This is to be understood in the context of

Corporate Governance and as a factor upon which control of management by majority
shareholders is predicated in corporate organisations and defined as the extent of
equity holding by other owners as separate from the equity held by the company’s

management.

Economic Performance is defined through profitability related variables — cost per
barrel of production and gross margin, which are used to mirror the extent of the

impact of fiscal taxation on the economic returns available to the operating companies.

A barrel is a measure for quantity of liquids and it is equivalent to 159 litres. It is the

usual measure for stating quantities of crude oil.
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CHAPTER 1

INTRODUCTION

1.1 Background to the Study

This research began with the knowledge that certain contract types in business are better
suited to certain economies while other contract types are not. Earlier in the life of
Nigeria’s oil and gas industry, government tended to believe in the need to control the

operations of the international oil companies engaged in petroleum exploitation. What is

not clear is the desirability or appropriateness of the chosen contract type in terms of the

economic advantages they provide for both government and the oil companies.

While Nigeria’s membership of the Organisation of Oil Exporting Countries continues to
generate debate, the economic implication of its membership, positive or not, is yet to be
substantiated using empirical data. Similarly, the adoption of the Production Sharing

Contract (PSC) as against the Joint Venture (JV) has not been shown to serve the economic

well being of the country in any empirical study.

Furthermore, there has not been any study on the impact of the use of fiscal taxation as an
instrument for the realisation of the country’s revenue generation without the creation of a
largely one-sided return on investment (in favour of the host government), with much
reduced returns to the operators. These issues informed the need to carry out an empirical

study that verified or dismissed these ideas and other existing theories in this field of study.



1.2. Structure of the Thesis
The thesis is structured with a view to providing a clear understanding of the petroleum
industry and the peculiarities of the Nigerian upstream petroleum sector.
The structure also includes a comparison of the UK’s petroleum industry’s upstream sector
with Nigeria’s. The reasons for this comparison are that:
a. Nigeria was the UK’s former colony, with the entire legislative process of
commercial law and business practices predicated on the UK Common Laws.
b. Nigeria’s flag ship crude oil, the Bonny Light, has similar specific gravity to the
UK’s ‘Brent’ both of which attract similar spot market prices.

c. Nigena’s daily crude production of two million barrels per day 1s similar to the

UK’s.

This thesis is predicated on a quantitative analysis of data obtained from secondary sources
on Nigeria’s crude oil and gas production, costs, revenue and taxes paid over a ten year

period for the part of the study concerned with corporate governance and over a thirty year

period for the section on fiscal taxation.

Essentially, the method of analysis is quantitative and deductive, with the use of both

descriptive statistics and regression analysis.

1.3. Overview of the Petroleum Industry

1.3.1 What is Petroleum?
Petroleum 1s derived from two Greek words ‘petro’ and ‘oleum’ both of which mean rock
and oil respectively. The word petroleum therefore refers to the oil that is found in rocks.

Oil and natural gas, together with coal, are referred to as fossil fuels. Petroleum oil and gas



were formed millions of years ago and are finite resources, meaning that one day, if
additional deposits are not found, already discovered reserves will be totally used up

because they are irreplaceable.

Prior to its discovery, Egyptians and Sumerians used materials similar to o1l (such as pitch)
in coating their canoes (as waterproofing) and as mortar in building houses as well as in

cementing blades to handles in the early civilisation about 2000 BC.

Petroleum is a naturally occurring resource, which exists in the three phases of gas, liquid

and solid states. When in the gaseous state, it is called natural gas. The liquid and solid

states of petroleum resource are called crude oil and tar sand respectively.

In all its forms, petroleum is an organic and complex compound. They belong to a group
of chemical compounds called hydrocarbons. Hydrocarbons have the inclusion of hydrogen
and carbon as the main elements in their chemical composition. Apart from the presence of
hydrogen and carbon, petroleum oil, gas and tar sand also contain such elements like

sulphur, oxygen and nitrogen.

1.3.2 How Is Petroleum Formed?

According to the organic theory of the origin of petroleum, it 1s believed that with the aid
of weathering agents like wind, water, mud-slides, glacier movements, plants and animals
get carried away together with rock sediments which occur when both igneous and
metamorphic rocks get weathered, and are deposited in places where sedimentation OCCUTrS.
The decomposition of such organic materials, like plants and animals, under extreme

temperature and pressure of the subsurface formation and in the presence of metallic



catalysts, is said to result in the formation of oil and gas; with the oil arising from animals

and the gas from plants.

There are however some other schools of thought on the origin of petroleum oil and gas.
For example, some believe that it is not possible to have had that much mass of
microscopic organisms resulting in or giving rise to the volume of oil and gas that we
presently have as world petroleum reserves. They believe both are just naturally occurring

like we have water in the seas and oceans.

1.3.3 Occurrence

About the year 1280AD, oil was first noticed in the form of a fountain around Baku 1n
Russia by the great explorer Marco Polo. Petroleum hydrocarbons are found trapped in
reservoirs in sedimentary rocks (rocks formed via the sequential deposition of sediments in
sub-surface geological formations in different parts of the world. Petroleum oil and gas
have been found in both terrestrial and marine environments while tar sand occurs
essentially on land. Oil was first drilled by Colonel Drake in 1859 in the American state of

Pennsylvania.

1.3.4 Uses of Petroleum Oil and Gas

Essentially, petroleum oil was used for medicinal purposes before the nineteenth century in
addition to being used as pitch for waterproofing. Early in 1800s, Samuel Kier converted
petroleum oil into lamp oil by distillation. This gave rise to the growing importance of
refined petroleum as we know it today. With advancement 1n technology, petroleum oil
was refined initially to produce lighting oil (kerosene), and later gasoline and automotive

gas-oil with the invention of combustion and diesel engines. Thereafter, further refining by



catalytic cracking, polymerisation of olefins and development of plastics gave both

petroleum oil and gas wider applications in households and industries.

Present day uses of crude oil and natural gas are as summarised below:
- Transportation fuels (gasoline, jet fuel, kerosene, automotive gas oil)
- Natural gas for electricity power generation and heating
- Petrochemical derivatives: plastics, industrial chemicals, pharmaceuticals,

cosmetics etc.

1.3.5 The Structure of the Petroleum Industry

The petroleum industry is divided into two sectors:

(1). The Upstream Sector
This comprises all technical and commercial activities relating to the finding
(exploration) and winning/mining (production/producing) of petroleum hydrocarbon oil or
gas.
Such activities include:
- Geological and geophysical surveys
- Dirilling
- Field development
- Production

- Related services (e.g. well logging, well completion, well servicing, data

acquisition etc.)



(i1)). The Downstream Sector
This sector involves all technical and commercial activities relating to the following:
- Refining and petrochemicals manufacturing
- Supply and distribution

- Marketing of refined products

The very first oil and gas company incorporated was the Standard Oil Company of New

York. It was established by J.D.Rockefeller — a Baptist Deacon and Sunday school teacher.

(Yagin D.1998). Because of the predatory activities of Standard Oil which stifled
competition and tended to create a monopoly, it was dissolved by a judicial judgement
which divided Standard Oil into the following o1l companies in America.

(1) Standard Oil (Exxon Oil Inc.)

(i)  Mobil Oil Inc.

(in1) Texas Oil Co. (Texaco)

(iv)  Gulf Oil (later merged with Chevron)

(V) Amoco

(vi)  Continental Oil Co. (Conoco)

Most of these oil companies are vertically integrated such that their operations include both

the upstream and the downstream sector. In terms of corporate organisational structure,
there is a clear distinction between the management structure and organisation of the two
sectors and they depict the operational peculiarities of each sector. However, both sectors
usually have a single board of directors to which the chief operating officers of the two
sectors report. Also, at the corporate/executive levels, some of the functions like finance,

planning, legal and corporate affairs are controlled from the corporate head quarters. For



the purpose of this study, investigations are restricted to the exploration and production

(upstream) sector of the petroleum industry.

1.3.6 The Upstream Sector (Brief Review of Activities)

Petroleum oil and gas when formed occur in the sub-surface formations which are known
as reservoirs. It is the places where they are likely to occur or be found that both geologists
and geophysicists are engaged in exploring. Together they use scientific knowledge and
technology to determine where such oil and gas are trapped. When an area is decided as a
possible hydrocarbon bearing formation, further search methods are deployed for
confirmation. Two such methods are a geological study of fossils and rock formation and a
geophysical seismic survey. Both give rise to a three- dimensional picture of the sub-

surface which is needed to determine if there is the occurrence of oil/gas in that location

and where In particular.

Drilling is the only sure way to ascertain if there is oil/gas. Drilling is expensive, costing
millions of dollars, yet oil/gas may not be found after drilling. The cost also depends on the
depth to be drilled and the environment. A place like the North Sea is one of the most
expensive places to carry out drilling operation because of-the turbulence of the sea. When
oil/gas is found, other wells are drilled and production facilities put in place to exploit the
reservoir. The major equipment used for production is the production platform whose type

and design varies depending on whether it is onshore or offshore production.

1.3.7 Oil and Gas Reserves and Production Figures
Tables 1 to 4 listed below are intended to answer some of the questions that readily agitate

our minds with relation to the oil and gas business. Such questions may also minimise the



importance of the kind of investigation which this research study sets out to undertake if

left unanswered.

It is expected that tables 1-4 below will provide the answers to such questions as:
- What quantities of oil and gas are left?
- Which countries have more oil and gas than others?
- What is the future of UK and Nigeria oil and gas?
- Which countries actually consume oil and gas most?
- Interms of energy supply to what extent is oil and gas replaceable?
- What 1s the country of origin of the major oil companies?

- Which countries have national oil companies?

- To what extent can the world be threatened by OPEC supply cuts?



Table 1; World Crude Oil Proved Reserves

Country Atend 1982 Atend 1992 At end 2001 At end 2002 % R/P*

Thousand Thousand Thousand Thousand of Total Ratio
Million Bbls Million Bbls Million Bbls Million Bbls (2002)

Saudi Arabia 165.3 260.3 261.8 261.8 25 86
Irag 41 100 112.5 112.5 10.7 >100
UAE 324 98.1 07.8 97.8 9.3 >100
Kuwait 67.2 96.5 96.5 96.5 9.2 >100
[ran 55.3 02.9 89.7 89.7 8.6 74
Venezuela  21.5 62.7 77.7 77.8 7.4 74
Russia N/A 48.5 48.5 60 5.7 22
USA 35 32 30 30.4 2.9 10.8
Libya 21.5 22.8 29.5 29.5 2.8 39
Nigeria 16.8 17.9 24 24 2.3 32.8
China 19.5 24 24 18.3 1.7 14.8
Qatar 3.4 3.7 15.2 15.2 1.5 5.8
Mexico 48.3 51.3 26.9 12.6 1.2 10
Norway 6.8 8.8 9.4 10.3 1.0 8.7
UK 13.9 4.1 4.9 4.7 0.5 5.4
Others 128.8 83.1 101.9 106.6 10.2

TOTAL 676.7 1006.7 1050.3 1047.7 100

Total OECD 116.7 108.9 84.5 72 6.9

Total OPEC 443.3 769.9 818.8 819 78.2

* The R/P ratio is the reserve/production ratio. It measures the length of time in years 1t

takes to exhaust the current reserve level at the current yearly production level.

Source: BP statistical review of world energy 2003.



Table 2: World Natural Gas Proved Reserves

Country Atend 1982 Atend 1992 Atend 2001 At end 2002 % R/P*
Trillion Cubic Trillion Cubic Trillion Cubic Trillion Cubic of Total Ratio
Metre (tcm) Metre (tcm) Metre (tcm) Metre (tcm) (2002)
Russia N/A 47.40 47.57 47.57 30.5 81.2
Iran 13.67 19.80 2.3 2.3 14.8 >100
Qatar 1.76 6.43 14.4 14.4 92 >100
Saudi Arabia 3.43 5.18 6.22 6.36 4.1 >100
UAE 0.81 5.79 6.01 6.01 39 >100
USA 5.78 4.73 5.02 5.19 3.3 9.6
Algeria 3.15 3.62 4.52 4.52 2.9 56.3
Venezuela 1.53 3.58 4.18 4.19 27  >100
Nigeria 0.92 3.40 3.51 3.51 23 >100
Iraq 0.82 3.10 3.11 3.11 20 >100
Indonesia 0.84 1.82 2.62 2.62 1.7 37
Australia 0.50 0.52 2.55 2.55 1.6 74
Malaysia 0.96 1.92 2.12 2.12 14 42
Norway 1.64 2.00 1.25 2.19 14 34
UK 0.72 0.54 0.73 0.70 04 7
Others 49.37 28.51 28.83 27.74 17.8
TOTAL 85.90 138.34 155.64 155.78 100
Total OECD 15.81 15.80 14.87 15.38 9.9
Total OPEC 26.93 52.70 67.57 67.72 43.5

Based on year 2002 figures, Nigeria has the tenth and ninth largest crude oil and gas

reserves respectively in the world. The United Kingdom’s crude o1l and gas reserves are the
fifteenth largest in the world for both. These positions make the two countries significant in

the dynamics of oil and gas exploitation.

Source: BP statistical review of world energy 2003.
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Table 3: World Largest Producers and Consumers of Crude Qil

Country

Production

01l Prod.
(‘000 BPD) of Total

Saudi Arabia 8680

Russia

USA

Mexico

China
[ran

Norway
Venezuela
Canada

UK
UAE

Irag

Nigeria
Kuwait

Brazil

Algena

Libya

Indonesia

Others

TOTAL
Of which:

OPEC

OECD

Source: BP statistical review of world energy 2003.

7911
7320
3585
3382
3366
3330
2942
2880
2463
2270
2030
2013
1871
1500
1659
1376
1278
59856
14076
73935

28240
21516

%

11.8
10.7
9.9
5.0
4.8
4.7
4.4
4.3
3.8
3.3
3.0
2.8
2.7
2.6

2.1
2.0
1.8
1.7
81.0
19.0
100

38.4
28.4

Country

USA
China

Japan

Germany
Russia
South Korea

India

Canada
France

Italy
Brazil

Mexico

UK
Spain

Others

TOTAL
Of which:

OPEC

OECD

Consumption

Consumption

(‘000 BPD)

19708
5362
5337
2709
2469
2288
2090
1988
1967
1943
1849
1791
1675
1520
32696

%
of Total

25.4
7.0

6.9
3.6
3.5
3.0
2.8
2.6
2.6
2.5
2.4
2.3
2.2
2.1
70

100

0.64
62

From the available figures above, eighteen countries produce 81% of total daily world

crude oil. Of these, Nigeria is the 13th largest producer with 2.8% of total production,

while the UK is the 10th largest producer, producing 3.3% of the world total.

Fourteen countries consume 70% of total world crude oil daily production. While Nigeria’s

consumption is not included amongst the top consumers, the UK is the 13th largest

11



consumer of crude oil in the world, consuming 2.2% of world total, with the USA easily

topping the list with over 25%.

Most of the largest producers are not part of the largest consumers. This indicates a low
level of industrialisation among the largest producers. This forms the basis of the
significant 1mportance of petroleum revenue to these developing oil producing economies

like Nigeria. The prevailing scenario is that they do not have any significant revenue from

other sources like high technology or industrial products and services

Table 4: World Largest Producers and Consumers of Natural Gas (2003)

Country Production Country Consumption

Billion cubic metre % Billion cubic metre %

(bcm) of Total (bcm) of Total
Russia 554.9 22 USA 667.5 26.3
USA 547.7 21.7 Russia 388.4 15.3
Canada 183.5 7.3 UK 94.5 3.7
UK 103.1 4.1 Germany 82.6 3.3
Algenia 80.4 3.2  Canada 80.7 3.2
Indonesia 70.6 2.8  Japan 77.4 3.1
Norway 65.4 2.6  Ukraine 69.8 2.8
Iran 64.5 2.5 [ran 67.9 2.7
Netherlands 59.9 24  ltaly 63.9 2.5
Saudi Arabia 56.4 2.2 Saudi Arabia 56.4 2.2
Uzbekistan 53.8 2.1 Uzbekistan 52.4 2.1
Malaysia 50.3 2.0  France 42.8 1.7
Turkmenistan 49.9 2.0 Mexico 42.1 1.7
UAE 46.0 1.8 Netherlands 39.3 1.6
Argentina 34.8 1.4 1825.7 72
Mexico 34.8 1.4
Qatar 29.3 1.2

2085.3 83
Others 442.3 17 Others 709.8 28
TOTAL 2527.6 100 TOTAL 2535.5 100
Total OECD 1090.8 43.2 Total OECD 1372.7 54.1
Total OPEC 347.2 13.7 Total OPEC 280 11

Source: BP statistical review of world energy 2003
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Despite Nigeria’s large gas deposits, exploitation is very low unlike in the UK. The key
reason is that gas exploitation depends largely on the availability of local end uses/

applications which are more pronounced with industrialisation.

The UK is the third largest consumer and the fourth largest producer of natural gas. Both

situations are due to its level of industrialisation and its availability or reserve level.

1.3.8 Oil and Gas Business and Economics

The economib importance of oil and gas is great if we consider how the products from ol
and gas affect our daily lives. Similarly, fluctuations in oil prices affect virtually every
other business and globally too. About 65% of the world’s energy consumption is derived

from oil and natural gas with around 30,000 different products also derived from oil/gas.

Without oil/gas it appears that the economies of the industrialised world would grind to a

standstill.

In the same vein, the economies of most oil and gas producing and exporting countries

would certainly collapse without the oil/gas revenue. This realisation is what makes oil and
gas the very life blood of the world economy, which is why the politics of it are more
complex than the product itself or its economics. The ability of the British Royal Naval

warship to change from coal to fuel oil fired engines helped to win the Second World War
for the UK and the Allied forces. The invasions of the Suez Canal and the Gulf Wars are

some of the events that explain the importance of oil and o1l gas for the global economy.
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1.4 Conclusion

In conclusion, it is important to note that oil and gas are irreplaceable naturally occurring

resources, whose application for the human race has grown significantly over the years.

Also, the petroleum industry can be regarded as one of the highly integrated and structured
industries, with just about ten major multinational players.

Tables 1 to 4 provide insights into the levels of reserves available, the position of both
Nigeria and the UK relative to the global outlook and the future of both countries in terms
of production years left if no additional reserves are added. Nigeria is quite significant in
terms of oil production, though her gas reserves are significant but largely untapped, while

the UK is a major player in both oil and gas.

14



CHAPTER 2

DESCRIPTION AND STUCTURE OF THE PETROLEUM INDUSTRY IN

NIGERIA

2.1 Historical Overview

Petroleum oil was first discovered in Nigeria in commercial quantities at Oloibiri, River
State in the eastern part of Nigeria in 1958. Since then, Nigeria has been an exporter of o1l
with Shell as the first oil and gas exploration and producing company 1n the country. To
date, Shell is still a major player and is responsible for 50% of Nigeria’s current production
of 2 million barrels per day. Before independence in 1960, Nigeria was a West African
British colony. Nigeria’s population is estimated at 127 million (1991)*. English is the

official business language. Afier over twenty years of military dictatorship, the country
returned to democratic rule in 1999. About 90% of its total oil and gas production 1s
landward with current emphasis on increasing seaward/offshore exploration and

production.

2.2 Economic Overview*

The national currency is the Naira (N) which exchanges for the GBP at £1.00:N240. The

country had a GDP of $46.2 billion in 2000, a current account surplus of $0.5 billion, but

total external debt of $30 billion.

* Source: 2003 World Bank Country Report.
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The United Kingdom is Nigeria’s biggest trading partner. As a result of low gas reserve
addition in the North Sea, importation of Liquefied Natural Gas (LNG) from Nigeria is
being contemplated. Nigeria’s economy is largely dependent on crude o1l and gas revenue

with over 90% of foreign exchange earnings from petroleum exports.

The new democratic government is undertaking economic reforms which include the
privatisation of government parastatals, exchange rate management and phasing out of the
petroleum products subsidy. Debt rescheduling for debts owed to bilateral creditors (Paris

Club) is also part of the economic reforms embarked upon by the government.

2.3 Structure of Government Supervision of the Oil Industry

Government regulates the petroleum industry through an organisational structure similar to
that of UK. The main difference as we will see later is that the government holds equity
(shares) in the companies which engage in the exploration and production of oil and gas in

addition to holding and exercising supervisory roles and having the entire hydrocarbon

resource in the country vested in the government.

Regulation of the industry is exercised through the Directorate of Petroleum Resources
(DPR) which is a division in the Ministry of Petroleum Resources. Also, supervision of the
activities of oil and gas exploration and producing companies (upstream sector) is
exercised through the national oil company, the Nigerian National Petroleum Corporation
(NNPC). NNPC is 100% government owned. The government’s equity participation in all
Joint Venture (JV) operations in Nigeria is managed through the National Petroleum

Investment Management Services (NAPIMS) as a separate business unit of the NNPC.
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2.4 Legislation Governing Oil and Gas Exploration and Production

The industry is regulated by a number of decrees and legislation. The key legislation is
stated in chapter 4. A major highlight of the legislation 1s that which gives the NNPC a
majority interest (between 55 — 60%) in all JVs with foreign international o1l companies.

NNPC holds 49% in the Nigerian Liquefied Natural Gas (NLNG) company. Joint
Operating Agreements (JOAs) are the instruments used to express the equity structure,
management structure and accounting procedure for the operations of the joint venture

company. All issues relating to the environment are vested in the Federal Environmental

Protection Agency (FEPA).

2.5 Licence and Licence Types

For every round of licence bidding, the government issues licences for blocks on which
licence holders carry out exploration (using an Oil Prospecting Licence-OPL) and

consequently production (using an Oil Mining Licence-OML) upon successful exploration.

Licences are granted upon payment of an application fee and meeting the criteria for award.

Thereafter, the government appends its signature which attracts a fee called the Signature
Bonus. Annual licence fees are paid as OPL or OML rentals by licence holders.
Licences are of two types:
(1) Joint Venture (JV) Licence (OPL/OML) — This 1s the licence given to a
corporate entity having more than one shareholder. For every JV in Nigeria,

the government through the NNPC is a shareholder. Such JVs are governed by

JOAs which the Department of Petroleum Resources issues on behalf of the

government.
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(11) Production Sharing Contract (PSC) Licence - A PSC is another type of licence
for oil and gas exploration and production used to exploit the hydrocarbon
resources in Nigeria and most OPEC countries. Under a PSC licence, the
government has no equity in the company but shares in the volume of oil or gas
won (produced) by the licence holder. The government’s share of production
volume after deduction of exploration and production cost (expressed in terms
of the value of oil volume) escalates as production volume increases. The oil

companies provide all the funding for the operations (100%) under a PSC

licence.

2.6 Fiscal Regime

(1) The government is paid a royalty for all oil and gas produced and sold. The
rate depends on whether the licence is for landward (onshore) or seaward
(offshore) block or operation. It also depends on the water depth of the block
from which the production licence is held by the company.

(i) Tax Regime

- JV licences in which the government has equity participation pay 87.5% of

operating profit (after royalty, tax deductibles and tax credits)

- PSC Licences are taxed at 57.5% of the operating profit after royalty and
cost o1l deductions.
(1)) Memorandum of Understanding (MOU)
The government signs an MOU with every JV or PSC Company. The MOU
is an instrument with which the government agrees with the companies with

respect to incentives that will encourage higher investment capital spending

for the exploration and development of the country’s petroleum resources. It
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also contains details of qualifications for tax credits and deductibles. Each

MOU is peculiar to each company and confidential.

2.7 Marginal Fields for Indigenous Participation and Entrepreneurship

Nigeria has numerous fields regarded as marginal because of marginal economic returns on
investment from the operation (development) of such fields. According to Nigeria’s Qil and
Gas Monthly (2002), twenty four marginal fields were offered by the government to

investors in December 2001/March 2002. The fields were discovered, evaluated and held

as part of the reservoir assets of the international oil and gas operating companies. They

were however not developed because they fail to meet the economic yardsticks of their

various concession holders.

The government’s intention to involve indigenous participation (promotion of local content,
development of indigenous oil companies) in the upstream sector drives the re- licensing of

such fields to locals as highlighted in the Nigeria’s O1l and Gas Monthly (2002). All
existing holders and operators of OPLs and OMLs were not allowed to participate in the

round of bidding for marginal fields.

The field specific bid which follows the initial pre-qualification (first round bid) will be
evaluated by Nigeria’s Department of Petroleum Resources and the original lease holder
(NNPC/JV Operator) whereby the details of farm-out terms were negotiated. The
Petroleum Amendment Decree No 23, 1996 amended the first schedule to the Petroleum
Act 1969 concerning the assignment of interests in oil mining leases. The new paragraph
16A permits holders of OMLs, to farm-out any field it considers marginal and lying within

its licensed area/concession.
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Guidelines for Farming out and Operations of Marginal Fields*

Apart from the provision of the Petroleum Amendment Decree 23, 1996, the government of
Nigeria also promulgated guidelines for the marginal fields. Both of these legislations

constitute a type of government control on the operations, albeit the economic performance
of the operating companies who were the original license holders. The guidelines also

stipulate the share holding composition, which is a form of corporate governance directive.

Government controls are sometimes in terms of fiscal taxation. Some fiscal regimes
outlined in Memorandum of Understanding (MOU), Joint Operating Agreements (JOA),
Production Sharing Agreements (PSA) etc have implications for taxation, investment

policy, operational efficiency, profitability, corporate governance and overall corporate

performance of the companies that the government seeks to control.

In addition to onshore production (90% of total production of oil and gas), several
deepwater discoveries in the Gulf of Benin and Biafra are expected to add to the country’s

reserves and ensure a bright production future. The recent allocation of Nigeria's marginal

fields is as listed in Table S.

Table 5: Year 2003: Listing of Allocated Marginal Fields to Indigenous Operators*

Company/Operator Field % Share
1.Platform Petroleum Asuokpu/Umutu 100
2.Bayelsa Oil Co. Atala 100
3.Excell E&P Services Eremor 100

20



Company/Operator
5. Millenium O1l & Gas

6. Network E&P

7. Universal Energy.Res
8. Frontier Oil

9. Brittania-U

10. Sogenal

11. EurafricEnergy

12. Movido E&P

13. Del-Sigma Petroleum
14. Bicta Energy

15. Goland Pet. Dev. Co.
16. Chorus Energy

17. Pillar Oil

18. Prime Energy

Suffolk Petroleum

19. Walter Smith Pet.
Moris Pet.
20. Associated O1l &Gas

Geo-Energy
21. Sahara Energy
Africa O1l & Gas
22. Guarrantee Petroleum

Owena

Field

Oza

Qua Ibo

Stub Creek
Uquo

Ajapa

Akepo
Dawes Island
Ekeh

KE

Ogedeh

Oriri

Amoji/Matsogo/Igbolo
Umusaty/Igbuku

Assaramatoru

¢é

Ioigwe

74

Tom Shot Bank

14

Tsekelewu

T 4

Ororo

6

% Share

100
100

100
100
100
100

100

100
100
100
100
100
100
51

49

70

30

51
49
51
49

33

45
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23. Energia Obodugwa/Obodeti 55

Unipetrol Pet.Dev. “ 45
24. Mid Western O1l & Gas Umusadege 70
Suntrast “ 30

* Source: The Nigeria Guardian, 2003

2.8 Conclusion

In concluding this chapter, it is obvious that the Nigerian government controls the industry
through its acquisition of equity and joint ventures as well as the adoption of two types of

contracts governed by various legislation.

The fiscal regime comprises fiscal taxation policies regulated by the Department of
Petroleum Resource and the NNPC using both the MOU and the JOA as instruments. The
policy of the government to transfer some of the fields previously owned by the
international oil companies to indigenous operators also constitutes a form of control of the

industry. In the same way, varied tax rates for various contract types are visible policies

that could affect the economics of the operating companies.
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CHAPTER 3

DESCRIPTION AND STUCTURE OF THE PETROLEUM INDUSTRY

IN THE UK

3.1 Historical Overview*

Petroleum oil and gas were explored and produced, though in non-commercial quantities,
on the UK mainland for centuries before the first discovery of commercial quantities
(proved reserve) in 1918 in Nottinghamshire. In 1973, the first major onshore oil field was
discovered in Wytch Farm, Dorset and it remains Western Europe’s largest onshore oil
field. The first significant offshore petroleum discovery was in 1965 in the West Sole Field,
while the North Sea Fields developments commenced in the mid-1960s. As at the end of

2000, there were 109 oil fields and 87 gas and condensate fields in production off-shore, in

the UK continental shelf.

By the end of 1999, the cumulative production of hydrocarbon oil and gas from UK fields
stood at 2,445 million tonnes of oil and 14.10 billion cubic metres of gas. In 2002, UK’s

production was 9 billion barrels of oil and 103.1 billion cubic metres of gas.

Most of the fields in the UK and its continental shelf are regarded as mature. This refers to
a field that has been in production for a considerable length of time and having cumulative
production of above 50% of its estimated reserve volume. Despite the maturity of this
petroleum province, there is still considerable activity in both mature and frontier areas.
Frontier areas are geological formations (locations) showing promising preliminary

exploratory data that are indicative of the presence and accumulation of hydrocarbons.
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The UK has the largest oil and gas industry in the European Union. The industry represents
about 4% of GDP in 2000 and 2% of total capital investment. Both multinational
corporations and independents privately own all the UK oil and gas companies, unlike the

government-investor joint ventures in Nigeria.

The future of the industry in the UK is not in doubt as the government sets the right
economic climate to maximise the level of exploration and development so that new
discoveries can replace those fields currently being depleted, even though petroleum oil
and gas is an irreplaceable natural resource. The Brown Book (2001) for current reserve
figures gives the following statistics. Out of the total 109 oil fields and 87 gas fields, there
are only 28 producing oil fields (26%) and 11 producing gas fields (13%). The others are

not being produced for various economic and non-economic reasons.

3.2 Government Supervisory and Management Structure
The UK government supervises and controls the UK petroleum industry through the Oil

and Gas Directorate of the Department of Trade and Industry (DTI). The DTI employs

various legislative instruments, like the Petroleum Act 1998, to regulate, co-ordinate and
manage petroleum resources in the UK on behalf of the Crown in whom ownership is

vested.

In addition to the DTI, there are some other non-profit industry organisations set up either
by the government or by the industry operators (and recognised by government) with which

the industry is managed. They include:

* Source: The Brown Book 2003, by Department of Trade and Industry, UK.
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(i) UKOOA: United Kingdom Offshore Operators’ Association
(ii) OGITF: Oil and Gas Industry Task Force (Replaced by PILOT)
(iii) PILOT:  An initiative established in 2000 to achieve cost effectiveness

in UK oil and gas exploitation in the North Sea continental shelf.
(iv) LOGIC: Leading Oil and Gas Industry Competitiveness — for
promotion of best practice throughout the supply chain.
(v) ITF: Industry Technology Facilitator — improving the facilitation
and flow of new technology to market.
(vi) NTOG  National Training Organisation Groups focusing on training
activity and maximising commitment to skills.
(vi1) LIFT: Licence Initiative for Trading — a new website designed to
promote licence trading.
(viil) DEAL  Digital Energy Atlas and Library — an interactive map

providing an index for UK continental shelf data.

PILOT, which replaced OGITF has the following as members:

(1) Minister for Energy and Competitiveness in Europe (Chairman)

(i1) Representatives from the Department of Trade and Industry (DTI), the
Department of Health and Safety Executive (HSE), the Department of

Environment, Transport and the Regions (DETR), the Treasury, and the

Scottish Executive
(iii) Representatives from all sections of the industry (including operators,

contractors, suppliers and trade unions).

In all, there are twenty-three key government and industry members. PILOT’s objectives

include:
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(a) Lead the industry stakeholders

(b) Develop strategies for reducing the cost base of UK oil and gas operations
against the backdrop of the mature nature of the North Sea and specific
conditions in other UK continental shelf areas

(c) Examine and prioritise initiatives aimed at improving the competitiveness of
the UK continental shelf as an oil and gas development province and the
supply industry for domestic and overseas market

(d) Watch over sustainable development, decommissioning, fiscal matters and
EXports.

(¢) Employ work groups to focus on its designated action areas e.g. new

business, regulation and licensing and economic advisory group.
In the UK, the petroleum downstream sector representing oil refining, petroleum products

marketing and distribution has its own independent trade organisation known as the UK

Petroleum Industry Association (UKPIA).

3.3 UK Oil and Gas Legislation
In the UK, there has been various legislation by acts of parliament with which the oil and
gas industry is regulated. The current legislation which has repealed or amended previous

acts is the Petroleum Act 1998 with chapter 17 relating to the upstream sector.

(i) LEGISLATIVE FRAMEWORK FOR LICENCES
The Petroleum Act 1988 consolidated the previous primary legislation (including the
Petroleum (Production) Act 1934 which vested ownership of oil and gas within Great

Britain and its territorial sea in the Crown and gave the government rights to grant licences

to explore for and exploit hydrocarbon resources and those on the UK continental shelf).
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The UK continental shelf has been defined under the Continental Shelf Act 1964 following
the conclusion of boundary agreements with neighbouring countries. The other regulations
in force are the Petroleum (Production) (Seaward Areas) Amendment Regulations 1992,

1995 and 1996 for offshore licences; and the Petroleum (Production) (Landward Areas)

Regulations 1995 for onshore licences.

The terms of licences vary according to whether they cover seaward or landward
production. The terms also vary with particular Licensing Rounds and are dependent on
the extent of exploration and development that has already taken place in the acreage on

offer. Applications for licences are assessed on the basis of the same criteria for respective

licensing rounds.

(i) LICENCE TYPES

(a) Seaward Licences: These are of two types.

Exploration Licences — These are exclusive permits to holders to conduct non-intrusive
surveys, such as seismic or gravity and magnetic data acquisition over any part of the UK

continental shelf that i1s not held under a production licence. Such wells drilled for

exploration must not exceed 350 metres except with the Secretary of State’s approval.

Production Licences — These grant exclusive rights to holders to search and bore for
petroleum in the area of the licence covering a specified block or blocks. They are usually
issued in periodic ‘Licensing Rounds’ when the Secretary of State For Trade and Industry
invites applications in respect of a number of specified blocks or other areas. Application

fees are charged and successful applicants make an initial rental payment for the first term
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of the licence followed by annual rentals on an escalating scale. There are other specific

conditions attached to a successful application.

(b) Landward Licenses

The landward regimes apply in Great Britain to all territory above low water mark and
within ‘bay closing lines’ as defined in regulations; a separate regime 1Is operated in
Northern Ireland. The Petroleum (Production) (Landward Areas) Regulations 1995
introduced a single licence, the Petroleum Exploration and Development Licence (PEDL)

as the principal landward licence over the previous acts.

(c) Multi Block Licenses

A single licence that covers more than one block which may not necessarily be adjacent to
one another. Further rationalisation of multi-block licences are allowable, e.g. a licensee
may wish to relinquish particular blocks contained in its multi-block licence later in the life

of the licence.

3.4 Joint Operating Agreements (JOA)

These refer to a set of policies affecting the way and manner in which the holders and
operators or parties to the company holding production licences will run and manage the
licensed blocks in relation to the interests of government without active (share holding)
participants of government.

Where JOAs occur, the following areas are covered:

- Management Structure

- Financial and Accounting Procedure

-  Equity Structure
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- Board of Directors’ Composition

- Technical Agreements

- Tramning
The DTI provides guidance notes which prescribe the procedures that should be followed
by companies seeking approvals for proposed JOAs as provided for in the model clauses in

licences.

3.5 UK Oil and Gas Fiscal Regime

The economics, financial performance and efficiency of the oil and gas industry 1s always

affected by the type of fiscal regime the country operates.

While the fiscal regime (taxes, royalty payable by holders of exploration and production
licences) 1s dictated by government, there are many other factors which affect the
economics of the upstream oil industry’s investment. Such factors fall outside the control
of government, e.g. geological prospectivity, reservoir system, crude oil and natural gas
prices, field development costs. However, it is known that the UK continental shelf is a

high cost area by international standards and this affects the way government formulates its

fiscal policy.

For example, government is putting up stricter consents policy for gas fired power stations.
This is causing a depression in demand for new gas, i.e. (low demand growth projection)
against the background of natural gas accounting for 38-40% of UKCS production.

The UKOOA, for example, also expects particular amendments to fiscal regimes as earlier

formulated and employed by government before the UK continental shelf became mature

fields compared to now. Similarly, the nearly 70% marginal tax rate is regarded by
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UKOOA members as a discouragement for new incremental developments in these mature

fields. They argue for a lower rate to stimulate incremental investment in the mature fields.

3.6 The UK continental shelf taxation
- The tax regime is designed to secure an appropriate share of profits for the
country as welil as provide a stable, attractive and economical investment
climate for the industry
- The system is under continuous updating as factors affecting the industry

and world economics change.

The main features of the current tax regime are:

(a) Royalty: A royalty is paid for every production licence. The royalty rate 1s
12% of the landed value of the petroleum won (produced) and sold less an
allowance for the cost of bringing the petroleum ashore and treating it.
Royalty is not payable for any field approved after March 31, 1982. Since

January 1, 2003 the royalty payment was abolished for all fields in the UK.

(b) Petroleum Revenue Tax (PRT): This tax which was introduced by the Oil
Taxation Act 1975, and is a tax on profits related to separate geological and
technically determined fields, is charged on the difference between income
and expenditure with allowances designed to ensure that it bites only on the
large, most profitable fields. A significant reform to PRT was introduced in

the 1993 Finance Act to encourage further investment by allowing the oil

companies to keep more of their income. The rate of PRT charged on

existing fields was reduced from 75% to 50% with effect from July 1, 1993
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and PRT was abolished on fields approved after March 15,1993.

(c) Corporation Tax (CT) : This tax is charged on the profits of oil and gas
companies in much the same as any other industry. In the case of new
fields, this is now the only tax on profits. The main rate of CT 1s
currently at 30%, one of the lowest company tax rates in the world.
Both royalty and PRT are deductible in computing profits for CT
purposes, and profits from upstream oil and gas activities are ring-
fenced so that they cannot be reduced for CT purposes by any losses or

reliefs arising from any other activity, including downstream oil and gas

operations.

The tax regime which applies to any particular oil field therefore depends on the date on
which it received development consent. Current marginal rates of tax vary between 30%
and 69.4% depending on the age of the field in question and its taxable position (though it
should be noted that many smaller less profitable fields may pay no PRT even though they

are in principle within the PRT provision). The rates are enumerated as follows:

- 69.4% if liable to Royalty, PRT and CT (approved before 1 April, 1982 and in a PRT
paying position)

- 38.8% if liable to Royalty and CT (approved before April 1, 1982 and shielded from
paying PRT by allowances or other reliefs)

- 65.0% if liable to PRT and CT (approved between April 1, 1982 and March 15, 1993 and

in a PRT paying position)
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- 30.0% if liable only to CT (approved between April 1, 1982 and March 15, 1993 and

shielded from paying PRT by allowances or other reliefs or approved after March 15, 1993)

Other aspects of the UK oil and gas industry that should be mentioned are:
(a) Guidelines for Work Programs
- This is required by the DTI from the oil and gas companies and it is
expected to provide comprehensive details of what exploratory and
producing activities the company expects to carry out within a specific time
frame and the amount of money to be spent.

- Varations to work programs are allowed by DTI

(b) Environmental Legislation

- Environmental legislation affecting/regulating the industry are synchronized

with the European Commission laws on the environment.

3.7 Conclusion

It is obvious that the government employs legislative provisions to control its interests and
the activities of the operating companies, while engaging in the establishment of focus
groups to enhance the development of the industry. The abolition of the royalty is a
remarkable incentive for investment in the industry and for boosting the economics of
operations in the UK continental shelf. The level of organisational structure exhibited in the

UK is obviously more pronounced and intended to provide adequate administrative support

to accelerated development of the industry.
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CHAPTER 4
REGULATORY AND FISCAL TAXATION MECHANISMS

IN NIGERIA AND THE UNITED KINGDOM

4.1 Exploration and Production

Hydrocarbon oil and gas were first discovered in Nigeria in 1956 and the first o1l exported
in 1958. Since then the petroleum sector has remained in focus and is the bedrock of the

country’s economy, thereby requiring the application of strict and changing legislative

control.

Regulatory acts, edicts and decrees have been and remain key instruments of government

control of key mineral resources, as is the case in every country. Starting from 1958 to the
present, governments in Nigeria (whether democratic or military) have consistently
promulgated decrees, and passed laws by Acts of Parliament or National Assembly to

control the operations of oil companies in the country.

According to Oremade (1986), there are at least thirty pieces of legislation with

amendments (since 1958) that the government has employed to control oil companies’

operations. (See Appendix 6).

For the purposes of this research, our emphasis will be on the legislation having a direct
impact on the economic performance (i.e. financial profitability) of the oil companies. Here
an assumption is made that the major reason for, or objective of, the oil companies

operating in either UK or Nigeria is profit optimization.
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A selection of such legislation will therefore include those aftecting:
- Revenue determination and pricing policy

- Royalty and rent payments

- Revenue taxation

- Exchange control and repatriation of profit

- Contractual agreements and choice of share holding structure.

4.2 Federal Inland Revenue Service (FIRS)

The FIRS is the constitutional body, a division of the Federal Ministry of Finance, which is
charged with the administration and enforcement of all legislation pertaining to

computation, ascertainment and collection of petroleum profit tax. Initially, the body was
referred to as the Federal Board of Inland Revenue (Petroleum Division). Its major

legislative instruments in carrying out the functions are:

* Petroleum Profit Taxation Act (PPTA), 1959 incorporating the following amendments:
1. Income Tax (Amendment) Decree (No.65) 1966

2. Petroleum Profits Tax (Amendment) Decree (No.1) 1967
3. Petroleum Profits Tax (Amendment) Decree (No.22) 1970
4. Petroleum Profits Tax (Amendment) Decree (No.15) 1973
5. Petroleum Profits Tax (Amendment) Decree (No.55) 1977
6. Petroleum Profits Tax (Amendment) Decree (No.4) 1979

7. Petroleum Profits Tax (Amendment) No.2 Decree (No.24) 1979
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8. Petroleum Profits Tax (Amendment) No.3 Decree (No.95) 1979

9. Exemption of Petroleum Operations from Compantes Income Tax Act,

10. Companies Income Tax Act 1979 (CITA) Cap 60 1990.

4.3 Other Legislation on Oil and Gas Operations in Nigeria

1. Mineral Oil Acts of 1958

2. Oil Pipeline Acts of 1958, 1965: These make provision for licences to be granted for the
establishment and maintenance of pipelines incidental and supplemental to oil fields and o1l
mining and for the purpose ancillary to such pipelines. The act provides for the right and
obligations of the holder of a licence, payment of compensation for economic crops and

property damaged, payment of survey fees and other miscellaneous matters.

3. 1979 Constitution, section 40 (3) provides that the entire property of mineral oils and
natural gas in, under or upon the territorial waters and the Exclusive Economic Zone of

Nigeria shall be vested in the government of Nigeria.

4. Petroleum (Drilling and Production) Regulations of 1969 and 1973 (as amended): Under
this act, the entire ownership and control of oil and gas in place within any land in Nigeria,
under its territorial waters and continental shelf is vested in the state of Nigeria. The

regulation relates to Oil Exploration License (OEL), Oil Prospecting License (OPL) and

Oi1l Mining Leases (OML).

35



The OEL is a non-exclusive license with a regulation size of 5,000 sq. miles (12,959) sq.
km. The OPL confirms the right of surface and sub-surface exploration for petroleum in an
area of 100 sq. miles (2,590) sq. km and for an initial period of three years with an option
for renewal for two years. The holder of an QPL is entitled to apply for an OML. The OML
grants exclusive right to explore, win, produce transport and carry away petroleum from the

leased area. The size of an OML is 500 sq. miles (1,295 sq. km).

5. Associated Gas Re-Injection Act 9, 1979: It forbade operating companies to flare

associated gas after 1984,

6. Associated Gas Re-Injection Regulations1984 and Decree No.7 of 1985: On realization
of a limited local market for gas, the 1979 act was substituted with 1984 Regulation which

permitted flaring but only with the permission of government through the issuance of a
certificate to do so in order not to jeopardize oil production. The 1985 decree introduced a

penalty for gas flaring.

4.4 Nigeria’s Oil and Gas Petroleum Profit Taxation (PPT)

The tax system for oil and gas exploration and production in Nigeria is guided by the

Petroleum Profit Tax Act of 1959 as amended at various times. The basic provisions are as

summarized below:

Imposition of Tax and Ascertainment of Chargeable Profit

The PPTA provides for tax to be imposed upon assessment, 1.e. charged and made payable
on the profit from the operation of an oil and gas exploration and producing company on a
yearly basis. Revenue is determined as the sum of the posted price and the volume of oil

and gas exported from the country, i.e. the sale of chargeable oil and gas.

36



The revenue on which the chargeable tax is calculated according to section 9 (1) (a) is the
exported volume multiplied by the posted price/ freight-on-board (f.0.b.) where posted
price is the price published by operating companies and quoted for third parties. When the

cost of extraction of that oil/gas, cost of treatment, transportation and storage are deducted
from revenue, the balance is the gross profit which attracts imposition of tax. Gross profit,
less Section 10 allowable deductions, gives rise to adjusted profit. Adjusted profit, less
Section 14 allowable deductions, gives rise to assessable profit. Assessable profit, less

Section 15 allowable deductions, gives rise to chargeable profit. According to section 16,

subsections 1(a), (b) and (c) the tax rates applicable to chargeable profit for the previous

accounting years are:

(1) 60.78% with effect from October 1, 1974

(11)  65.75% with effect from December 1, 1974
()  85% with effect from April 1, 1975
All of these were legislated through Decree No. 55 of 1977 and took effect retrospectively.

A summary of the computation is given on the page 38.
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Summary of Nigeria’s Petroleum Profit Tax Computations

REVENUE (Posted Price)

| Less Production costs etc.

GROSS PROFIT

| Less Section 10 Deductions

ADJUSTED PROFIT

| Less Section 14 Deductions
ASSESSABLE PROFIT

| Less Section 15 Deductions

CHARGEABLE PROFIT
LPPT Rate 85%

ASSESSABLE TAX

| Less Section 17 Deductions

CHARGEABLE TAX

Assessment and Payment of Tax

Self-assessment of estimated tax is required in advance but not more than two months after
the commencement of each accounting period of the operating company. The Federal
Inland Revenue Service (FIRS) reserves the right to prescribe additional chargeable tax if
the self-assessed tax is deemed to be in error. Chargeable petroleum profit tax is payable in

twelve equal monthly instalments together with a final instalment. The final monthly
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instalment is the amount of assessed chargeable tax for that accounting year, less the total

amount thereof already paid.

The 13" month: where the total tax paid is higher than or lower than the assessed
chargeable tax, the difference becomes payable to or by the company in the thirteenth
instalment. Between 1971 and 1973, payments of tax instalment were as follows:

1971 - 50% instalment payment as above, 50% in six consecutive monthly instalments;
1972 — 25% instalment payment as above and 75% monthly instalment.

In order to avoid double taxation, sections 52 and 53 make provision for avoidance of
double taxation. The amount of tax paid to a foreign country on a portion of the profit (e.g.
dividend) for which chargeable tax is being calculated in Nigeria is allowed as a tax credit,
which is deductible from the chargeable tax. The amount must however not exceed the

foreign taxes payable.

4.5 Memorandum of Understanding (MOU)

Preamble:

The MOU is a document of agreement between the Federal Government of Nigeria and
individual Joint Venture operating companies in the country. The purpose of the MOU is to

enumerate various incentives that the country has agreed with the individual companies
with regards to making their operations profitable under varying conditions. The MOU is a
document of incentives for enhancing crude oil and gas reserve addition by encouraging
investments in Nigeria’s oil and gas exploration and production activities. The MOU

signed with individual companies are peculiar to each and differ from company to company.
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The Incentives:

Guaranteed Margin: The MOU provides for a minimum margin of $2.30/bbl after tax to the

company for their equity share of the volume of oil/gas produced and sold and $1.15/bbl

for Nigeria’s share of equity oil/gas. This is referred to as guaranteed notional margin.

The condition precedent is that the technical cost of operation must be less than or equal to

notional fiscal technical cost of $2.50/bbl.

Guaranteed Margin and Capital Investment: The guaranteed margin is further increased

with increased capital investment. For any particular year where the capital investment
costs are equal to or exceed $1.50/bbl on average, the minimum guaranteed notional

margin increases to $2.5/bbl after tax for the company’s share of oil/gas produced and

$1.50/bbl for Nigeria’s share. In such cases the notional technical cost shall be increased to

$3.50/bbl.

Government Take: This is the sum of all that the government receives financially from

each company’s operations yearly and it comprises of

(a) royalty
(b) petroleum profit tax

The actual value of government take may change depending on the incentives for which

the company qualifies. When this happens the new sum of royalty and tax is called the

Revised Government Take (RGT).
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Revised Government Take (RGT)

Ordinarily, Government Take is based on royalty and petroleum profit tax which are

themselves calculated based on the posted price of crude oil i.e. the f.0.b price of crude.

The MOU however provides for the calculation of revenue based on Offset Price and
Realizable Price. Both of these prices are interrelated using particular formulae as stated
below. Realizable Price (RP) is c.i.f price of the crude type sold less the NBV (Net Back

Value). NBV is the sum of freight, ocean loss, insurance, processing cost applicable to each
primary market and shall not be more than Average Product (Crude Qil) Price for the

month and for the stream of agreed crude oil type yield plus or minus 40¢/bbl.

Offset Price 1s B x Realizable Price

where B 1s given as:
B =K [(1- Roy)x TR + Roy]

where K is a factor of 1.0042 whose value depends on the minimum guaranteed margin

(M), Roy is the Royalty rate and TR is the applicable tax rate.

The calculation for K i1s:

K =1.1364 (1 =M + 0.15 FC)

where RP is realizable price and FC is fiscal technical cost. For example, when M is

$2.30/bbl and RP is < $23 per bbl.

K=1.1364[1-%$2.30 + 0.15 x $2.50]
.......................... = 1.0042
RP

The application of a self-adjusting K factor is to restore the desired guaranteed notional

margin as promised by the government such that, not minding the market price of oil the
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company’s operations will generate this minimum after tax margin. Now the revised

government take (RGT) may be written as:

RGT=0P~-(TRxTC)-0T

where:

OP = Offset Price

Roy = Royalty Rate

TC = Sum of deductions under sections 10, 14 and 15 of PPT Act of 1959

OT = Tax offsets under section 17 of PPT Act of 1959 and as amended.

A company’s lability for a particular year, in terms of government take is the lower of the
government take calculated based on the posted price/fob price and the revised government

take based on the offset pricing formulae.

Additional Tax Credits

Where a company'’s technical cost exceeds the $3.50/bbl limit for the accounting year due
to capital investment, the company shall be entitled to a tax offset against its tax liability

for that year to the tune of:
10% x (LIBOR + 1%) x (0.8TC) x Equity

where LIBOR is the London Inter Bank Fixing Offer Rate and TC is sum of deductions

under sections 10, 14 and 15 of PPT Act of 1959
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Reserve Addition Bonus

The MOUs provide an incentive for successful exploration activities which adds

substantially to Nigeria’s hydrocarbon reserve; to the extent that such addition exceeds the

total production for that year, the company shall qualify for a reserve addition bonus in the
form of an offset against its petroleum profit tax for that year. Reserve addition bonus is
calculated using the addition/production ratio (R), the incremental reserve/production ratio

(Ra) and the applicable bonus rate.

R = Total Reserve @ Year End — Total Reserve @ Beginning of Year

Total Production for the Year

Ra=R-1.0
E.g.ifR=15,thenRa=1.5-1
=0.5

For 1* Ra = 0.25 applicable bonus rate is $0.10 (X1)

2™ Ra up to another 0.25 bonus rate is $0.25 (X2)

3™ Ra up to another 0.25 bonus rate is $0.40 (X3)

4™ Ra up to another 0.25 bonus rate is $0.50 (X4)
Total Reserve Addition Bonus = {Ral x X1 + Ra2 x X2 + Ra3 x X3

+ Ra4 x X4} P x Equity
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4.6 UK Oil and Gas Regulatory Legislation

1. Petroleum (Production) Act 1934: This Act established national ownership for the UK

on all petroleum oil and gas existing in the country and empowered the government to

manage and regulate it.

2. Continental Shelf Act 1964: Together with the Geneva Convention on the Law of the
Sea (1958) this act established the sovereign right of countries to undertake exploration and
production of the natural resources of their continental shelves to a distance of 200 miles
from shore. This act divides the UK Continental Shelf (UKCS) into quadrants and blocks
and enabled the first offshore Licensing Round in 1964. Each quadrant is 1° of longitude by

1° of latitude and is divided into 30 blocks. Onshore license areas are based on the

Ordmance Survey 10km by 10km grid.

3. Petroleum and Submarine Pipeline Act 1975: This act established the British National

Qil Company (BNOC). In 1982 BNOC's shares were transferred to Britoil plc, and the

shares sold to the public in 1982 and 1985.

4. Petroleum Act 1998: This consolidates the three earlier pieces of legislation.

5. Oil Exploration Licence (OEL): Initially held for three years, this licence allows

exploration activity in the granted block for three years and can be extended for another

three years.



6. Production Licence: This is an oil mining licence which allows the owner to explore, win
and transport and sell oil and gas from the block for which it 1s awarded. Depending on the
terms and conditions, it can be held for an initial six years after which the licensees are
required to relinquish 50% of the licensed area. The licence also has a second term of 12

years extendable by a further 18 years subject to approval both 5 and 6 above relate to

offshore fields.

7. Petroleum Production (Landward Areas) Regulations Act 1995: This act covers the

major processes mnvolved in the petroleum exploration and development licence (PEDL)

for inward blocks and has the same terms and conditions as the offshore production licence.

8. The Supplementary Seismic Survey Licence (SSSL): This allows the holder to extend a

seismic survey into unlicensed acreages.

4.7 UK Oil and Gas Taxation / Fiscal Regime

The fiscal regime for UK petroleum (upstream sector) industry has remained unchanged
since 1983 apart from the review of 1998. Government revenue from UKCS oil and gas
production 1s made up of payments of royalty, petroleum revenue tax (PRT) and
corporation tax (CT). The royalty is a charge on the value of oil and gas won. It does not

apply where development consent was given after 1 April 1982 except for onshore fields

and fields in the southern basin. The royalty is chargeable for those fields if development

consent was given before July 1, 1988.
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PRT is a tax with rules especially reflecting the particular nature of the oil industry and is
essentially a windfall tax on the revenue from winning o1l and gas in the UK or UKCS. It is

only applicable, however, to fields which were given development consent before March

1993.

Corporation tax is the main tax on business profits in the UK, but there are additional

constraining rules for UKCS income. Some other tax developments include:

- 1997/1998 North Sea Fiscal Review: no change was effected in the fiscal regime.

- Fimnance Act 1999: oil licences are qualifying assets for the purposes of rollover

relief, so that the tax can be deferred if proceeds are reinvested.
Other details of the tax/fiscal regime form the body of our next discussion under royalty,

petroleum revenue tax and corporation tax.

Rovalty Payments

In computing both petroleum revenue tax and corporation tax, the royalty is a deductible

item. It 1s therefore payable on field production and at the prescribed rates. In the UK, the
royalty payment is not applicable to all fields as is the case in some countries. This could
be a major difference with what obtains in Nigeria where the royalty is payable on all oil

fields production. The royalty payment is calculated on 12'2% of the landed value of oil

and gas produced less the cost of processing and transportation to storage.
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Abolition of royalty payments

Payment of royalty was abolished for all new fields, that is, for all fields whose approval

for development or production license was first given after April 1, 1982 for UKCS and if

the licence was given after July 1, 1988 for Southern Basin or onshore fields. From January
1, 2003, the royalty was abolished for all fields in the UKCS a move seen in the industry as

a welcome incentive for attracting investment capital.

Petroleum Revenue Tax (PRT)

In the UK, not all production fields are assessable for petroleum revenue tax. PRT is
payable on all fields with licences before March 16, 1993. These are referred to as taxable
fields and there are only 75 such fields still in production in the UKCS. Since 1993 the

PRT rate has been 50% and applicable twice yearly in July and December. PRT forms part

of the overall corporation tax payable by those fields qualifying to pay PRT i.e. for them

PRT is deductible from corporation tax.

Where a field records a loss for a particular year, PRT is charged to the corporation tax for

that year. Hence PRT paying fields do not become effectively PRT paying until their

Investment payback is achieved.

Typical PRT Computation

PRT is based on the value of the share of production to the joint venture participant i.e.
where the share of gross profit after payback is reached. The following is a summary of the

computation format, while an example calculation follow on page 49.
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Gross profit/ (loss)

Add

Tariff receipts (less allowance)
Asset disposal receipts

Royalty and licence debit/ (credit)

Less

Provisional expenditure allowance net of reversals

Share of joint field expenditure
Participant’s own field expenditure
Uplift

Exploration and appraisal expenditure
Cross-field allowance

Research expenditure
Losses from abandoned wells

Total

Assessable profit/ (allowable loss)

Loss relief

Oi1l allowance

Taxable profit/ (loss)

Tax at 50 %( subject to safeguard)

Il‘b

laz

(x)

(x)

(x)
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Example PRT Computation

Gross profit/ (loss)
Add

Tariff receipts (less allowance)

Asset disposal receipts

Royalty & license debit/ (credit)

Less

Provisional expenditure allowance net of reversals

Share of joint field expenditure

Participants’ own field expenditure

Uplhift
Exploration & appraisal expenditure

Cross-field allowance

Research expenditure
Losses from abandoned wells

Total

Assessable profit/ (allowable loss)
Loss relief
Oil allowance

Taxable profit/ (loss)

Tax at 50 % (subject to safeguard)

£'000

3000

7500

5500

42500

3750
25000
4500

1500

2750

(1150)

(1750)

£:000

95000

109040

(93000)

16040

13140

63570
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4.8 Key Issues (Provisions) in UK Petroleum Revenue Tax

1. Provision of uplift: This is a supplementary allowance of 35% on certain capital

expenditure incurred on bringing a field into production apart from main capital

expenditure.

2. Field Operations Loss Relief: This is a tax relief for losses as carry forward.

3. Exemption from PRT until payback is reached.

4. Cross field allowance: This allows a participant to offset up to 10% of development

costs 1n a new field from the profits of another taxable or PRT paying field.

5. Oil Allowance: This is a relief created to reduce the effective PRT rate payable on
qualifying fields. It is the cash value of the equivalent of 500,000 tonnes of oil per
field per year. The aggregate oil allowance for 10 years is 10 million tonnes.
However in using this allowance, the participator cannot use it to create a tax loss

though 1t ts possible to carry it forward.

6. Safeguard Rule: This is a provision for the less profitable marginal fields. It is not a
deduction from PRT payable but usually calculated on its own formulation.
Where the safeguard figure calculated is less than the PRT, the safeguard amount is
paid as PRT payable for the period. The safeguard is calculated from adjusted profit
which in itself is calculated as the sum of assessable profit, non-field expenditure

claimed back, expenditure qualifying for uplift (i.e. capital expenditure on assets
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used to bring oil to production which enjoy 35% allowance for deduction from

gross profit for PRT calculations).
If adjusted profit is < 30% of capital expense then PRT =0

If adjusted profit is > 30% of capital expense then PRT < 80% of the difference
between adjusted profit minus 30% of capital expense. This is what is referred to as

a Safeguard and Tapering Provision.

7. Payment of PRT: Payment is assessed twice yearly, January to June and July to
December. Payment is also made on account and on six monthly instalments for
each half year period. Payments are self-assessed (provisional PRT) and each
instalment is calculated as one-eighth of the total payment for the chargeable period

in view. Payment is due, that is, it commences two months after the end of the
chargeable period. Expenditure is deducted on a ‘claimed’ basis and where not

allowed when assessed by the Inland Revenue, any balance becomes payable or

refundable.

4.9 UK Corporation Tax and Ring-Fenced Activity
In the UK, o1l companies pay corporation tax just like other companies. In addition, where

such an oil company has other lines of business e.g. petroleum products marketing, the oil

and gas extraction business is treated as separate. This 1s what is referred to as ‘ring

fencing’.

Under the ring fence rule, there is provision for set-off of losses of operations within the

ring fence 1.e. from oil and gas operation from non-ring-fenced income. It is, however, not
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allowed to offset losses from non-ring fenced business with ring-fence income. Losses,
subject to the ring-fence rule may be carried forward and deducted from future profit or
carried back to the previous year’s profit. For companies having overseas operations, such
oil and gas operations are outside the ring fence. For fields that are PRT paying, PRT is

deductible in arriving at the taxable income for corporation tax purposes.

However, corporation tax is not assessable on a field basis but on the entire company

chargeable profit, hence its provisions affect both PRT paying and non-PRT paying fields.

Starting from April 1, 1999 the tax rate is 30%. There is also the provision for small profit

making fields whereby the tax rate is either 20% or 10% depending on the size of profit.

[Hlustration of Corporation Tax Computation for Ring-Fence Activity

£ £
Profit /Loss per accounts X
Add:
Pricing adjustment (if any) X
Book depreciation X
Disallowable expenditure (e.g. entertainment) X
Capital costs expensed X
Provisions for future costs X
Payable under loan relationships X

X
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Less:

PRT and royalty X
Capital gains X
Interest received X
Capital allowances X
Receivable under loan relationships X
Trading losses of other periods X

Taxable ring-fence trading income
Capital gains
Interest (other businesses)

Taxable profits (subject to group relief)

See example calculation below.

Example Corporation Tax Computation for Ring-fenced Activity

£°000
Profit /Loss per accounts
Add:
Pricing adjustment (if any) 500
Book depreciation 40,000
Disallowable expenditure (e.g. entertainment) 150

(x)
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Capital costs expensed 38,500

Provisions for future costs 50,000
Payable under loan relationships 65,000
194,150
Less:
PRT and royalty 129,950
Capital gains 10,000
Interest received 8,500
Capital allowances 17,850
Receivable under loan relationships 4,500
Trading losses of other periods 0

Taxable ring-fence trading income
Capital gains
Interest (other businesses)

Taxable profits (subject to group relief)

Corporation Tax at 30% (Assume no group relief)

Profit After Tax

555,850

(170,800)
385,050
12,500

(42,950)

354,600

106,380

248,220
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4.10 Other Key Provisions Affecting the Computation of Corporate Tax

1.

Mineral Extraction Allowances (MEA): This is a provision according to which the
costs of acquiring mineral assets e.g. the original licence premium, be relieved by
10% while pre-trading expenditure on mineral exploration and access be relieved by
25%.

Scientific Research Allowance (SRA): This includes the costs of seismic work and
exploration in the UK or on the UKCS if incurred before the commencement date
of commercial production in that field. A 100% write-off as incurred is allowed
except for claw back of the SRA when the asset representing the research
equipment is disposed off.

Abandonment Allowance: This is a provision for capital costs when a field is

abandoned. Though to date very few fields (and small fields) have been abandoned

In the UK, and most of them are production equipments linked to other fields i.e.

shared facilities. The first major installation for abandonment is expected to be the

Phillips operated Maureen platform. There is a 100% allowance under the capital

allowance provision that is applicable for abandonment if a company decides to use it

against the ring fenced profits. The deduction must however be made within two years

after the expenditure is incurred. A qualifying expenditure must relate to the demolition

of an o1l installation or to the costs associated with preparing these facilities for re-use.

Whenever a loss results from abandonment it can be set off against the profits of the

trade 1n the last three years. Also abandonment costs incurred after three years of

closure of the field activities, are 100% allowable as capital allowance from its final

trading account.
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4. Date of Commencement of Trade and Capital Allowance: This i1s an important date in
that it is regarded as when a calculation of corporation tax liability begins. This date is

when a company begins commercial production from a particular field. Revenue

expenditure incurred from the last seven years before the commencement date qualifies for
corporation tax relief while the qualifying expenditure within that period also triggers

capital allowances.

4.11 Conclusion

The mechanics of fiscal taxation show that not only does the UK government tax oil and
gas exploitation from the revenue yield but ensures that its profits are ring-fenced from the
companies’ other operations. This provides a maximization of tax revenue from petroleum

exploitation, and avoids any possibility of profit dilution by the results of other operations.

In the case of Nigeria, only the profits are taxed without any ring-fencing. The complexity
of field accounting and therefore field taxation in the UK may be rather difficult for the
Nigerian supervisory agencies to administer for the likely reasons of inefficient tax

administration. The system of computing the petroleum profit tax in Nigeria 1s also
noticeably complex and may encourage tax evasion if the supervisors themselves are

unable to exhibit sufficient mastery.
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CHAPTERS
LITERATURE REVIEW I : FISCAL TAXATION AS AN INSTRUMENT

OF GOVERNMENT CONTROL

5.1 Background

Since ancient days, the issues surrounding ownership, access to, permission to extract and
payment of rents for extraction of natural resources have always been important to both
owners of such resources and those interested in extracting them, the entrepreneurs or
investors. Today, these same issues are as important as in those days. Indeed, they tend to
be more important now than in the past given that society has grown to become less
independent of such naturally occurring resources like the one in question in this study- the

hydrocarbon resource of petroleum oil and gas.

State sovereignty and right over natural resources in countries endowed with them have

always moved the country to control the exploitation using various instruments of control.
Similarly, investors who are interested in the business of extracting mineral resources also

seck the resource in order to add to their assets and improve on their profit levels. In
particular, the need to acquire more oil and gas resources (in terms of adding reservoir

assets to their balance sheet) drives most of the oil companies to the ends of the world in

search of these all important resources.

Given the irreplaceability of most naturally occurring mineral resources, particularly oil

and gas, and the need to secure their judicious exploitation as well as revenue accruable to
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nation states, most governments of oil and gas producing nations enter into different

contractual agreements with petroleum companies.

Also, 1t 1s known that for various reasons, which this study tries to elucidate in this
literature review, the choice of contractual agreement affects the operations of the
exploration and producing companies involved. The various laws and regulations, the
evolution of the agreements and the choice of corporate structure, all affect the operations

and therefore the economics of the companies formed or licensed to explore and produce

the hydrocarbon resources.

Fiscal taxation as a form of government control mechanism often leads to distortions. Such

distortionary impacts of government fiscal policies lead to ‘excess burden’ which is a loss
of welfare for either individuals or corporate organizations. This study examines the
incidence of petroleum taxation on the oil companies, not necessarily to determine its
efficiency as it can be argued that taxes which generate excess burden are not in themselves

bad, as they can be employed to achieve other purposes. e.g. faimess or equalization in the
distribution of wealth. There may not be a flawless single, feasible way or indicator to fully

capture the magnitude of government’s fiscal policy impact on the economy, but there is

always the need to investigate its impact on sectors of the economy.

This study 1s part of the evaluative duties of citizens and organizations (including academia)
In order to measure the appropriateness and / or the extent of government control (using
fiscal taxation) in determining the economic activities within a particular sector in the

country. Without this type of investigative research, knowledge of the impact of such
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government fiscal policies (taxation of petroleum resources) on the operating companies

will not be definitive but only left to guessing.

5.2 Fiscal Taxation — A Form of Government Control

The review of literature in this chapter is intended to highlight the historical developments
of the factors affecting oil and gas exploration and producing business in Nigeria. The
review ranges from 1960, the year of Nigeria’s independence from the UK, to the current

available literature in academia and commercial / industrial archives.

Given the recognition of corporate governance as an important tool in measuring the

effectiveness of corporate organizations in meeting the objectives of various stakeholders,
we also examined the literature on the role of corporate governance in the economic

performance of the oil companies operating in Nigeria from the perspective of the
separation of ownership and control. This literature is reviewed in chapter 5, and covers the

wider context of existing perspectives in corporate governance - ownership structure and

economic performance in particular.

5.3 Government Control Objectives and Natural Resources Taxation

Why do governments all over try to control national natural resources? According to the
studies on Mexico (Katz, 1972) and Ecuador (Tanzi, 1969), there are very many reasons,

which have been shown to be responsible for this tendency.
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These include:

l. Natural resources are regarded as belonging to the entire country, so central control

prevents sectional claims to ownership.

2. Natural resources are sometimes non-renewable, so they require efficient management

that will maximise their exploitation and utilisation.

3. In some countries, such resources are the sole sources of national revenue.

4. For security and strategic reasons of supply.

Whatever the reasons, a key objective is to retain control of what generates a substantial

part of the gross national product or a significant part of national tax income.

To achieve this, a number of regulations and policies are passed into law, which make for

the charging of rents for the exploitation of these resources and the imposition of tax for

their operations. Similarly, governments offer incentives that will boost investments in the

resource exploitation.

As we will see later, these incentives and rent generation schemes constitute what we refer

to as fiscal regimes/policies that govern the exploration and production of natural resources,

like hydrocarbon oil and gas. If government control can result in income generation, then

of course such actions of the state will be tantamount to an economic activity. As such we

can then safely expect the actions to affect the economic performance of companies

operating in the country.
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5.4 Fiscal Policy Defined

Going by definition, fiscal policy is the government’s attempt to influence aggregate
demand 1n the economy through regulation of public expenditure as well as stimulation of
revenue through taxes. It is the framework of taxes and expenditure that can generate or

lead to a deficit, surplus or balanced budget.

In this study of fiscal taxation as a form of government control mechanism, the
consideration is not in terms of its effects on the equilibrium national income. Neither is it
in terms of the inflationary/expansionary or deflationary influence of tax rates and level of
money supply on the economies of Nigeria or the public sector. Also, it is not about Public
Sector Net Debt, Public Sector Net Borrowing, or the sustainability of fiscal policy. Rather,

1t is to consider the impact of fiscal taxes, or rather government’s tax take, on the economic

performance of the oil companies operating in Nigeria.

If according to Hardwick et al (1999), in their definition of fiscal policy, government
attempts to influence aggregate demand through regulation of public expenditure and rates

of taxation, then we will be looking at tax rates in the oil and gas exploration and producing

industry and how they have affected the companies’ economic performance over time.

Ricardo (1817) summarized the effects of taxation in terms of lessening the power to
accumulate because all taxes either fall on capital or revenue. If they fall on capital, taxes
diminish the fund available for the productive industry of the country and if on revenue,
they reduce accumulation or force contributors to save the amount of tax by diminishing

their unproductive consumption of luxuries to the tune of the tax.
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These summed up, the investigation has to do with the effect of taxation on investment
returns and therefore, on economic performance. Whenever the government decides to
raise revenue through taxation, it affects every aspect of the economy either directly or
indirectly. This is what classical economists recognized and Milward (1998) epitomized in

the classical theory of Adam Smith (1776) proposed four canons of taxation:
i. Equity — fairness with respect to individuals® contribution in proportion to abilities

1. Certainty — clear knowledge of payment in terms of timing

i1i. Convenience — of payment in terms of timing

tv. Efficiency — minimization of the cost of collection as a proportion of total revenue

realisable and of distortionary efforts on the behaviour of tax payers.

For the governments of different nations, experience differs in relation to the four canons
above, e.g. the efficiency of tax collection may be an issue with a developing nation like
Nigeria while this is not the case with the United Kingdom. Poor efficiency of tax
collection may negate or minimize the very reason for the imposition of tax and may also
be an incentive to push up certain tax rates in order to generate a target level of revenue

through tax.

5.5 Government Control and Fiscal Policy

Fiscal policy is arguably a controversial tool in the management of macroeconomics.
Though potent when viewed from the perspective of finance and economics, it could be

politically and socially sensitive. It has both advantages and disadvantages. For example,

its effect is positive during depressions/recessions, while it could also lead to inflation
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during a deficit. For the purpose of this study, emphasis will be on taxes and their impact

on economic performance.

Generally, the imposition of tax reduces private consumption and savings. When after-tax
income 1s reduced, the disposable income is then split between consumption and savings.
When consumption is reduced, aggregate demand also falls, and if savings are reduced,
then interest rates may rise causing investment to fall. The desirability of these events

depends on the prevailing economic conditions. (Taxes of different sorts tend to affect

consumption and savings differently).

Usually, favourable tax regimes are required to stimulate investments in risky ventures.
Where such incentives are absent, there is a disincentive for investment in high-risk
projects. However, when losses can be offset against high-risk and unsuccessful

investments, 1t is unlikely that the aggregate amount invested in the economy will reduce.

To stimulate investments, the provision of tax incentives such as tax credits, capital
allowances etc. reduce tax liabilities and increase business profitability. With this, there is
the likelthood of larger amounts of net profits being available for reinvestment and
stimulation of the macro-economy. According to Wolf (1966) taxes do not stimulate the
economy, though the extent to which they depress it is not exactly known. During a
depression, when consumption is low, if taxes are imposed on savings, there is a

disincentive to save which stimulates the economy given that it is expenditure that actually

stimulates the economy.
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The effect of fiscal policy on the macro economy no doubt affects business organisations
either in terms of the net effect of taxes and expenditure resulting in a deficit (and as such a
stimulant to the economy) or resulting in a surplus (due to raising taxes/cutting
expenditure). Business economic performance is usually tied to the level of success or
failure of capital projects particularly in industries with high project costs. This is in turn
associated with the impact of taxation on investment projects. The value of capital projects,
however, may be distorted by the prevailing tax system, and for most countries the tax

system is neutral and may be characterised by:

a. a system that allows free depreciation and with no interest deductible
b. a system where true economic depreciation in line with economic wear and tear is
allowed for the purposes of taxation and accompanied with interest element deductions.

Where 1t happens that the fiscal policy deviates from such a definition of tax neutrality, e.g.
the denial of interest element deduction for tax purposes even while depreciation is
economic, or when tax rebates on losses are not immediate, then there is no tax neutrality.

In the UK, immediate tax rebates are allowed only if:

a. other incomes arise within the same accounting year
b. there is income from the immediate preceding year from which to offset the losses.

The UK tax system cannot therefore be said to be neutral as implied above.

Where there i1s deviation from tax neutrality, it is obvious that the company will carry

taxable losses for the foreseeable future and this will affect economic performance, more so,

as the present value of the tax rebate and tax liabilities for the project(s) will be lowered, as

they can only become effective at a future date.

According to (Hodgkinson, 1989), where interest is tax deductible, projects financed by

debt become more attractive than equity-financed projects when the company’s operations
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are In a tax-paying position. Gilles et al (1987) lists the objectives of fiscal policy as the
promotion of economic growth, the reduction of income disparities between households
and regions, the promotion of economic stability and economic efficiency, and the

increasing of host-country returns from natural resource endowments.

Government behaviour or the ‘public choice’ approach (Mueller, 1989) is part of public
finance and has been subjected to economic analysis. For both developed and developing
economies, there is little question that there is scepticism in the minds of analysts with
respect to the post-war view that government always act in the best interest of 1ts citizens,
as posited by Russell and Nicholson (1981). Similarly, as it is reasonable from the works
of Adam Smith and the English classical economists that ‘government is best that governs
least’” so we see disparities in the extent of the government’s direct investment in
enterprises, particularly in such sectors considered to be strategic, e.g. government control

and/or involvement in the petroleum industry of developed and developing economies, like

that of the UK and Nigeria respectively. Such government behaviour is a kind of control.

In taxation, as in other areas of fiscal policy studies, views will be divergent as usual, e.g.
acceptance of the need for, or the appropriateness of state ownership of, companies in the

private sector and the trade-off between growth and equity structure. Should there be no
definitive conclusion from this study, the discoveries from this research are expected to
stimulate further research on the impact of fiscal taxation (as part of the government
control mechanism) on economic performance of oil and gas exploration and producing

companies operating in a developing economy, (Bird and Oldman 1990).
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5.6 Tax Incentives as Part of Fiscal Policy

Tax schemes or regimes have often been used by countries of both developed and

developing economies to either promote national revenue generation or foreign / local

investments, where they act as incentives.

There is also the political economic aspect of incentive policy. A country’s tax structure
inevitably reflects more than its economic structure. It involves its political set up and a
balance of prevailing political and economic forces as well as national administration
capacity to enforce such tax system. According to Bird and Oldman (1990), such fiscal
incentives fall into four types though all are forms of subsidy which governments of mixed

economies use to induce foreign capital inflows for their economic growth or the

development of particular industries. The four categories are:

(a) Where the subsidy is independent of the level of investment, but conditional on a

maximum level of profit, e.g. a tax holiday.

(b) Where the subsidy is dependent on the level of investment and on a minimum level of
profit, e.g. accelerated depreciation allowance, tax credit, investment allowances and
development rebates. This allows a further percentage / portion of the asset’s cost as tax
deductibles from taxable income on top of the depreciation provision already deducted on

either the straight line or reducing balance method.

(c) Where the subsidy is independent of the level of investment and the minimum level of

profit, e.g. import duty exemption on capital goods for the company’s operations and / or

on raw materials.
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(d) Where the subsidy is dependent on the level of investment, and not on a minimum
profit level, e.g. an investment grant, whereby a portion of the company’s investment cost

i1s paid by the government, (Shah and Toye, 1978).

[n practice, Heller and Kauffman, (1963) noticed that one of each of the four subsidy types
is not an alternative for the other. Rather, many countries (for example, 10 out of the 28
surveyed In their study) operated more than one of the four types simultaneously, or one

type after another in the life of the investment or the company.

Summary of Fiscal Incentive Types and Implications for Profits and Public Finance

(A)J°>J* (B) J°<] *
(1)S=f (K% Tax holiday Import duty exemption
Tax deductible

Loan interest

(2) S = f(K°) Tax credit Investment grant
Investment allowance
Accelerated depreciation

Notes: S is the amount of public subsidy; K° is the cost of acquiring investment goods; J* is
the level of corporate profits at which tax becomes payable; J° is pre-tax profits.

Such subsidies affect profitability depending on when the exact benefit (timing) is, vis-a-

vis the present value of alternative forms of subsidy.

Further work by Heller and Kauffman (1963) summarizes the existing literature on fiscal
incentives in 28 developing countries including Nigeria. No less than eighteen of the

twenty-eight were former British colonies.
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The most popular subsidy type is (a) above i.e the tax holiday, with 93% of the countries
(including Nigeria) offering one type of tax holiday or another. 16% of the countries
employed accelerated investment depreciation ((b) above) so this was the second most
widely used next to (a). The import duty exemption was preferred next by 36% of the

countries, while the investment grant type of incentive was preferred by only one country,

Fiji.

The impacts of the incentives were assessed based on the percentage share of investment in
Gross National Product (GNP) before and after the incentives were introduced. Given that

other factors could cause the investment share of GNP to change, this method needs no

further examination.

Another approach In investigating the economic impact of incentives is through the use of
questionnaires, which are known to have inherent biases that can invalidate the outcome of
the study. As in the previous approach, the survey/questionnaire method assumes that

investment behaviour is the only variable with which we can measure the impact of fiscal
incentives. More so, the method does not distinguish between categories of investment and
investors or between capital intensive and labour Intensive enterprises. Worse still,
respondents will always wish for more fiscal incentives thereby blurring the time impact of
existing Incentives in their responses. This bias in investors may be offset by the
overstatement of the actual impact of such incentives, such that an impression of low
impact is not given thereby prompting the government to cancel the incentives altogether,
if considered to be of low effect. This approach was used in the following studies about the

impact of fiscal incentives on the countries’ economies.
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Mexico (Ross and Christensen 1959)
Jamaica (Chen —Young, 1967)
Pakistan (Aghar and Sharif, 1974)

Brazil (Gooman, 1972)
Nigeria (Olaoku, 1976)

A more realistic/statistical and quantitative method of measuring the effectiveness of fiscal

incentives is the examination of the published financial results of firms whose operations

have enjoyed fiscal incentives as against those that did not, or of the same company using

the financial results before and after the introduction of incentives. The findings of the

studies mentioned above are:

1. That these countries’ tax bases are themselves so little that tax incentives (subsidies)

have little effect on the economy. And even where the tax base is significant, the countries

have little success in collecting taxes.

2. That the developing countries apply fiscal incentives to attract investment capital from
multinational companies and therefore create competition among them which further
reduces their revenues, thereby making nonsense of the impact of the incentives on their

economies.

3. That the incentives are as a result of internal political pressure on governments by the
multinationals and their capitalist supporters in various governments of the developing

countries.

Whatever the argument is about, the methods highlighted above and the impact on the

national economies, fiscal incentives do one thing: they improve the rate of return of
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investment projects and therefore the companies’ economic performance in countries

where there are subsidies.

This is one of the spurs for this research: to find out whether and how fiscal incentives or

their absence / reduction through fiscal taxation determine the level of profitability for the

oil companies operating in Nigeria.

5.7 Principal Characteristics of a Tax System

According to Smith (1776) in his classic publication ‘The Wealth of Nations’, four major

characteristics are desirable in a wholesome tax system. These are as follows:

(a) The subjects of every state ought to contribute to the support of the government, in
proportion to their respective abilities; that is in proportion to the revenue which they

respectively enjoy under the protection of the state.
(b) The tax which each individual is bound to pay ought to be certain, and not arbitrary.

(c) Every tax ought to be levied at the time, or in the manner, most convenient for the

contributor to pay.

(d) Every tax ought to be contrived as both to take out, and keep out of the pockets of the

people, as little as possible over and above what it brings in to the public treasury of the
state. A tax may either take out or keep out of the pockets of the people a great deal more

than it brings into the public treasury, and in four ways:
1. by the number of officers who levy it
ii. by obstructing the industry of the people

iii. by penalties incurred in attempting to evade the tax
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iv. by subjecting the people to frequent visits and examinations of the tax-gatherer

These are referred to as the ‘Canons of Taxation’ in classical literature.

According to Lymer et al (2003), in modern tax literature, the canons are restated as:

i. Equity: a tax should be seen as fair in its impact on all and levied according to people’s

ability to pay.

ii. Certainty: taxes should not be arbitrary, i.e. tax payers should know their tax liability

(including the simplicity of understanding), and when and where to pay.

iii. Convenience: it should be easy for the tax payer to pay up.

iv. Efficiency: the tax system should not have an impact on the allocation of resources

and it should be cheap to run.

Another addition to these is that a tax system should be flexible in order to cope with
changing economic situations, without requiring significant changes. It is not usual to have

all of these characteristics included in every tax system. Where they occur, it is unlikely
that they have equal weight in their impacts on the economy. For example, for an efficient
tax system, it is expected that it does not distort the economic decisions made by

individuals or companies, although governments sometimes change a tax system for

behavioural change purposes, in what is regarded as a ‘corrective tax’.
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8.8 National Tax Income Maximization

It is usual to have objectives for tax policies whenever they exist. It could be to stimulate

the generation of the provision of certain goods and services, or to minimize the production

of some other goods and services. When tax rates fall, it could generate consumption of
particular goods and services and reduce consumption of some other goods and services.
Similarly, governments may set an objective for tax policies such that foreign investment is

attracted or national tax income is maximized. The list of such objectives is on-going.

With regards to multinational corporations whose activities span several countries, foreign

sourced corporate income is affected by the tax policies of both home and foreign countries.
Given that national corporate income can be safely defined as the aggregate of domestic

income before tax (both tax and retained profit still belong to entities — government and

company, within the borders of the country), and foreign sourced or repatriated income
after foreign taxes are paid, the level of tax in foreign countries therefore affects the portion

of repatriated after tax income and therefore, the national tax income.

For countries with tax policies that avoid double taxation, e.g. the UK and the USA, the

return on investment in foreign countries will take into account the impact of such foreign

tax rates, and compare them to the home country’s rates and returns on investment, before

deciding on the allocation of capital to foreign investment, 1.e. where to invest.

5.9 Corporation Tax

Most countries impose tax on corporations or companies for a number of reasons, the most

important of which are the following:
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(a) Corporation tax is regarded as a benefit tax, which companies pay, for enjoying the
use of public utilities and services that contribute to the attainment or improvement

of their profits.
(b) It 1s a withholding tax, which serves as a backstop to the personal tax.

(c) The corporate tax captures the rents earned by the owners of fixed factors i.e. non-

reproductive factors like entrepreneurship, natural resources, land etc.

(d) To raise revenue for the government.

Giving the rationale for withholding tax on corporate retentions, Mintz (1995), explained

that the tax base can be summed up as:

Y=R-C-Dep-1-Div

where:

Y = Taxable income

R = Revenue

C = Cost of operations

Dep = Depreciation

I = Interest element

Div = Dividend payment

Because dividends are not allowable deductions, the corporate tax base then becomes:

Y=R-C-Dep-1
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In (c) above, when government taxes rent, even if the government does not own the
land/property, the tax is a charge for the use of the land/property and it is referred to as
royalty payment for the use of the land. This was first highlighted by George (1879) and

later expounded 1n the optimal tax literature by Atkinson and Stiglitz (1980)

5.10 Corporate Taxes and Financing Risks

Corporate taxes may affect financing decisions as investment may be funded by debt where
the interest element is tax deductible or non-deductible. To say the least, any investment is
risky. Because of the likely impact of taxation, investors or corporations usually project the
after-tax returns on investment. Given that these returns cannot be guaranteed, there is an
element of risk involved. The way investors view projected returns is usually affected by

taxes or tax regimes in the countries of operation. It is therefore usual to access the degree

or level of risk associated with taxes.

Similar works were carried out by Mintz (1982), Gordon (1985) and Gordon and Wilson
(1991) in which they surveyed a series of countries and their tax policies in relation to
companies’ investment capital inflow. It was discovered that countries with more
favourable tax regimes had higher levels of capital inflow. Investors weigh a number of
risk elements (with the risk premium associated) and the tax regimes of different countries
as this affects their after-tax rate of returns, e.g. how does a particular government treat
losses when incurred in operations? If the income tax provides for full recovery, i.e. full-

loss-offset or not, this affects the after tax returns for similar operations in another country

compared.
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§.11 The Disincentive of Taxation

Whenever tax 1s imposed or tax rates increased, the effect could be on consumption
patterns as the consumption of one set of commodities or services is substituted for another
set, as a result of lower disposable income. Similarly, there is the effect of creating a shift
from aggregate disposable income to government revenue from taxation. This situation

could result in a tax disincentive, whereby there is a disincentive to work o