O OLDWYN INTERNATIONAL STRATEGIES, LLC

1626 K STREET MW, SUITE 1070 WASHINGTON, DC 20006
TEL: 202-223-3520 ) FAK: 202-2253-3525 / DEGOLDWYN & GOLDWYN.DRG
MEMORANDUM
April 12, 2005
TO: Nigerian National Stakeholders Working Group
FROM: Cynthia L. Quartermar
RE: Trangparency and Change Management White Paper for

Nigeria s Extractive Industries Trangparency Initiative (“NEITI”)

Executive Summary

Nigeriais anation whose great achievements in many areas and well-deserved
importance to the extractive industry are clouded by the unfortunate perception and historica
redity of wide-spread corruption. That perception extends to the dedlings of the government in
the extractive industries. This memorandum makes recommendations on to amdliorate this
perception. To do this, we do not believe it is necessary for the government to relinquish dl
involvement in the extractive industry — certainly not itsrole as regulator. Rather, we believe a
great dedl can be achieved by introducing transparency in, and sunlight on, the Nigerian
government’ s relationships with the extractive industries operating on and off the nation’s
shores. We note specific recommendations on how to implement trangparency based on the most
positive and proven practices of in anumber of countries, including the United States, Brazil,

Norway, and Sao Tome and Principe, as adapted to reflect Nigerian redlities.

! Cynthia L. Quarterman is a partner at the Washington, D.C. law firm of Steptoe &
Johnson LLP and aformer Director of the Minerds Management Service a the United States
Department of the Interior.



The course that the Nigerian oil and gas regime has followed, even through the lens of
hindsght, is not substantidly different than the one followed by nations around the world.
Nigeria sharesits origind decison to create a state-owned oil company with nations such asthe
United Kingdom and Norway.? Nor were the joint ventures the Nigerian-owned oil company
entered with nationd oil companies uniqueto itsregime. Nigerid s latter-day production sharing
contracts are in good company with those of oil producing nations worldwide. Accordingly, it is
no surprise that the same troubles and concerns that have historicaly plagued oil rich nations are
now rampant in Nigeria. Top among those is the public’s crigs of confidencein the
government’s oversight of the extractive indugtries, and the perception of widespread corruption.

Thereisagrowing consensus among the government, the Nigerian public, the nationd
oil industry and the world at large that Nigeriais a atipping point with respect to its exploitation
of itsnaturd resources. That is, apoint a which its oil and gas regime could just as easlly
devolveinto total chaos asto monumenta reform. We believe that the timing is propitious to
enact, implement and enforce the recommendations contained herein to create an oil and gas
regime thet isfar smpler, more transparent and, sgnificantly, stable.

The discussion that follows sets forth our understanding of the current problemsfacing
Nigerid s oil and gas regime, the source of its current problems, including a description and

critique of that regime, acomparison of Nigeria s system to other nations and three broad

2 This paper refersto the laws of severa jurisdictions other than the United States. The
discussion thet follows is based on the memorandum provided to me by the Nigerian counsd you
engaged in this case, Akinboygo Akinola, and publicly available materias regarding the laws of
Nigeria, Norway, Brazil, Sao Tome and Principe and other jurisdictions other than the United
States. We are not licensed to practice law and do not hold ourselves out to be expertsin the
laws of those jurisdictions. The materias appearing herein regarding those laws are merely our
understanding of the laws currently in place based on commonly available materids and are for
purposes of background only. This memorandum does not congtitute alega opinion asto the
gpplication of those laws.



recommendations to embrace change, keep any new regime smple and invest for tomorrow
today.

In summary, our recommended course of action isto create a broad-based Legidative
Commission to propose changes to Nigeria s existing laws, which would include provisons to:

Commercidize the Nigerian-owned oil and gas company by

0 Creating an independent body to determine which assets the company should

retain;

0 Defining the parameters to be usad in reaching those asset determinations;
Egtablishing safeguards againgt unfair advantages in the government’ s future
dedings with thet entity;

Moving its regulatory functionsto a new regulatory agency;

Providing for open competition between that entity and other oil companies,
Determining whether, to what extent and/or how its shares should be made public;
Egtablishing atrandtion to a new competitive environment; and

Renegatiating terms of exigting agreements.

Make open competitive bidding processes mandatory;

Congder use of acompetitive leasing system,

Smplify the financid terms of the government’ stake;

Require publication of dl future extractive industry contracts;

Enforce contractud and lega requirements;

Require stakeholder involvement in decisions regarding the extractive indudtries,

Publish extractive industries’ revenue and production payments and receipts,

Audit tax and roydty receipts;

Require financia disclosure of government employeesinvolved in oversight of extractive
indudtries;

Establish conflict of interest laws for those involved in the oversght of the extractive
indugtries;

Review government contracting laws with aview towards trangparency;

Cregte anew extractive industries regulatory agency whose mission would include —

o Smplifying the extractive indudtries leasing system;

Simplifying the extractive indudtries’ revenue terms, caculaions and collections,
Publishing revenue and production data;
Overseeing extractive industry operations,
Establishing revenue collection controls;
Collecting oil and gas revenues,
Auditing oil and gas revenue receipts and production volumes, and
0 Involving stakeholdersin its decision making process.
Egtablish a Nigerian Extractive Industries Trust Fund.
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The discussion that follows sets forth in detail the rationde supporting the

recommendations set forth above.



. Current Problems Facing Nigeria’'s Oil and Gas Regime
According to the 2004 Transparency Internationa Corruption Perceptions Index (“CPI”),

Nigeria is perceived as being among the top three most corrupt countries in the World> The CPI
is comprised of apoll of polls by busness people and country analysts. Nine of eighteen polls
by twelve independent organizations rank the perceived corruption level in Nigeria®
Trangparency Internationa notes that “the Corruption Perceptions Index 2004 shows, ail-rich. . .
Nigeria. . . hasextremey low scores. . . . public contracting in the oil sector is plagued by
revenues vanishing into the pockets of western oil executives, middlemen and locd officids”
The perception of corruption linked to the extractive industries is shared by NEITI’ s Nationa
Stakeholders Working Group (“NSWG”) and many in the Nigerian and world public. The cause
of this perception is multifaceted and is discussed in more detal below. Some of the more
common complaints with respect to Nigeria s extractive industries follow:

Absence of integrity in oil and gaslaws,

Unclear oil and gas laws, regulaions and palicies, including in bidding,

contracting, exploring, developing and producing phases,

Failure to enforce the terms and meet the requirements of the existing oil and gas

laws, regulations and palicies;

3 Transparency International Perceptions Index (2004) at www.transparency.org.

* Those nine polls are Columbia University’ s 2003 report, the Economist Intelligence
Unit’'s 2004 report, Information International’ s 2003 report, A Multinationa Development
Bank’s 2002 report, Merchant International Group’ s 2004 report, World Markets Research
Centre's 2004 report, and the Globa Competitiveness Report of the World Economic Forum's
2002-2004 reports

® Transparency International Press Release (Oct. 20, 2004).



Unclear or overlgpping roles and respongbilities anong governmentd and quas-

governmental agencies,

Fawsin budgeting for oil and gas production and in using budgeted funds;

Illegdl, unknown or nontbeneficid contractud arrangemerts;

Absence of stakeholder involvement in decision-making;

| nappropriate payments, arrangements and understandings with governmenta and

non-governmentd entities relating to oil and gas production, alocation and trade;

Absence of independent oversight of oil and gas operations; and

Failureto report il and gas production and revenue data publicly.
[11.  Sourceof Nigeria's Current Problems

The primary cause of the perception of corruption in the Nigerian extractive industriesis

the lack of transparency. While natura resource wedlth isimmediatdy and visbly postive, it is
“that which isnot seen” that could cause damage to Nigeriain the long term. The complaints
mentioned about Nigeria s system above exist because there is little or no trangparency in the
way the extractive industries operate and how the government oversees those operations.
Higtoricaly, it gppearsthat & amost every step, Nigerian laws, regulations, policies and
practices governing the extractive industries have the, perhaps unintended, effect of obfuscating
rather than illuminating. Contributing to the perception of corruption is the absence of smplicity
and gability in Nigerid soil and gasfiscd regime. Such perceptions are unlikely to persst under
agovernment system that is smple, stable and transparent. We recommend that should be

Nigeriasgod.



A. The Nigerian Oil and Gas System

According to the Nigerian Condtitution, al mineras, oil and gas belong to the federd
government.? Commercia quantities of oil were first produced in Nigeriain 1956.” Today’s ol
production in Nigeriais approximately 2.1 million barrels per day.® il revenues condtitute
nearly 80% of tota federd revenues, 90-95% of export revenues and over 90% of foreign
exchange earnings’ Nigeriais looking to its offshore oil resources, especidly in the Niger Delta
and deep water, to increase its production capacity to 4 million barrds by 2010.1° It also hopes
to expand production of its extensive gas reserves and diminate flaring of gas associated with il
production by 2008.1! The way that Nigeria has managed its oil and gas wedlth has varied over

time, but most of its oil is produced pursuant to two kinds of contractua arrangements.*?

® Item 39 of the 2" Schedule to the Nigerian Constitution.

" Executive Summary, Nigeria 2005 Licensing Round for Oil and Gas Exploration and
Production Blocks, Introduction at 5 (hereinafter “Licensing Round Executive Summary”).

8 See U.S. Department of Energy, Energy Information Administration, Nigeria Country
Andyss Brief (Aug. 2004) at http://www.eladoe.gov/emeu/cabs/ngia jv.html (hereinafter “EIA
Nigeria Country Brief”).

% Seeid. at http://mww.eiadoe.gov/emeu/cabsnigeriahtml.

10 Nigeria: Selected Issues and Satistical Appendix, IMF Country Report No. 03/60 at 7
(Mar. 2003) (herewith “IMF Country Report No. 03/60).

1d.

12 The discussion that followsis limited to joint ventures and production sharing
contracts. Nigeriaaso uses other contractual arrangements, however, we do not focus on those
here because there are relatively few of those arrangements.



1. Joint Ventures

Most of Nigeria soil production (approximately 95%) is produced under joint ventures
(“JV") between large subsdiaries of U.S. and European mgor oil companies (Roya
Dutch/Shell, ExxonMohil, ChevronTexaco, Tota ElfFina, ConocoPhillips and Agip)*® and the
state-owned Nigerian Nationd Petroleum Corporation (“NNPC”). NNPC owns the controlling
interest of those Vs, usudly 60%.24 The oil companies operate those Vs, but each partner is
responsible for funding its equity portion of the operation. After production occurs, NNPC is
responsible for, among other things, marketing and exporting the government’ s share of
production and allocating a portion to local sources for refining.X®> An NNPC subsidiary, the
Nationa Petroleum Investment Management Service (“NAPIMS’), is charged with managing
Nigeria s portion of the JV and monitoring the costs of its oil company partners.'®

Nigeriareceives ail revenuesin the form of fees, rents, royaties, petroleum profit tax
(“PPT”), and equity dividends. The fees and rents per square kilometer are set forth in the
Petroleum Regulations” The royalty rate varies depending upon whether the production is

onshore or (by water depth) offshore.*® Theroyalty ispaid on the“price’ of the crude net of

13 See EIA Nigeria Country Brief at hitp:/Aww.eiadoegov/iemeu/cabs/ingia jv.html.
14 The only exception is the Shell JV in which NNPC owns a55% interest. Seeid.
15 Nigerian Nationa Petroleum Corporation Act, Chapter 320, Part 1, Section 4 (1990).

18 hittp:/Awvw.nnpe-
nigeria.com/index2.php?option=com_content& task=view& id=34& Itemi...

17 petroleum (Drilling and Production) Regulations, Regulation 60c (2003).

18 1d. a Regulation 61.



certain handling, storage and transportation costs and other crude loss and |ease use deductions.*®
That “price,” which is supposed to bear afair and reasonable relationship to posted prices, is
established by and paid to the Minister of Petroleum Resources of the Department of Petroleum
Resources (“DPR”). DPR is aso responsible for issuing licenses and collecting roydties and
other fees.

Our undergtanding is that the JV agreement details the legd and adminigtrative
relationship between the partners and the rules and procedures to be followed under the mining
license. Each JV isdso subject to a Joint Operating Agreement (“JOA”) with NNPC, relating to
the administrative terms of the partnership.?® Each partner is obligated to trest al data under the
JV and JOA as confidential and prevent its disclosure®* Under the JV arrangements, NNPC and
its partners are supposed to contribute to projects according to their equity ownership. The
NNPC, however, has frequently been unable to meet that requirement in the past because the
Nigerian legidature has falled to gppropriate sufficient funds for it to meet itsfinancid
obligations. It isour understanding that NNPC now coversits share of JV expenses from its
export revenue collections before transferring them to the government.??> The terms of the Vs
have been amended severd times by Memoranda of Undergtanding (“MOUS’). The Vs
currently operate under the terms of MOUS entered into with the Nigerian government in 2000
that revised the government take. The financia terms of the MOUs are complicated, assigning

minimum guaranteed notiona margins for each partner and offsets againgt taxes based on the

¥d.
201d. at 2.
21d. at 7.

22 MF Country Report No. 03/60 at 14.



level of capitd investment. These MOUSs appear to amend the financia terms of the Petroleum
Act ogtensibly to reflect negotiated arrangements.

Our understanding of the way in which the revenue collection works is as follows®® The
Federd Inland Revenue Service (“FIRS’) collects the PPT and passesit on to the Office of
Accountant Genera (“OAGF’). DPR collects fees, rents and roydties and passes those on to the
OAGF. NAPIMSisresponsible for transferring oil dividends from NNPC' s equity participation
inthe JV. Eventualy OAGF passes on its receipts to the Centrad Bank of Nigeria (“CBN”).

2. Production Sharing Contracts

More recent Nigerian contracts for offshore production have been in the form of
production sharing contracts (“PSC”).2* Production sharing agreements became popular in the
1950s and 1960s in countries like Iran and Indonesia because ownership in the underlying
resources was clearly retained by the state.® Under those agreements, the major il company
operator contracts with the NNPC to develop resources. The contractor receives a share of the
production; in exchange it covers the costs of exploration and production in the first instance and
pay’s the government royalties on the produced oils based on water depth.?® After royaties are
paid, the second cal on the production is for the contractor’s costs (so caled “cost oil”) other

than fees and bonuses, and capital expenses, which are recovered over afive year period.?” After

23 Nigeria: Selected Issues and Statistical Appendix, IMF Country Report No. 04/242 at
65-69 (Aug. 2004) (hereinafter “IMF Country Report No. 04/242").

241d. at 66; see also IMF Country Report No. 03/60 at 16. Nigeria aso has some PSCsin
place with loca companies.

25 Typical World Petroleum Arrangements by Professor Ernest E. Smith, University of
Texasa Audtin Law Schoal (hereinafter “Typical Arrangements’).

26 See Section 5, Production Sharing Contracts Act of 1999.

27 IMF Country Report No. 03/60 at 15-16.



the contractor has recouped its expenses, tax is paid at a PPT rate lower than that of JVs?®
Findly, profit oil is gpportioned based on NNPC' s sharing arrangement, which adjustson a
diding scae.
3. Upcoming 2005 Licensing Round

Nigeriahas alicenang round planned for July 2005 that is being administered by DPR.
That licensing round is for both onshore and offshore leases. However, it is clear that the greet
hope for the round is with respect to the despwater offshore areas.>® As mentioned above,
Nigeria has targeted to increase production to 4 million barrels per day by 2010. It expects most
of that production to come from the offshore licenses. The 2005 licensing round is advertised as
being based on a new “Brazilian-type open bidding process.”*° Under that new process, bidders
must meet certain qudifications for bidding such as providing evidence of financid wherewithd,
technical capability, and acommitment to the environment and local content. 3! A Bid
Committee will be involved in this qualification process to among other things“dlow ... for the
possibility of forming consortia” *? The bids are to be evaluated based on four weighted factors:
a cash bonus bid above a prescribed minimum amount (40%); a ceiling for “cost oil” recovery

below the prescribed maximum of 80% (20%); the dollar value of its mandatory loca content

28 The legidature is currently considering enacting a provision that would unilaterally
change the tax terms of the PSCs to the same percentage asthe JVs. See AllAfricacom, FG
Threatens Investment in Nigeria's Deepwater Oil/Gas by Hector Igbikiowubo at
http://allafrica.com/stories’200503220465.html (Mar. 22, 2005).

29 Nigeria 2005 Licensing Round for Oil and Gas Exploration and Production Blocks,
Executive Summary (hereinafter “Licenang Round Executive Summary” at 13.

30 |_icensing Round Executive Summary at 1.

31 Guidance Information for Prospective Bidders of the Year 2005 Licensing Round at 6-
7 (Feb. 2005).

%21d. at 8.
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activities (20%); and the dollar vaue of its work program commitments above the prescribed
minimum levels (20%). The sedled bids will be opened, verified, evauated and announced on
the spot. Equity alocations to non-operators are capped at 30%. The bidding processisto end
with the sgning of aPSC, “including the company data and adjusting pecific clauses of
contract.”*® In spite of the provision that the bids will result in a PSC, the bidding guidance also
states that the contractua arrangements may be chosen by the government at its discretion.3*
The State reserves the right to participate in the operations of any block at its option.*®

4. Gas Production

The other mgor Nigerian governmentd initiative mentioned above isto increase
Nigerid s production and recovery of naturd gas. It is estimated that Nigeriahas 159 trillion
cubic feet of proven gas reserves*® However, most of that gasis in situ or is being flared or re-
injected during oil production. There are severd current projects to tap those gas reserves by
converting gas to liquefied naturd gas (“LNG”) for shipment to Europe and the United States,
for use domestically and for trangportation via pipdine to neighboring countries. The Nigerian
government has used a* carrot-and-stick” gpproach to gas production thus far, pendizing those
who flare gas and providing financid incentives to upstream producers who utilize the gas (e.g.,

operaing and capital expense tax deductions from oil income and roydty and tax holidays or

331d. at 10.
341d. at 4 and 14.
351d. at 4 and 10.

36 EIA Nigeria Country Brief &t 6.
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exemptions).3” The LNG facilities aready built and those in process are by a consortium
including NNPC.

B. Critique of the Nigerian System

At thefirg step in designing an oil and gas system, there are two dternative gpproaches
for a gate to consder to convey minerd rights to the private sector; that is, through a non
competitive or competitive system. A competitive system is by definition the most transparent
because competition demands openness and ease of access. The non-competitive gpproach is
accordingly less transparent because the state assigns exploration and production rights through
negotiated agreements. Those negotiated agreements usudly take the form of concessions,
production sharing or service contracts. Historicaly, concessons were the earliest mechanisms
(and arguably the least sophisticated) used by states to transfer oil and gas resources.®® They
usudly involved the trandfer of exdlusive rights to explore for or develop resourcesin large areas
for long periods of time. Over time those arrangements evolved into ones with more limitetions,
increasing the host government’ s participation or take and specifying diligence and
socioeconomic requirements (e.g., local hiring, purchasing, investment and processing).>® State-
owned companies often formed joint ventures with the concessionaires to explore for and
develop resources. One example of such a system isthe old Norwegian system, which is

discussed in more detail below. Under that system, benefits to the state came in the form of

37 IMF Country Report No. 03/60 at 17-19.

38 Strictly spesking a concession is smply a contract granting aright. However, in the ail
and gas arena it has become virtualy synonymous with the earliest agreements such asthe 60
year concession William Knox D’ Arcy negotiated on behdf of the forerunner to British
Petroleum to explore for oil throughout the entire Persian Empirein 1901. See Typical
Arrangementsfor adiscusson of world oil and gas arrangements.

391d. at 9-17 to -20.
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equity stakes, royalties and taxes on income and specia or excess petroleum profits*® The
traditional concession arrangements eventualy gave way to PSCs, which gave governments
more control over their resources and put oil companiesin the role of amere contractor. PSCs
have been particularly popular in African and Far East countries.

Non-competitive, negotiated agreements such asthe JV and PSC used historicdly in
Nigeria— though not transparent — do have some advantages*! For example, they give the
government agreet ded of flexibility in creating an arrangement that meetsits non-finencd
objectives such as requiring loca content as well asin varying the terms according to the
gtuaion. Negotiated agreements also ensure that the government retains physical control over
its resources.*? Thelarge size of the areas conveyed could, at least theoreticdly, lead to more
discoveries and less duplication of exploratory effort.

However, with those advantages come amultitude of pitfals*® By virtue of providing
more flexibility and control over governmental resources, the norn-competitive systems introduce
more opportunity for abuse. Whenever a state and a private industry group negotiate the terms
of acontract in secret, the potentid for corruption isintroduced. That is precisely why

government procurement processes are often the source of substantia regulation and oversight.

“0 The earliest concessions were not particularly remunerative for the states and many
were later revised or overturned. Seeid.

1 See Regime for the Acquisition of Mineral Rights (Draft) by Walter Cruickshank, MMS
Office of Program Review at 5 (Aug. 26, 1988) (hereinafter “Mineral Regimes’).

42 |t is just such government flexibility that has led at least one commentator to conclude
that the U.S. competitive system discussed below should be supplanted by a non-competitive
system such as the one used by the United Kingdom in the North Sea. See “The Challenge of
Offshore Leasing Regimes on Commercial Oil Activity: An Imperial Analyses of Property Rights
in the Gulf of Mexico and the North Sea,” by Christopher F. Richardson, 17 Geo. Int’| Enwvtl. L.
Rev. 97, 106 (Fall 2004).

43 Mineral Regimes at 5.
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Because of the large sums of money involved, the potentia for corruption increases
exponentialy in negotiations rdating to the extractive indudtries (as well asthe military
industries). One commentator has summarized the problem with corruption in extractive
indudtries thisway:
...It can be very difficult to estimate how much money isgoing to
the government. There are severd sources of government revenue:
the bonuses, the profit splitting, and the taxes. Each different
payment stream is determined by a variety of inputs such as
production of the commodity, capital expenses, and operating
expenses. The contract determines the parameters for the payment,
but without details of the arrangement it isimpaossible to know
from norma public records alone how much money the
government is actudly receiving.*

It requires a strong and mature government to override the natura tendency for
corruption in such circumstances by putting in place extensve adminigrative contrals, checks
and balances and awdl managed negotiating arm.  Otherwise, government negotiators open
themsdlves up to clams of favoritism in both the choice of partners and contractors, and the
terms of the agreements they have negotiated. Because, the negotiated terms are not based on
market forces they do not necessarily result in the best financid offer or the choice of the most
skilled partner or the most efficient operations. Instead, the terms are crafted to meet some
governmentd policy dictated by the Sate often at condderable expense. Since the wisdom of the
policy itsdf may be the subject of controversy in some quarters, the resulting contracts will
amog certainly be questioned. Findly, because the negotiated terms are essentidly politica in

nature, new or different markets or politica conditions can cause unexpected changesin the

arangements. Thisis often the case in less sable oil and gas producing states where a changein

44 +Qil, Diamonds, and Sunlight: Fostering Human Rights Through Transparency,” by

AndreannaM. Truelove, 35 Geo. J. Int’l J. 207, 220 (Fall 2001).
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regime often means erasing the contractua date and starting afresh. *° In such situations, the
government system is not transparent, smple or stable because the underlying contracts are not
themselves.

That is certainly the case with respect to Nigeria s Vs and PSCs. The public was not
privy to the negotiating process or the ultimate terms of the agreements.  Although the
government became intimately involved in the development of oil and gas resourcesin Nigeria
through NNPC, the operations of NNPC are not open to the public. The public has no way of
knowing what arrangements are being made between NNPC and its JV partners. In fact,
NAPIMS, which reportsto the Board of NNPC, is responsible for overseeing both its partners
and itsdf when it comes to determining how much money is needed to invest, operate and
maintain aproject. Given this conflict of interests, it is not surprising that the Nigerian
legidature has often questioned and sometimes refused to meet the budgetary requests of NNPC
for funding its share of aJV. Once NAPIMS has the government’ s share of production for
marketing, what it doeswith that share, its costs for marketing that share and the reasonableness
of how much money it receives in exchange for that share does not gppear to be subject to any
independent scrutiny.

The flow of revenuesfor oil and gas operationsin Nigeriaaso follows an obscure path.
With respect to Vs, the existing Petroleum Law regulations have been superseded by MOUSs.
And the MOU formulafor determining the amount a company must pay to the Sateisfar too
complicated. Beyond the formulaitsdf there are other complications. The fact that the roydty

isto be paid on gross revenues is commendable and increases the trangparency of those

“> For example, Vietnam' s offshore area has gone through several hands since the 1970s
when oil and gas companies first competed for exploration rights. Its oil assets have been
subject to US-Japanese, Vietnamese- Soviet, and US-Vietnamese joint ventures over the years
depending upon the government in power. See also discussion of Mexico at note 68, infra.
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payments. However, some deductions are permitted on roydties, and it is unclear whether any
entity within the government determines the reasonableness of those deductions. NAPIMS in its
rolein the JV might be responsble for performing thisfunction. But because it hasastakein
whether the deductions are deemed reasonable, its determinations are open to question. 1dedlly,
an independent third party should make that determination. We do not know whether that
OCCurs.

Similarly, the caculation of taxes due and owing requires even more complicated
deductions relating to the JV’s codts of production. Again, it is not clear whether any
governmental agency determines the reasonableness of those costs. NAPIMS initsrolein the
JV might be privy to information necessary to determine the reasonableness of those codts, but a
disnterested third party is better Stuated to make that finding. Once a company’ s royalties and
taxes are caculated, each of those payments passes through two governmenta organizations
before reaching the CBN. Neither the companies nor any of those agencies report their payments
or receipts publicly. In addition, NNPC pays its proceeds for marketing the government’ s share
of crude oil to the CBN. The contractual arrangements, methods of operation and results of
those marketing efforts are completely opague. We are aware of no incentive that
NNPC/NAPIMS has to keep its own cogts low and, by extension, to discipline the operating and
maintenance cods of its JV partner. It isunclear whether any governmenta agency determines
whether the expenses of NNPC/NAPIMS in marketing the government’ s crude and participating
inthe JV are reasonable. Nonetheless, the NNPC/NAPIMS is currently able to withhold its
operating and maintenance costs from its receipts. According to the IMF, the amounts reported

by the NNPC, OAGF and the CBN do not match — a disturbing irregularity. *®

¢ |MF Country Report No. 04/242 at 69.
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Compared to the completely closed door contracting of the JVs, Nigeria sfisca oversight
of PSCsissmpler and, therefore, of greater apped.*” However, some of the same questions
raised with respect to the JVs apply hereaswell. For example, it is unclear whether any
governmentd entity is responsible for determining that the costs deducted during the cost ail
caculation are reasonable. It isin the PSC contractor’s interest to keep the costs as high as
possible to avoid paying taxes or profits to the government. Therole of NAPIMS after
negotiating the PSC isalso unclear. If it has no operationa role but has free access to the PSC's
operationa datait may be reasonable for NAPIM S to determine the reasonableness of the PSC
contractors costs. However, if NAPIMS isin aseparate JV relationship with that same PSC
contractor, it would not be sufficiently disnterested to perform thisfunction. It isunclear whet if
any role DPR hasin the determination of cogt ail, but it could conceivably take on an auditing
function. It isaso not clear whether FIRS becomes involved in determining whether the PSC
contractor has made adequate tax payments, but such involvement is possible.

After theinitid royaty payment has been made under the Nigerian PSCs, they have
amilar disadvantages to net profit share royaty systems because they require agrest ded of
administrative work to make sure that the state is receiving its fair revenue share®® Nigeria's
PSC system tempts the contractor to engage in cregtive accounting to show increased costs and

avoid showing a profit. The state is cognizant of that temptation and must dig deep, which

" Not everyoneis so kind in their assessment of PSCs. At least one commentator has
dated that “the government-private sector partnership is smply a bridge to legitimize the return
of colonidism.” She cdlsthe oil companies“de facto cartels’ that “foster, promote, and fortify
‘monarchs of the twentieth and twenty-first centuries. ..[that] defeats the ultimate objective of
free enterprise: the spreading of wedlth and attainment of prosperity.” “Partnershipswith
Monarchs: Two Case Studies’ by Wendy N. Duong, 25 U. Pa. J. Int'l Econ. L. 1171, 1187,
1232 (Winter 2004).

“8 For adiscussion of those disadvantages, see Mineral Regimes at 11-12.
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increases everyone s costs and the potentia for disagreements between the contractor and the
state. Since the state is not sharing in the losses of unsuccessful exploration efforts, the
contractor’ s gppetite for exploration may be suppressed. In the end, overal government receipts
are likely to be lower in such a scenario because it isimpossible to design an inexpensive
adminigtrative process thet either finds cost overruns or provides incentives for contractors to
hold costs down.

Nonetheless, Nigeria s planned 2005 licensing round is a step toward a more transparent
system. The advance publication of the acreage for license, the requirements on bidders and the
basis on which bids will be evaluated is laudable. There are aso fiscal and politica advantages
to usng sealed bids in the auctioning process. There are, however, severa aspects of the new
system that could be made more trangparent. For example, the four- part weighting of criteriafor
evauation of bids unnecessarily complicates the sysem.*® The fact that each prong of the
criteriamust be expressed in monetary terms permits the evauatorsto, at least in theory,
determine the total amount being offered and compare bids on that basis. There may, however,
be some tempora problems in comparing bids that promise different amounts of money at
different points of timein the future. It isaso unclear how the Bid Committee, whoever they
might be, will decide between bids that invest more in one bid criterion instead of another. For
example, isalarger bonus bid paid today better than a comparable amount pledged to be spent
severd yearsin the future for local content or to meet work commitments? Consderationsto be
weighed with respect to work commitment pledges are that, on the one hand, those pledges may
offsat higher upfront bonus costs thereby essentiadly lowering the industry’s cost of exploration,

which could lead to earlier discoveries. But, on the other hand, they lower up front cash

49 See Mineral Regimes a 13, noting that combination bidding systems should be
avoided.
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payments to the government, encourage exploration even when it may no longer make sense and
create administrative burdens to verify and enforce the commitments>°

Unlessthereis one bidder who isthe clear winner in dl categories, there may not be an
easy way to determine a hands-down winner. While the combination of four criteriamay be
intended to explain to the world what items are most important to Nigeria, by including So many
godsit risks achieving none. Inthefind anayss, the gat€ s ultimate god isto maximize its
revenues from the extractive industries. A smple cash bonus bid should meet that god.®* The
date can achieve dl its other gods through the legd and regulatory system. For example, with
respect to loca content, the essence of agtate' s respongbility isto ensure that its citizenry is
receiving adequate resources — no one should be doing a better job of that than the state. If o,
the state needs more fundamenta reforms than just those of its oil and gasregime. To the extent
the government wants third parties, such as ail license holders, to further that god, it can do so
by imposing laws or regulations that ensure preferencesto loca vendors for certain goods and
services.®? Similarly, with respect to work commitments, the government can require through
regulations that contractors be diligent in exploring tracts within a certain time period on pain of
ether relinquishing their licenses or facing increased renta rates. Furthermore, rather than
requiring companies to cap its“ cost ail” percentages, the government could impose a higher

royaty rate without any other contingencies. The government could also audit companiesto

*0 See Mineral Regimes at 12.

®1 Not dl agree with this approach. Some commentators have suggested that industry-
sponsored local content programs should be substituted for cash bonuses. 25 U. Pa. J. Int’| Econ.
L.at 1187.

®2 Brazil has adopted regulations requiring oil companies to devote a percentage of their

invementsto local vendors. EIA Brazil Country Brief & 5; see also International Petroleum
Encyclopedia 2004 at 72.
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ensure that no unreasonable costs are accepted before tax and profit oil ispaid. 1n the United
States, the government sets aroydty rate and audits companies' files for compliance with tax
and roydty rules.

Another concern with the new licensing round is that it leaves open questions about what
contractud vehicle will be involved. The proposed PSC has not been published, nor have any of
the other possible contracts the government may employ at its discretion once bidding has
closed. And what sort of “consortia’ companies and the Bid Committee might be discussing is
unknown. What “ specific clauses of contract” might require adjusting after the bidding has been
completed isdso unknown. Findly, another unknown is the manner in which the Nigerian
Government might decide to participate. Those unknowns, would ideally be ascertained in
public before a PSC is signed.

Asto Nigerid s naturd gas system, it is extremely new at this phase, so thereisan
opportunity for the country to make changes based on lessons learned from its oil system to build
transparency in a the outset. Idedlly, the same overarching rules should apply to both sectors.
IV. International Best Practice Survey

The primary differences between Nigeriaand other oil producing countries today isthat it
does not maintain an independent regulator of the extractive industries, does not impose
trangparent contracting rules on the industry, and does not compete on aleve playing field with
unaffiliated oil companiesfor tracts.

A. Brazil

Since the 2005 licengng round in Nigeriawas built on a* Brazilian-style open bidding
process,” Brazil’s oil and gasfiscal regimeisanatura candidate for comparison here. Like
Nigeria, Brazil hasits own state-owned oil and gas company, Petrdleo Brasileiro SA.,

commonly referred to as Petrobras. Unlike NNPC, Petrobras began operations with the
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exclusive right to explore for and develop Brazil’ s petroleum resourcesin 1953.>% Beginningin
approximately 1977, however, Petrobras began to enter into risk service contracts smilar to
PSCs that alowed it to hire service companies to work in the country’s oil fields>* Under those
agreements, foreign companies would contract to explore for and devel op leases and were given
an option to buy back certain quantities of the oil produced in thefield. Petrobraswould teke
over operation of producing wells after development was complete. Argentina and Ecuador
employed smilar arangements>®

Petrobras’ exclusive rights over Brazil’ s resources remained in place until 1995 when the
Brazilian National Congress enacted Condtitutional Amendment No. 9, which ended Petrobras
monopoly in exploring for, developing and producing oil and gasin Brazil.>® This dlowed the
government to contract with any state or private company to carry out upstream and downstream
activitiesin Brazil. On August 6, 1997, Law No. 9478 was approved by the National Congress,
establishing the conditions for exercising those economic reformsin the oil and gasarea. 1t dso
created a new agency to regulae the economic activities of the ail industry called Agéncia
Nacional do Petrdleo (“ANP").

ANP became responsible for determining which of Petrobras’ existing exploration,
development and production Stes would remain within its portfolio. The ANP process of

reviewing Petrobras’ gpplication for certain areas and its creation of a draft concession contract

>3 See Brazilian Law 2004.

*4 See The New Oil and Gas Industry in Brazil: An Overview of the Main Legal Aspects
by Marilda Rosado de SaRibeiro, 36 Tex. Int'| Law J. 141, 145-7 (2001) (hereinafter “New
Brazl Overview”) for adiscusson of Brazil’s oil and gas indudtry.

®5 Mineral Regimes at 4.

%6 A description of the changes to the laws and Brazil’ s solicitation rounds appears at
http:/Amww.brasil-rounds.gov.br/gera/historico_das rodadas.asp.
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was open, and comments were accepted over the internet.®’ Initially, Petrobras was awarded 115
blocks for exploration.®® The agreement with Petrobras is reportedly similar to the contracts the
government later entered into with private parties®® The remaining areas were then to be offered
by ANP for exploration in subsequent bidding rounds. The transition to a new regime took some
time. However, ANP sdrafting of regulations and the adminigtrative processis said to have
remained open throughout.®°

It was two years before the first licensing round occurred. Every year since 1999, Brazil
has held alicensing round. The next and 7" licensing round is scheduled for October 2005. So
far there are 40 companies with equity investments from 14 countries exploring for and/or
producing oil and gas on 343 blocks in Brazil.

The oil companies gain the exclusive drilling and production rightsin a given area and
own the resulting production. With prior gpproval from ANP, the companies may export the
crude, participate in Vs with other companies, or assign their interests. Each potentid bidder
must meet certain technical and financia bidding qudifications. Winning bidders are chosen
basad on three factors: the sgnature bonus bid, a commitment to use local goods, and awork
commitment.®* A winning company pays a signature bonus and signs a contract, which divides

its ctivities into two phases — exploration and production. Exploration may last 2 years of the

>" New Brazl Overview at 155.
*81d. at 162.
91d. at 163.
%0 1d. at 155.

®1 See FAQ, Licensing Rounds Procedures, “What are the evaluation criteriafor the
bids?’ (Dec. 14, 1999) at http://www.brasil-
rounds.gov.br/gena_englisVFAQ _proced_imentos2.asp.
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8 year term of the contract. Following production, companies are required to pay royalties,
taxes, and, in cases of large production, specid participation and renta fees.

Petrobras remains a state-owned company, but now it must compete within Brazil for oil
and gaslicenses and it operatesin severd countries around the world. The change in regime
does not appear to have caused it to suffer. Its production since 1997 has doubled.®

In August 2003, ANP initiated a project to establish amode of development for the
natural gasindustry in Brazil. The project isin four phases. Phase | will analyze the experience
of severd sdlected countries, Phase |1 will diagnose the Brazlian system; Phase 111 will consider
two different modds for Brazilian indtitutiond involvement in the naturd gas industry —
cooperative and competitive; and Phase IV will evaluate the potentid natural gas market in the
country. Brazil, like many other countries, islooking to naturd gas to fulfill its future energy
needs.

While by no means perfect, Brazil has inarguably moved toward a more transparent
system, which is alesson Nigeria can learn from. Nonetheless, severd critics have noted that
Petrobras still dominates the oil and gas scene in Brazil and has been awarded and continues to
be awarded the most desirable licenses.®® These criticisms do not undermine the transition
process used in Brazil, but they do suggest improvements that could have been employed there
by, for example, setting mandatory limits on the assets Petrobras was permitted to retain and
ensuring that geologica and geophysica information was equitably distributed. Another

gpparent problem Brazil shareswith Nigeriaisits use of acombination weighting sysem when

%2 See http://ww2.petrobras.com.br/portal/ingles/petrobras. htm.

%3 See, e.g., Brazil Country Brief at 2-3 at http://www.eia.doe.gov/iemeu/cabsbrazil.html
(stating that “[€]nergy privatization has stdled, and Petrobras presence in the oil and naturd gas
sectors remains pervasive, possibly owing the development of competitive markets and the
atraction of foreign invesment.”).
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choosing alicensee. 1t may be that weighting causes Brazil’ s preference of Petrobras over other
potential bidders.

B. Norway

In addition to being patterned after the Brazilian system, Nigerian officids have indicated
that the 2005 licensing round was modeled on the Norwegian system.®* Long recognized asa
vigilent guardian of its oil and gas resources, Norway provides another good basis for
comparison to Nigeria. Itisaso agood modd because Norwegian oil and gas resources have
been produced exclusively on the Outer Continental Shelf (“OCS’), which iswhere Nigeria
expects its new production to primarily originate. Norway has other smilaritiesto Nigeriaand
Brazil because it too began production with participation by its state-owned oil company, Statail.

Norway employs amulti-level production licensing sysem.®® First, licenses are granted
for exploration through seismic surveys. Based on that information, in participation with
industry, blocks are identified for licenang. Potentid lessees submit their technica and financid
qudifications for participation in alicensng round. During the first 14 licensng rounds,
individua companies submitted gpplications. The Minigry of Industry and Energy would
evauate the applications and negotiate with gpplicants over the geographic extent, operatorship,
participating interest, work obligations, duration, relinquishment and other terms of the
production license. In addition, Norway has granted production licenses outsde the licensing

rounds. Statoil would participate as aworking interest holder in those licenses. Beginning in

®4 See Nigeria 2005 Licensing Round for Oil and Gas Exploration and Production
Blocks, Letter to Investor from Dr. Edmund Daukoru, Presdentia Adviser of Petroleum and
Energy (Mar. 2005) at http://mww.indigopool .convinf/_html/sig/nigerialindex.jsp.

® Final Report on Benchmarking Work with Norway by the United States, Department of

the Interior' s Minerals Management Service (“MMS’) (Oct. 28-Nov. 1, 1996) provides an
overview of Norway’s oil and gas regime.
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1985, Norway divided Statoil’ s interest into an equity interest for the company and an additiona
interest for the State Direct Financid Interest (“SDFI”), which Statoil managed.®® Through the
SDH, the state has a direct interest in mogt fields and pipdines. It gains aportion of revenues
and production and pays a portion of costs corresponding to its interest. A portion of SDFI
(21%) has been divided primarily between Statoil and another partidly state owned company,
Norsk Hydro. The remaining assetsin the SDH (including pipelines and land-based facilities)
are managed by a new state-owned company caled Petoro. The Statoil and SDFI interests
historicaly condituted a minimum of 50 percent of alicense, with an increasing interest
pursuant to adiding scae for the development and production phases. 1n 1993, the diding scale
for the government’ s ownership interest was abolished. The next year, joint gpplications were
permitted by potential licensees. Beginning with the 15T round in 1996, the state share was no
longer necessarily 50% and Statoil began to compete againgt other companies for participation in
licensing rounds. By the 16™ round the SDFI was reduced to 15%. The production license
grants exclugve rights to explore for and develop petroleum within an areafor aperiod of 6-10
years. Norway is currently accepting nominations for its 19" round of licenses.

Norway collects ail revenues in the form of royaties®” rents, corporate taxes, a specia
petroleum tax, and a carbon dioxide (CO?) tax, the SDFI interest, and dividends and capita gains
in Statoil and Norsk Hydro. 1n 1976, the Norwegian government established a Petroleum Price

Board that set petroleum product prices for purposes of taxation and royalty. 1n 1990, Norway

® Energy Policies of IEA Countries: Norway 2001 Review, International Energy Agency
at 88-89 (describes changes to the Norwegian licensing system).

®7 Norway has chosen to phase out roydltiesin hopes of extending oil production in the
mature North Sea province.
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created a Petroleum Fund to finance nortoil budget deficits, and offsat ail price volatility and
economic fluctuations.

In 1972, at the same time Norway created Statoil to participate in the oil business, the
Norwegian Parliament, Storting, aso created the Norwegian Petroleum Directorate (“NPD”) to
manage the licensing process, perform inspections, and collect rent, royalty and CO? fees. The
NPD was further subdivided in 2004 to move the supervision of safety and working environment
to the Petroleum Safety Authority Norway.

In 2001, 18.2% of Statoil was floated on the sock exchange. An additiona 4.6% was
sold in 2004. Norway has stated that it intends to reduce its holding in Statoil to 66%.

AsNorway’s ail production trends downward, its gas production has ramped up and
become a more important resource. 1ts gas production increased 165% between 1995 and 2003.
Norway isnow the second largest gas exporter in Europe. Initidly, in 1993, Norway established
a Gas Negatiations Committee (* GFU”) including Statoil, government and private producer
representatives to coordinate gas marketing and negotiate gas sales contracts. However, GFU'’s
price setting was criticized by the European Union. Therefore, it was disbanded in 2002 in favor
of private marketing efforts by individua producers. Norway has created its own state-owned
company for transporting natural gas called Gassco. While production taxes are ill collected on
gas, Norway abolished itsroyadty on gasin 1992, presumably to encourage gas production.

Norway’s involvement in the development of its oil and gas resources has higtoricaly
been very hands on and arguably overreaching, especidly with its tendency to try to set prices.
The Norwegian system is by no means perfect. Its oil production remains dominated by state
owned operators and has not been hospitable to smaller operators. Its state owned companies are

only now looking to other regions of the world to expand. Itslabor costs have been so high that
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some have speculated, to be profitable, that afield in the Norwegian portion of the North Sea
must be four times larger than afield in the United Kingdom's portion of the North Sea®® Itis
unlikely that many countries in the world could exercise the level of control Norway has without
extengve corruption. In spite of these issues, Norway’ s oil and gas system has been viewed by
many as sound. Nonetheless, Norway has acknowledged that it too can improve its system by
moving toward a more transparent one where its state owned companies compete.

C. United States

The United States oil and gasfiscd regime is unique in some respects. One unique
agpect is mply thet ownership in the minera estate for vast regions of the country is not owned
by the federal government.%® The United States’ ownership of oil and gas resourcesis primarily
limited to federaly owned lands onshore and the Outer Continental Shelf (“OCS’) beyond the
point at which coastd states own the seabed (usudly 3 miles, but 3 leaguesin afew ingances).
Another difference is that, both on its federal onshore and OCS lands, the United States has
historicaly employed a competitive leasing system for assigning exploration and production
rights.”®

On the OCS, the United States holds a series of scheduled sdles of nine square mile-szed
blocks usually leased for aterm of five or ten years. Those sdes are derived from alabor
intensve 5-year plamning process that identifies areas of potentia indudtry interest and evauates

geologic, geophysical and environmental consderations. That process involves a series of open

®8 EIA Norway Country Brief a 2-3 a http:/mww.eia.doe.gov/emeu/cabs/norway.html.

% For atime asimilar regime was in placein Mexico until that country expropriated
national oil companies assets and transferred them to its own state owned company, Petrdleos
Mexicanos, commonly referred to as Pemex. See Typical Arrangementsat 9-11 to 17.

0 As mentioned in note 41, supra, not everyone is necessarily enamored with amore
competitive sysem. See 17 Geo. Int’| Envtl. L. Rev. at 108.
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public meetings, written public comment periods and discussions with coastdl states.”* The
actud lease sdes evolving from that process dso involve extensve public commentary,
including comment on the gppropriate geographic scope and financid and environmenta
conditionsfor the sde. Everything in that process and the decisions emanating from it, with the
exception of the government’sinternal deliberations and the companies confidentia trade secret
materias, are subject to public disclosure.

The lease sdles themselves are public events held with the opening of seded bids for each
block from gpplicants that meet specified technica and financid requirements. The terms of the
lease sde — both finandid (e.g., roydty rates) and legd (e.g., contract terms) — are dl st
before bidding and publicly avalable. The only criterion used in evaluating the bidsis the
amount of the cash bonus bid, which must meet a certain minimum fair market vaue
requirement that is determined by the government agency overseeing the bidding, the MMS.”?
The cash bonus bid system has many advantages. It isadminigratively smple. Bonus bids
correlate to the expected net present vaue of the blocks, therefore, winning bidders are usudly
those mogt interested and likely to explore most rapidly. Findly, al therisk is borne by the
indugtry. The only disadvantages to such a system are that smadler operators may be shut out of
the competition and potentidly productive blocks vaued below the minimum bid level may not

be |eased.

1 This paper only discusses the OCS leasing program. It is the most relevant point of
reference because most current and expected future federal U.S. il production is concentrated
offshore. Moreover, the OCS leasing program is the one most recently developed by the U.S. It
isaso not subgtantialy different from the federa onshore leasing system. However, the onshore
system isimplemented on a Sae-by-state bass (by one federa agency), and there are some
minor differencesin application between Sates.

2 Initsrole as an independent regulator, MMSis privy to dl seismic, geologic and

geophysicd information regarding any given area of the OCS. That data providesit with the
best information available to determine the fair market vaue of agiven block.
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The bonus bids, once accepted, are transferred by MM Sto the U.S. Treasury. In addition
to that bonus, the lesseeis required to pay set feesfor rents, royaties and taxes as set forth in the
lease, legidation and/or regulations. The MMS collects rents and roydties and transfers them to
the appropriate U.S. account (e.g., the Nationa Historic Preservation Fund, the Land and Water
Conservation Fund, the Reclamation Fund, the General Fund, or to producing states). The
Internad Revenue Service (“IRS’) in the Treasury Department collects the taxes. Those two
agencies establish the regulations that must be followed pursuant to U.S. laws and audit and
ingpect lessees' records and, in the instance of the MM, production fecilities.

Thereisnot much that isinvisblein the U.S. oil and gas syssem. Certainly there are
requirements before a lessee can engage in certain activities, and there are provisions for lessees
to request royalty relief, but al the steps required and the results are publicly available. In
addition, extengve financid controls are in place when money isreceived. Royadty, rental and
bonus bid revenue information is published on an aggregate basis periodicaly by the MMS. Itis
aso likely that requests for more detailed data in different formats would aso be made available
under the United States Freedom of Information Act. Employees of the U.S. government are
required to make certain financia disclosures and adhere to trict ethicd conflict of interest
requirements that place their activities under close scrutiny.” In addition, the area of
government procurement and contracting is heavily regulated to curb misgppropriation of funds

and ensure uniform policies and practices across agencies pursuant to federd acquistion

3 See 18 U.S.C. §207 (post-employment), 18 U.S.C. § 208 (conflict of interest), 18
U.S.C. § 209 (dua compensation), 18 U.S.C. 88 1001 and 3571 (penalties and prosecution), 43
U.S.C. 88 31, 1355, and 7342, 5 C.F.R. §8 2635 (gifts) and 43 U.S.C. § 11 (no interest in public

land).
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regulations.”* While certainly no panaces, the U.S. competitive-based oil and gas leasing system
isone of the mogt transparent systems in existence. It provides an excdllent model for Nigeriato
consider when developing its own new regime.

V. Recommendations

A. Embrace Change
Thereislittle doubt in our view that the existing Nigerian oil and gas fiscd regime has

outlived its usefulness. The system that started with JV's between NNPC and oil companies
operding in Nigeriawas anaurd firgt sep in the evolution of its oil and gasfisca regime. As
illustrated above, that system was in kegping with the system in severd other nationsin the
world, which wanted to jump start their resource production while learning from the best in the
business — the internationd oil companies. With NNPC, Nigeria has crested a potentialy
valuable financid resource for the country that it now has the opportunity to free fromits
exiging congraints and origina outdated misson. The experiences of Petrobrasin Brazil and
Statoil in Norway augur well for the future of NNPC acting as a nationd oil company ina
competitive marketplace around the world.”

Nigerid s second step, embracing more sophisticated contractua vehiclesin the form of

PSCs, was dso reasonable. The PSCs help to trangition the country’ s fisca regime away from

4 See 48 C.F.R. Chapter 1 for the Federal Acquisition Regulations. The United States
even has a separate court, the Court of Federd Claims, to hear primarily money claims founded
upon the Congtitution, federal statutes, executive regulations, or contracts, express or implied-in-
fact, with the United States.

"> In fact, the Nigerian Production and Development Company (“NPDC”), the upstream
am of NNPC, has dready made strides in reinvigorating its efforts. See “ NPDC bid to revive
state oil development,” African Energy, Issue 84 a 23-24 (Mar. 2005). Having NPDC compete
with nationd oil companiesisthe next logica step in its progression.
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extensve NNPC involvement and towards a more hands-off modd smilar to the trangtion
occurring in other countries. Therefore, that step too was laudable.

Thethird step, of bringing the country’ s licenang regime into the sunshine with amore
open bidding process and a statement of the parameters for evauating bids, was monumental.
But more remains to be done.

The next course we recommend that Nigeriafollow isaso in step with its models,
Norway and Brazil. Oil and gas experts recognize that there are essentidly two mechaniams for
agovernment to exercise control over itsoil and gasregime. “It may be done directly through a
governmenta agency, which atempts to develop reservesitsef, or indirectly through the means
of authorizing development.””® We recommend that Nigeria turn to the second course and
completely disengage the regulation and administration of its il and gas fiscd regime from its
state-owned company NNPC. To achieve this god we recommend that NNPC’ s mandatory
involvement in future oil and gas contractual arrangements be discontinued. Just as Petrobras
and Statoil before it, NNPC should begin to compete with other oil companiesin its own right in
Nigeriaand around the world. In addition to discontinuing future mandates requiring NNPC’ s
involvement, we recommend that Nigeria put in place atrangtion and review process akin to the
one followed in Brazil to decide the extent to which NNPC should remain involved in its
formerly granted concessions.

A precursor to this step is legislative action. Nigeria has dready begun an effort to
amend the Petroleum Act of 1969.”” That effort could be used to make this and other necessary

changesin Nigerid slaws. However, we recommend that any legidative reform proceed & a

8 Typical Arrangementsat 9-21.
"7 «Qil Legislation Revamped,” Africa Energy Intelligence Newspaper (Mar. 15, 2003)
(efforts to change roydty rates for degpwater production).
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measured pace to make comprehensive changesto Nigerid s oil and gasregime. A potentia
modd for drafting such legidation iswhat was donein Sao Tome - Principe. There, an ad hoc
nationd oil commission conssting of representatives of the President, government and Nationd
Assembly including opposition party members worked for months to reform the law.”® We
recommend cregtion of an independent Legidative Commission made up of acodition of private
citizens, experienced practitioners, academicians, the Nigerian government and the governments
of afew sdlect oil producing countries working with the public to create alegidative proposa.
New oil and gas legidation would not be complete without an evauation of the adequacy
of the exidting regulatory regime in Nigeria and a recommendation on the necessary changes to
reform it. We recommend that the first step toward reform should be to disassemble or relocate
oil and gas oversght functions now within NAPIM S to an independent organization. Next we
recommend evauation of the role of DPR, and cregtion of an agency to oversee leasing,
exploration, development, production and revenue collection functions. We recommend that the
new agency build upon Nigeria's progress to date in open bidding. The transition process Brazil
followed in cresting ANP might be a good model for how to make such a changein Nigeria We
aso recommend that the Legidative Commission, should be asked to prescribe more opennessin
the bidding process, and to examine whether to retain a noncompetitive leasing sysem. There
are everd detalled dements to this examination including, for example, the Sze of tractsfor
bidding. The United States leases markedly smdler blocks than most of its peer il producing

dates, which has caused very heavy development and competition in the U.S. Nigeriais dready

"8 See Sao Tome and Principle Enacts Oil Revenue Law, Sets New Transparency,
Accountability, and Governance Standards by Joseph C. Bell and Teresa Maurea Faria at 2,
(Mar. 3, 2005).
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considering such changes in its process and undoubtedly needs to examine these and other
related matters further.”

In addition, the Legidative Commisson should review and strengthen the laws and
regulations relaing to government contracting, financid disclosures and ethica conflict of
interest standards for both those within the government and those in private industry that contract
with the government. At least asto its own employees, we recommend that the government
impose the drictest of financid disclosure requirements, ethical slandards, pendties and crimina
sanctions, perhaps going o far as to obtain advance waivers from employees entitling it to
access banking information in foreign accounts. Although not srictly spesking an oil and gas
legidative issue, a government’ s contracting laws are extremely important to the extent that it
contracts for servicesin those areas. Therefore, we recommend that the Legidative Commission
review those provisions as well with an eye toward more trangparency and ensuring sufficient
controls.

Findly, Nigeria needs to indtitutiondize ameans for its public citizenry to become
involved in the government’ s decision making process with respect to oil and gas projects.
Natural resources such as oil and gas are non-renewable resources entrusted to the federa
government for the benefit of its citizens; therefore, citizens should be involved in how those
resources are used. Thisis especidly true with respect to environmenta metters, the appropriate
development of resources, the effects on the community and the financid returns involved.

B. Keep Things Smple

We recommend that the new extractive industries regulatory agency be ingtructed to

review the existing regulatory regime and reengineer it to its essentids and that those essentials

79 See “ Blocks Halved in Nigeria Offering,” by Barry Morgan, Upstream at 28 (Mar. 11,
2005).
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be laid bare. For example, the leasing process, which iswell on its way to becoming more open,
should become even more open. We recommend that the basis for evauating a successful bidder
should be reviewed with the mind set that the Smpler it is, the more transparent for bidders, the
government and the public. If the Legidative Commission recommends that a non-competitive
system should be retained, we recommend that the new regulatory agency should ensure that it
operates as closaly to a comptitive system as feasible. Namely, draft contracts should be
published, asin Brazil, and fina contracts should be publicly available, as the Sao Tomeans
require®® Asmuch of the guess work and room for negotiation (and corruption) should be
removed from the bidding system as possible.

With respect to revenue management and collection, the best way to make this function
trangparent is once again to keep things smple. 1dedly, we recommend that the government
consider adopting revenue formulas for rentd, fees, tax and royalty caculationsthet are as
ampleaspossble. The smpler the equation, the more likely the payor will get it right the first
time and the lower the adminigrative cogs for dl involved. A grossroyadty on production like
thefirst step in the PSC is the smplest to administer.2* Any caculation that requires extensive
consderation of costs and other deductionsis extremely costly to administer, subject to deceit
and corruption, and we believe it should be avoided. With that in mind, we recommend that the

new regulatory agency should consider how to address the convoluted formulas currently in

80 See Democratic Republic of SaoTome and Principe National Assembly Law No. /2004,
Oil Revenue Law, Chapter 1V, Section I, Article 17, 1 2(K); Section 11, Article 20.

81 Simple though a gross royalty cdculation is, there will dways be the need for the
government to verify that production volumes are reported accurately and that any deductions
taken are correct. The price or vaue of oil on which the royaty should be paid can be a
controversa question, but the new regulatory agency will have the opportunity to review
approaches by other governments for an answer such as establishing a price or vaue for royalty
purposes based on some publicly available independent benchmark.



place in both the V- MOUs and the latter steps of the PSC with the god of creating anew smple
approach that could be applied across the board to both scenarios. With respect to existing
arrangements, we recommend that those changes occur after negotiation with, and with the
acquiescence of, oil company partners and contractors. We make this recommendation because
we believe that respect for the existing and any future legal regimesis a necessity for thelong
term success of Nigeria s oil and gas program. The stability of agtate'slegd regimeisan
important factor weighed by companies in making investment decisons. We aso recommend
that the determination of that formula should be established with public input, so the public is
made aware of what the current formulais, why there isaneed for change, what that change
would be and why the proposed solution is better and more transparent than the present situation.
We recommend that the new revenue collection regime should incorporate as much
public disclosure of revenue information as feasible without prgudicing the companiesinvolved
in oil and gas operations. The Sao Tome law provides agood mode for the kind of information
that should be made public, excluding only proprietary intellectua property.® We recommend
that public disclosure extend to al payments made by oil and gas operators on a periodic basis
by category of payment. Also, we recommend that the revenue collector, whether the new
extractive indudtries regulator or FIRS, should disclose its receipts and transfers. 1dedly those
transfers would be made directly to the federd account at the CBN rather than through another
intermediary like OAGF. Alternatively, the Legidaive Commission might require ail
companies to make direct eectronic fund transfers to the CBN with copies of their proof of
deposit made to the new revenue management agency with an explanation of the payment. We

recommend that the entire payment process be mapped out with adequate controls to guard

82 Sa0 Tomeat 5.
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againg corruption. We aso recommend that the Legidative Commission create an independent
oversght and verification process. That function could reside with an independent government
accounting or ingpector general organization, perhgps OAGF, or with an independent private
contractor or with both. Sao Tome and Principe provide for two levels of audit.®®

C. Invest for Tomorrow Today

In the recent padt, ail prices have reached heights not seen in decades. Nonethdless, itis
difficult to predict whether those levels will be sustained or decrease. It iseasy in atime of great
excess to overreach financidly. Thisisastrue of apublic budget asaprivate one. Asguardians
of the public interest, however, it isincumbent upon states to meet the present and plan for the
future needs of its citizens. That burden is none the less and perhaps dl the more for agtate rich
in natural resources. The heavy burden oil wealth bears on the backs of the poor isacommon
refrain throughout the world. A competent state should recognize the cyclica nature of oil prices
and the nonrenewable nature of those resources and make financid investments for its citizens
future. We recommend that Nigeria should make such provisions®* There are many examples
of datesrich in oil that have set up trust funds to cushion the blow of ail price lows and prepare

for the impending post-oil future® The most recent states to do so were Sap Tome and Principe,

83 530 Tome and Principe Oil Revenue Law, Chapter 111,

84 A related question that we do not address here, but that has received and still requires
extensve examination, is the ided alocation of funds between federd and loca governments.
Severd articles have been written on this subject with respect to Nigeriaand it continuesto be a
bone of contention even in mature producing areas such as the United States' Gulf of Mexico
region. See, e.qg., Managing Oil Revenues for Socio-Economic Development in Nigeria: The
Case for Community-Based Trust Funds,” by Emeka Duruigbo, 30 N.C.J. Int'l L. & Com. Reg.
121 (Fall 2004).

8 See, e.g., Sao Tome and Principe, Oil Revenue Law, Law No. /2004, Chapter ||

(unofficia trandation); Alaska Permanent Fund Corp. a http://www.apfc.org; The World Bank
and IFC Chad-Cameroon: Petroleum Development and Pipdline Project (Apr. 13, 2000);
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but Norway has aso made similar provisions®® We recommend that the Legidative
Commission survey the options pursued by other countriesrich in oil and set up agabilization
fund that would aso provide for Nigeria s future.

Another investment in the future will be to free NNPC to act as a competitive oil and gas
company.®” The Nigerian public could regp substantial benefits from NNPC's operationsiif it
Succeeds as a partidly or fully independent entity. The discipline of market competition will
force efficiency gains to the benefit of al Nigerians. We recommend that NNPC'’ s operations be
fully commercidized and the Legidative Commisson consders selling a portion of its equity to
the public.

VI.  Conclusion

We believe that if Nigeriawere to accept our recommendations and enact, implement and
enforce new petroleum laws and regulations that are transparent and smple, it would create a
more stable oil and gas program that would attract more investment in the country. In
conclusion, we believe trangparency promises a bright future for Nigeriaso long asit iswilling

to let in the sunshine.

Agreement Between the Inuit of the Nunavut Settlement Areaand Her Mgesty the Queen in the
right of Cadaat http:/Awww.tunngavit.com.

86 550 Tome and Principe have established anationd oil account for al ail revenuesfrom
their joint development zone with Nigeria. Transfers out of that account to the annua budget
can only be made at specified maximum levels of the account baance (20% once ayear). Once
production begins, the remainder isto be transferred to a Permanent Fund. Management of the
Fund has been extensvely addressed in legidation.

87 Even the strongest critic of existing oil and gas regimes concedes that “the only hope
for true ownership of petroleum by the ‘ peopl€’ is when the SOEs [state owned enterprises| that
are the commercid arms of the host government...are eventudly privatized, and shares are
offered to the public for direct purchase” 25 U. Pa. J. Int'| Econ. L. at 1232.
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