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I. Introduction

1. Africa had become an important producer of crude petroleum in a comparatively short
periodof time. Hence, the subjectof petroleum legislation as such was not welldocumented for
African countries and there had been very rapid changes lin practices over recent years as more
and more countries moved to a positionof effective control over this strategic national resource.

2. As petroleum exploration and development have increased and the African petroleum
industry progressed, there has been a teodepcy to develop a moreprecise body of law regulating
thesystem of legalagreements whichbindsAfricangovernments and international oil companies.
The exact form of this legislation has been done varyingfrom country to country, according to
the administrative patterns involved.

3. The petroleum legislation in this paper is understood as the system of legal agreements
which brings together the host governments and oil companies as equally interested partners in
the search for oil and which is the product of the numerous contracts between the two. In the
late fifties whenpetroleum exploration cameto the Alncan soil, the international oil companies
haveenjoyedthe technological monopoly. Theiraccessto international marketsand their know
how in setting up local distribution services ensured that the industry led the African
Governments in theestablishment of thepetroleum legislation. Hence, the earliestcomracts were
very favourable to the international petroleum companies.

4. The paper seeks to put the matter in overall perspective, chiefly from a legal standpoint
of oil companies - host government relations. An attempt was made to show the range of
techniques both administrative and legal which could be available to African member States for
copingwiththe problemof allowing petroleum exploration programmes to proceed, whilsttaking
steps to ensure that the interests of all parties are observed.

5. With regard to the situation in Africa, while each African member State is interested or
engaged in petroleum exploration, the majority have already authorized exploration on their
territory, while in an appreciable number of cases actual exploitation has either begun or may
shortly be expected. Although this study concentrates solely on exploration and production
contracts, .there are many other aspects of the oil industry such as refming, distribution and
petrochemicals which are equally important from a regulatory point of view.

6. In establishing their petroleum legislation, the African governments are trying to realize
the majority of their objective while taking into account the international evolution of the
industry. There are many Africanleast developed countries now attempting to stimulate foreign
private investment in the petroleum sector. However, the level of finance available is limited
and there is very strong competition in attracting that finance. This study is intended to be
helpful to governments embarking on petroleum exploration.

1. In view of the fact that the major requirement of the host Government in the system of
legalagreements withmultinational oil companies is the maximization of revenue frompetroleum
operations for the state, the ECA secretariat is very keen to help the African Governments to
become more acquainted with the sophisticated operations of the petroleum industry. The
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maximization of revenuefrom petroleum operations for member States, while ensuring that the
oil companies earn an honestprofit on their investment is only possible with the establishing the
right petroleum legislation.

8. In order to collect the basic information on petroleum legislation in Africa, ECA has
developed a questionnaire covering the major issues in this subject. This questionnaire was sent
to Africanmember States who are known to embarkon the search tor hydrocarbons. Some of
the countries with established oil production have also been contacted. Oil producing African
countries are in a very different situation comparing to those which are at the exploration stage
and their experience in organization of petroleum legislation may be valuable to the rest of
African member States. It should be noted that response to ECA questionnaire was unusually
high, about 16 African countries have (see the list in attachment III) responded and provided
ECA with additional information on model petroleum agreement and the petroleum exploration
and production acts.

9. By way of introduction to the basics of petroleum legislation attention was called to a
number of characteristics outlined in chapters II and In which may help to make it easier to
understand the information provided. It wouldappearto be the case that just as actual petroleum
exploration itself has involved the use of techniques first developed in minerals exploration, so
many African states, at least initially, have applied the regulatory systems governing mineral
development.

10. A government oil strategy requiresthat a balance be struck between the necessity of fully
exploiting oil resources and the consequent desire to exact the maximum benefit to the state in
terms of revenueand technological transfer. These two factors can be of enormous importance
in accelerating economic growth of African member States - the final goal of all studies
undertaken by the United Nations Economic Commission for Africa.
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II. Conceptual framework - exploration and development agreement criteria

11. The following section is a reviewof the framework of legislative and regulatory measures
adopted by some African countries engaged in petroleum exploration. The very different
situations existing in the various African countries make adherence to any particular type of
agreement impossible. Each African country decides on the petroleum industry regulation
viewed from its ownparticular situation. Thosecountries wishing to attract foreign investment
in the search for petroleum must decide on an optimum mix of legislation and incentives.

12. It is not possible within the scope of this paper to enter into the full details of the
regulatory system appliedin each of the Africancountries. The regulatory system of petroleum
legislation comprises, on the one hand, the administrative machinery of the African state
concerned and its component parts, on the other, the steps to be taken withregard to eachphase
of petroleum exploration. The full body of law involved with respect, for example, to such
matters as drilling permits, the volume of geophysical survey, target depth etc. is covered in
periodic reports which run commonly to somehundreds of pages. Hence, the attention has been
concentrated mainly on the provisions bearingmost directly on petroleum exploration which are
listed in ECA questionnaire. (attachment 11).

13. As regards the African countries studied, there may be said to be representative cross
sample of the states which are now engaged in petroleum exploration and development (see the
list attached). As the petroleum industry progressed in Africa, the Governments became more
acquainted with both the technology and the markets and the sophistication of the petroleum
legislation increased. This process has now reached an advanced stage in the oil-producing
Africancountriesbut it is still evolving in the countries engaged in the petroleum exploration.

14. In establishing thepetroleum legislation, African countries musttry to realise the majority
of their objectives while taking into account the international evolution of the industry. The
various types of exploration and production contracts in African member States cover a wide
rangeof agreements from the old styleconcessions to production sharing agreements andin some
countries there is more than one type of agreement in existence at any given time.

15. In general there are five differenttypes of agreement between African member States and
international oil companies. These are concessions, production sharing agreements, service
contracts with risk, service contracts without risk and joint ventures.

16. Whereas this is a very broad classification, it is still possibleto put host government - oil
. , company agreements into thesecategories but the effectof the similar types of the contract is not

exactly the samein variousAfricancountries. The categories outlinedabove represent the legal
framework only and the conditions, both legal and financial, applied within this framework
determine the state's revenue from petroleum exploration and exploitation and more importantly
the level of control the state may exercise on companies active in the petroleum sector.
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17. The existing major oil producers in Africa all seemed to have reached their own
arrangements regarding the control of their petroleum industries. What was important that
countries just on the threshold of development or hoping lhat the miracle of oil would occur for
them in the not too distant future should make the right arrangements with the oil companies.
It was obviously wrong when the companies produced standardized types of agreement which
had stoodthem in goodstead in many other partsof the world and then adopted "takeit or leave
it" attitude. It wasalso not conducive to the risks taken in oil exploration for a hostGovernment
to try to lay down conditions which were too arduous so that, when taking the risks and costs
into account, there was no financial incentive left to the company. However, there must be a
middle way that fitted in with the present day situation.

18. The basic rules spelt out in the unwritten code of investing by a multinational company
in petroleum exploration or production are as follows:

there must be a good probability of locating sufficient reserves to warrant
production;

the level of political risk should be acceptable;

the legal framework under which the search for petroleum is regulated should be
firmly based;

thereshouldbe a goodpossibility that any oil located will eventually be exported;

the situation with respect to repatriation of eventual profits should be clear.

19. In general the requirements of the host government can be summarised as follows:

the maximization of revenue from petroleum operations for the state while
ensuring that the oil companies earn an honest profit on their investment;

the maximum controlon the operations of the companies, particularly in ensuring
that work programmes entered into are carried out in a correct manner;

maximum direct participation in petroleum activities, the level being decided by
the realities of the exploration and producing situation existing in the country;

maximization of the existence of a petroleum sector by setting up linkages
between it and indigenous industrial development, use of the petroleum sectoras
an engine for industrial development;

the positioning of the petroleum sectorwithin an overall energypolicyframework.
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20. Although there are a great variety of exploration and production agreements in use for
oil company operations in African countries, certain standard provisions are common to most
deals. These include;

definition of area and relinquishments;
duration of exploration and production phases;
work and financial obligstioas;
definition of commercial discovery;
fiscal terms, including cost recovery;
host government take and reward to the company;
valuation of crude oil;
treatment of gas discoveries;
supply of local market and export;
government participation;
control of.operations;
certain other provisions (such as sale 11Sk, arbitration, etc);

21. Obviously there is a merit in Africancountries harmonising their laws on the petroleum
industry, but it shouldbe treatedas very specialized subjectand it wouldneed a seriesof studies
and meetings of African legal officers and petroleum specialists to be able to reach any agreed
set of recommendations.
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III. The types of petroleum exploration and ))roduction contracts

22. The typesof exploration and production contracts known in Africacover a widespectrum
of agreements from the old style concessions to production sharing agreements. In some
countries there is more than one type of agreement in existence at any given time.

23. While it is possible to put host government-oil company agreements into five broad
categories, (Paragraph 15) it is not true to say that the effect of similar types of contract is the
samein all cases. The categories shownaboverepresent only legal frameworks; the conditions,
both legal and financial, applied within these frameworks determine the state's revenue from
petroleum exploitation and more importantly the level of control the state may exercise on
companies active in the petroleum sector. In other words, the fact that two African countries
operatea system of production sharingagreements cannotbe takento meanthat eachstate could
benefit to the same extent from a similar sized petroleum development.

1. Concessions

24. This is the oldest type of host government-oil company agreement and also, generally,
the most unfavourable for the host country. The basis of a concession is that the state grants to
an oil company or a group of oil companies the right to carry out all types of petroleum
operations including exploration, production, transportation and commercialisation, within a
given area for a specified period of time. The state normally imposes a royalty payment and a
specific tax regime associated with petroleum operations. The level of the royalty and tax
payments varies considerably.

25. The levels of royalty and tax for the majority (If the African countries is given in
Attachment I. There is considerable variation in royalty levels from 0% in Cameroon and
Lesotho to 20% in Gabon and Madagascar. However, 12th% would seem to be an average
figure for a royaltypayment. It seems extraordinary that Madagascar, non-producer, should be
top of the league with regard to royalties; however, this situation may be a function of the
currentgovernment thinkingrather than the resourcepotential. It is interesting to note that many
of the African countries have considerably higher levels of royalty than European producers.

26. Tax on oil company profitsvariesbetween 33 percentfor Senegal to 85% for the Africa's
largest producer, Nigeria. The level of direct taxation in Europe is somewhat lower at 50%,
which corresponds with the average African value. However, most European countries have
additional taxation whichcan have the effectof raising the overall levelclose to thatof Nigeria.

27. Although the concession system is now considered as ontdated, a large numberof African
countries still adopt variations of concessions in their dealings with oil companies. The major
drawback associated with the concession framework from the host countriespoint of view is that
it confers considerable powerson the oil company and leavesthe host government in the position
of being a simpletax coUector. The concession system with its counotation of the all powerful
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oil company exercising its authority within a specified geographical area, a state within a state
as it were, has largely been supplanted by more sophisticated types of contracts.

28. In some African countries, for example in Kenya, where the oil potential is not fully
defined, the opted for a contractual system which is a mix between concession and production
sharing agreement. This model petroleum agreements gives to the multinational companies
reasonable incentives encouraging exploration while the long-term interests of the countriesare
reasonably protected.

2. Production sharing agreements

29. This type of agreement became popular in the early 19605. The first application of
production sharing agreements in the oil industry was in Indonesia and its popularity has spread
to many other countries.

30. Production sharing contracts represent a more sophisticated state-eompany relationship
than that implied by the older concession system, Under production sharing agreements the
state, usually represented by its national oil company. plays a more active role in the
development of its own natural resources. The essence of the agreement implies a partnership
between the oil company and the state in ensuring the optimum development of discovered
petroleum resources. In general, however, it is the foreign oil company which is entrustedwith
carrying out the operational phase of any development.

31. There are usually three essential elements in any production sharing agreement:

Cost recovery: Since the foreign oil company is solely responsible for the
exploration costsassociated with any discovery in whichthe statewill take a share
during the production phase, a mechanism is included in the agreement whereby
the oil company is allowed recovery of its initial costs. The normal mechanism
in accomplishing this objective is termed 'cost oil', that is, the foreign oil
company is allowed to take a percentage (the level being negotiated) of the field
production in order to recover its initial costs.

Production sharing: After deducting the quantity of oil agreed as constituting
'cost oil' the remaining production, termed 'profit oil', is sharedbetween the state
and the foreign oil company. The relative level of share is usually negotiated for
each individual contract but is generally related to the level of production. For
example, the typicalproduction sharing agreement may have the following share
stipulations:

Government/company share:

60/40 up to 50,000 bbls/day
65135 from 50,000 bbls/day-lOO,OOO bbls/day
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70/30 from 100,000 bbls/day-150,000 bbls/day
75/25 above 150,000 bbls/day .

32. While these figures are fairly typical for productionsharing agreements, some countries
introduce other parameters besidesproduction rate in establishing the repartitition of shares. For
example Cote d'Ivoire Operates a two-tier system with share level being a function not only of
daily production but also water depth, i.e. water depths below 1000 m andabove 1000 m. All
production sharingcontractsconcluded by the Africancountries includefor a tax payment to be
made by the foreign oil company on its share of the 'profit-oil'.

33. For example, production sharing agreement Nigeria signed with Ashland Oil Company
in 1972. This agreement requires that ashland set aside up to 50 percent of production for the
recovery of costs and payment of royalties, 55 percent of the rest in intended to offset the
Petroleum Profit Tax, while the balancewhichis termedprofit oil is shared between NNPC and
ashland at the rates of 65/35 percent for the first 50,000 barrels per day and 70/30 percent
thereafter.

3. Service contracts incorporating risks

34. Service contracts incorporating risk are somewhat similar to production sharing
agreements in that the oil company bears the total cost of exploration itself. If no discovery is
made, the company ceases to explore and the contract is negated. In the case of a discovery
being made, the state or the company in question may proceed with the development. All
resources locatedunder this type of service contract are the property of the state.

35. The foreign oil company is repaid for its efforts not by sharing the oil production, as is
the case in production sharing contracts, but in direct cash payments. Normally there are
facilities for the foreign oil company to buy a certainpercentage of the production at the market
price. For Example, NigerianGovernment in 1979Signed risk servicecontract agreement with
Agip Africa and two other companies. This agreement compels the oil companies to undertake
full financial responsibility for exploration, development andproductioncoveringspecific blocks.

4. Service contracts without risks

36. These contracts are simply agreements whereby an oil company carries out exploration
and productiontasks for the accountof a national oil company or another state body. The risks
are borne by the stateentity and any discoveries madeare the sole property of the state. ·Aswith
all other types of petroleum contracts, the foreign oil company must pay tax on any profit they
make from service contract operations. This type of contract presupposes a certain access to
capital for the state entities which is not the case for the majority of the African countries.
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5. Joint ventures

37. Jointventuresare not generally constituted petroleum exploitation contracts but take place
where the state either tbroughits national petroleum corporation or anyother statebody becomes
a partner in the exploitation of a commercial petroleum discovery. The initialcontractis usually
an expanded concession agreement with a clause indicating that in the case of a commercial
discovery, the state may take up to a certain per cent in any ensuingdevelopment. Anotherless
satisfactory way for the state to become a partner in a petroleum development is tbrough
natiooalisation.

38. The costs associated with the exploration phase are borne solely by the foreign oil
company with the state involved up to the level of its participation in the financing of the field
development. The state's share of the financing can besuppliedeither through direct capital or
may be repaid when oil begins to flow.

Exploitation agreement criteria

39. The uniqueset of circumstances in whicheach individual Africancountry findsitselfwill
limit the number of strategic options open to it with regard to petroleum exploration or
exploitation agreements. There are three basic elements which govern the actions of any
individual African country; these are:

a) The size of the resource base, either proven or potential
b) the access of the state to sources of finance.
c) The technological or industrial base of the country.

40. The size of the resource base is vital in attracting foreign private capital into the search
for hydrocarbons. If the base is well established, as in the case of Nigeria, or if there is a
demonstrated potential, as in the cases of the Sudanand Cote d'Ivoire, the state may decide on
a moresophisticated mix of agreements than a simpleconcession. However, if theresource base
of Africancountry has yet to bedetermined or has thus far proven weak, then the statemay have
to concede some advantage to the companies and adopt concessions as the only method of
attracting oil companies.

41. Similarly, access to sourceof finance, eitherdevelopment financeor commercial finance,
can be a limiting factor in developing a petroleum exploitation strategy. Lack of finance
precludes the possibility of non-riskservice contracts and may be a formidable obstacle to joint
ventures. Direct development requires access to sources capableof providing large amount of
capital. It is unlikely that development agencies, operating as they do from a limitedfinancial
structure, would be capable of providing the total sum required for even a limited field
development. It is worth recalling at this point that the major oil companies finance up to 75%
of all field developments from their own sources of capital.
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42. A majorelement in setting up agreements withinternational oil companies is the existence
of a state entity, such as a state oil company which is capable of dealing with oil companies on
an equal footing. A numberof the agreements that havebeen examined in Africa involve some
level of government involvement in aetnal field developments. In order to supervise this
involvement to the maximum, state organisation must exist and must be staffed with personnel
competent in carrying out this function.
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IV. GoverDDlent authority in petroleum resource exploration and development

43. In Africa each government bas authority and control of the disposition, exploration,
development, exploitation and utilization of the petroleum resources based on the principle of
state-ownersbip of such resources existing within its terrestrial territory and the subsoil of its
territorial waters. Similarly, the continental shelf convention counters upon the coastal states
sovereign rights and therefore jurisdictionover the outer shelf beyondthe limitsof the territorial
sea, termed the •continental shelf".

44. After the government bas crystallized its policy, it lays down at its own choice and
discretion the principles and systems under which it desires the natioDal heritage to be
administered and disposedof in the best interest of the nation. The State is free to choose who
should undertake the task of exploration and development; this freedom of choice necessarily
entails the need for a governmentoil authority or agency specially commissiooed in law for the
purpose and c10lhed with the necessary powers defined in the law creating it. The oil authority
or agency may be the ruler or chief executive, a ministry' or executivedepartment, a bureau or
commission, some specially constituted government entity, or a state oil company like those
established in Ghana, Nigeria and COte d'Ivoire.

45. Through Nigerian National Petroleum Corporation (NNPC) established in 1977 the
Government bas beenable to extend its surveillance activities over the operation of multinational
oil companies and itself gradually taking over initiatives in the area of exploration.

46. An organi7lltjon of this kind should preferably be established on a career basis and
afforded maxilDlJDl freedom from political pressure and interference in order to maintain a
continuous and progressive development of policy, teeJmology and expertise. An obvious
problem in this regard in Africa is that of assembling competent personnel to cmy out and
implement policiesand to find solutions to problemsthey may arise from the complexities of the
operations. Naturally, African countries have to rely on its nationals to staff the organi71!tion;
for this, suitable personnel are needed, ranging from the top administrative echelon down to
scientific and tecbnical specialists who must have undergone the requisite training and possess
adequate experience in the petroleum indl'stry'. There may be very real difficulties in meeting
this requirement. If local nationals in sufficient number cannotbe obtained and in order to have
the benefit of sound advice and guidance, the Government has the a1temative of securing the
services of qualified foreign natiooa1s in an advisory or consultative capacity only, the
responsibility for decisions resting with the government agency.

47. It is desirable that the oil agency should have a certain latitude of discretion outside the
DUgor policy decisions ordinarily reserved for the policy-making body of government. It
ordinarily takes much longer for the legislative body than the executive department to consider
provisions for new situations; it is thereforeadvisable that only a guideline of generalprinciples
and basic provisionsbe incorporated in the legal framework, leaving the administrative details
to bedecided by the administrative machinery; this will ensure effective controlandsupervision,
as well as efficientand diligent performance in the industry.
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48. In a state oil monopoly, the government entity may be charged with the entire
responsibility for nationaloil operations, and, therefore, a number of tasks inherentlyassociated
with the oil activities devolve upon it, including the marketing of the products realired. But a
new entity devised for this purpose may encounter a lot of problems, such as lackof equipment
facilities or of competent men, and so be unable to keep pace with the tecbnological progress
upon which effective oU exploration and development depend so greatly. Moreover, the
centralization of judgment inherent in a monopoly may not be best for rapid and effective
exploration, especially when one considers the attendant risks and the very large capital
investment normally required to establish production. In this case; the governmentoil agency
does not need an elaborate legislative enactment for its operations, provided it is properly
commissioned and supplied with adequate funds.

49. The state enterprises are primarily conceived and established as the governmentann in
the local oil economy, with or withoutgovemmentalauthorityand theyserve as the tool to carry
out and implement the national oil policy, and to maximi7e the country's share of the income
from the exploitation of the resource. Sometimes they start with the distributing and refining
phases of the industry and later integrate their operations backwards into exploration and
production, either by themselves alone or in association or combination with private oil
companies. The management of these companies in some countries, however, it often
handicapped by lack of continuity if this is disrupted by the political misfortunes of the ruling
part, or by vacillation and indifference caused by politicalpressure from those in power, or by
scarcity of experience and know-how.

50. If the explorationand development of the oil resources is entrusted to private enterprise,
the necessary legal framework provides the industry with a guide as to how the State desires the
operations to be undertaken. It determines the nature and extent of the rights to begranted with
a view to providing incentives and encouraging maximum efforts for early and intensive
exploration.

51. Government authority is exercised over the industry through the legislative department
of the government by the enactment of laws affecting the isdustry; through the courts as a result
of their adjudication of conttoversies and interpretation of laws bearing on the rights and
obligationsof operators; and throughthe executivedepartment by meansof theenforcement and
implementation of petroleum legislation and the regulation and inspectionof operations. In all
these three departments, a government needs to be consistent in the implementation of policies
and laws already laid down so as to gain the confidenceof investors. The private sector expects
to be treated as a partner in working for a common objective in the national interest and for
mutual benefit. Considering that industry's basis of taking the risks are the conditions stated in
the law or the contract stipulations as agreed upon, unless in exceptionally rare cases of urgent
national necessity, it is onlyjust for the Governmentto avoid taking any drastic lmiJatenl action
to change the terms of agreement, as this might amount to confiscalionof investment To the
private sector of the industry, law is not merely an exercise of legal verbosity, but a solemn
commitment of undertaking to be complied with. Confidence between the parties and mutual
respect for each other's interestsweight heavily on maximizing the benefits to beobtained from
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the operations and close co-operation between the Government and the private sector greatly
assists the development of a strong oil industry.

52. However, in regulating the operations of industry, in applying checks and balances,
stimuli and constraints, conflicts may arise and disagreement may result. These are resolved
according to the principles and procedures laid down in the statutes and regulations and the
contract of operations as they exist in eachjurisdiction. There may be provision for appeals to
be taken from the administrative agency to higher authorities and to the courts. In somecases,
express provisions for arbitration have been provided.

53. A government not only exercises authority; it also has the responsibilities of giving
service to the industry as well as protecting the interests of the nation. As an important need for
comprehensive exploration is the availability of maps showing topography and geology, and
water depths offshore, the government should undertake broad mapping surveys to deterinine
regional features and furnish industry with basic maps and other data. It is unwise to burdena
capital-intensive industry with heavy taxes which would increase the cost of the operations and
make it less attractive for entrepreneurs to make a choice in favour of local operations.

54. Considering the authority and responsibilities of the government in petroleum resources
development, the following main functions devolve upon the national petroleum service: the
administration and enforcement of petroleum laws and the regulations; the promotion of
exploration and development; the protection of the country's legal and financial interests in the
resources; and the conservation and wise utilization of such resources. Government authority
is more directly applied to defining the land and offshore areas where it desires to promote
exploration and development; inviting tenders and applications for exploration and exploitation
rights and fixingthe minimum qualifications and the schedule of priorities; granting of rightsand
consideration of extensions, renewals andtransfers of petroleumrights; termination, cancellation,
or taking other llppropriate actionsin respectof rights of operators; prescribing minimum safety
and conservation measures; inspection of operations, equipment and facilities used; setting
minimum work obligations and checking of operations; control of import and export of
equipment, materials and production; restricting the movement of capital and earnings, price
control, and currency revaluation.

55. These governmental powersare broad and, if not wisely applied, may become a burden
to foreign investors. Generally, however, this not the caseparticularly in countries where there
is lack of local risk capital; and many countries have found it advantageous to accept the
participation of private enterprise under arrangements compatible with their own national
policies. The establishment of a viableoil industry is expected to bring many advantages to the
nation, the dominant desire being a higher standard of living and the enhancement of national
prestige through industrialization and advancement of the economic level. The development of
the oil industry has contributed greatly the welfare of some African countries in which
commercial fields have been discovered and developed under a satisfactory legal climate and an
enlightened, practical and sympathetic attitude of the government authorities.
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56. A state's situation in relation to petroleum resources development is generally the result
of long-established policies, but those policies may well contain the seed of future problems
which will emerge only when a new course of action in line with national objectives has to be
decided upon. Thencomplex alternatives will have to be analyzed and in the process an entirely
new policy may haveto be formulated or the old ones recast an adapted to changing conditions,
subject, of course, to the fundamental requirement that Government must defend the national
interest at all times and in every field.

57. In any African country continued economic growth is the main objective of national
policy. Economic growth depends on, among other factors, energy, of which petroleum is a
prime source. That the state should take an active interest in the exploration and production of
petroleum within its territories is therefore inevitable; these activities may lead to the
development of a neitherto unused naturalresource which is important to economic development
as a convenient source of energy and a raw material for a host of industries.

58. However, the interests of the Govermnent should not be overplayed. For example, harsh
fiscal regulations enacted in Nigeriain 1959 empowered the Government to levy 65.75 percent
tax on oil company profits after production costshavebeen amortized. Royalty on oil was fixed
at 20 percent for onshore and 18'h percent for offshore production where water depth was less
than 100 meters.

59. Observed responses to these incentives were very disappointing, hence the Government
changed four times the package of incentives in 1977, 1979, 1982 and 1983. More liberal
provisions weremadeintended oil producing companies to intensify exploration anddevelopment
activities and spread their operations to frontier areas and offshore.

60. Petroleum will undoubtedly continue to play an important role in future economic
development throughout the worldand the steady rise in the consumption of petroleum products
will require new sources of oil and gas to be found to replace depleted reserves. National
production means that at least part of a State's oil requirements can be met from its own
resources and with no expenditure of foreign exchange: a country which has no domestic
production must be constantly concerned about future supplies for its long-term needs and their
cost. Because the lack of indigenous oil resources is a serious potential weakness in the
economy, the search for this vital resource is of particular interest to Govermnents in the shaping
of their national policies.

61. If a decision has been made to allowprivatecapital, localor foreign, to contribute to the
search for indigenous oil, guidelines for the operation of oil companies and the machinery for
State control and regulation of their activities will have to be established by legislation. The
regime will necessarily be nationalistic, in the sense of being designed to protect the nation's
resources, but there is no need for its provisions to be so restrictive as to discourage a thorough
investigation of any oil potential there is. The government must create a climate which
encourages initiative by guaranteeing fair treatment to those who risk their capital, time and
energy to bring about the desired result.
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62. Petroleum legislation is normally a bodyof lawsandregulations enacted by the State, but
it may be replaced by a deed of concession, a joint venture agreement, or a service contract
specifying all the terms and conditions by which the operation itself and relations between the
Stateand private operatorwill be governed. Naturally, if the State has chosento undertake the
exploration and development of indigenous oil on its own account, the scope, intensity and
progress of operations will be governed by the resources of manpower, finance and materials at
its disposal, rather than by legislation.

63. In the foregoing discussion an attempt has been made to show that:

1. A country's situation with respect to the development of petroleum resources
depends largelyon its own established policies, whichmaybe maintained or modified in the face
of changing conditions, but will always be dictated by the interests of the nation.

2. The formulation of a petroleum policy deserves high priority among State policy
considerations because of the vital influence of oil and natural gas on the life of the people and
the benefits that a petroleum industry can bring to the economy.

3. Indigenous deposits of petroleum are partofthe national heritageand, withrespect
to those occurring beneath the continental shelf, the coastal State enjoys sovereign rights over
them for purposes of exploration and exploitation, pursuant to the 1958 GenevaConvention on
the continental shelf, consequently, the State has the sole discretion and authority as to their
disposition and the manner in which they are explored and exploited.

4. The Government may consider undertaking the search for and development of
indigenous oil itself. In this case, it will have to take into account such inheient characteristics
of the venture as the huge capital outlay required, the high degree of technical competence
needed, and the great risks involved.

5. Shouldthe Government be unwilling or unable to undertake the opemtions on its
own account, private enterprise, domestic or foreign, shouldbe encouraged to participate, with
the GoVeIDment providing a suitable climate for the exercise of initiative in the form of a
sympathetic legislative regime.

6. The international characterof the petroleum industry shouldbe borne in mind in
the search for and development of indigenous resources.



16

V. Sources of government revenues from petroleum exploration and development

64. Africanpetroleum producing countriesderiverevenues and otherbenefits frompetroleum
resourcedevelopment in a varietyof ways. The purposeof this chapter is to reviewbriefly the
ways in which revenues are realized under three basic systems governing the development of
petroleum resources in Africa. These basic systems include:

i Development by private companies under concession or lasting
agreements;

ii Joint development by state-owned and private companies in partnership
under concession or leasing laws;

ill Development by State-owned oil enterprises through production-sharing
agreements or other formsof servicecontracts withprivateoil companies.

65. Arrangements between private oil companies and governments take many forms, and
indeed the above attempt to categorize may be misleading. Even more difficult is the attempt
to make rational comparisons of each system from the point of view of total government
revenues generated. This is due not only to non-availability of cost information, but also to
different market conditions, and qualities of crude oil, and varying costs of discovery,
production, andtransportation. The methods by whichgovernment revenues are generated under
each system are outlines below.

NATURE OF GOYRRNMHNT REVENUES AND BBNRfITS
DERIyRQ FROM PETRQI.RUM PRODUCTION

66. The major sources of government revenues paid directly by oil companies in connection
withpetroleum production take the form of royalties, shareof profits or production, and income
taxes, and these direct revenues are substantial.

l. Other payments by oil companies: Oil companies generally pay to host
governments bonuses, surfacerentals, and other amounts specified in their concession, lease or
other agreements.

2. Taxes from petroleum service companies and otherSJIPIlO11 indJ1Wies: Although
some major oil companies have in-house capabilities many concessionaires subcontract various
activities in connection with exploration, development and production to one or more of the
international petroleum service companies. These activities include geophysical exploration,
drilling, well logging, drillingmudservices, wellcementing and air transport. In addition, other
local support industries are encouraged by petroleum development, for example, transportation,
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fabrication and recreation. Substantial revenues may be realiud from these sources through
income and sales taxes, custom duties and other fees.

3. Personal jncometaxes: Petroleumdevelopment creates numerousjoboppottunities
for individuals whose tax liabilities may be effectively satisfied by tax withholding payments by
payer companies.

4. Sou[ceofdomestic SUllPly aod sayjPis of forejp MaPie' Domestic production
insures the local economy of a secure supply of oil, and eliminates or reduces the drain on
foreign exchange reservesinvolved in importingdomestic petroleum requirements. Production
may generate substantial foreign exchange earnings to finance development in other economic
sectors.

5. "DoWpslrepm" hepefitli: The growthof a petroleum production industry creates
opportunities for various downstream industries includingpipeline,refineJ'y, petrochemical, ocean
transport and marketing industries which will be sources of tax revenuesllnd employment
opportunities.

6. Bdns:ation andtmjpjPi: Petroleum development offersnumerousopportunities for
education and training of nationals, whether or not such benefits are expressly conditions of
concessions, leases or other arrangements with private companies.

NON-RIDlHNUE PRODUCING EBBS

67. In a number of African countries there are fees and taxes levied primarily for purposes
otber than generating general revenues to the government. These include application fees
designed to compensate the government of the cost of a service requested, to screen out
promoters and speculators, or to generate funds for special purposes such as financing the
activities of the petroleum agency. They also include surface taxes levied at progressively
increasing rates on the basis of the area held by a concessionaire or lessee. This type of tax is
designed to.discourage speculation and to encourage exploration activity by operator or the
relinquishment of excess areas.

SIGNIFICANCE OF 'POSTED PBICBS' ON C.oyHBNMENT RuyRNURS

68. Under any system of taxation in which 'gross receipts" or "net profits" from the sale of
petroleum mustbe determined as a step in computing taxes, the "price" of crudeoil realiud by
the operator is an important fact. In some countries posted prices for crude oil are buyer's
prices. The government does not control these prices which are posted by refiners. The
refiner's prices are prices they are willing to pay for crude oil at the wellhead from producers
connected to their pipeline gathering systems.

69. The determination of posted prices is a complicated subject. In theory, posted prices are
supposed to bear somerelation to actual marketprices. Prices vary within a single country for
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differentcrudeson the basis of gravity, sulphurcontent, waxiness and numberof other elements
which can effect refining costs and product quality. Additional variations are currently based
on the lengthof tankerhauls to key markets, availability of pipeline transport and other factors.

GOVERNMENT REVENUES UNDER CONCESSION AND !,RASING LAWS

70. Direct government revenues derived under concession and leasing laws, are in force in
a number of African countries are outlined below. Generally, the operator under these
arrangements has right to produceand marketproduction in its own discretion, subject in some
jurisdictions to obligations to maintain minimum production and to sell a stated percentage of
production to meet domestic requirements. The host government normally is not involved in
marketing arrangements.

I. Bonuses· Bonuses oftenare payableuponsignature whenconcessions or leaseare
granted through negotiation or competitive bidding. Under some systems bonuses are also due
when stated daily rates of production are achieved. It should be noted that award of areas is
generally based on other factors in addition to the bonus offered, for example, technical and
financial capabilities, work obligations and training commitments. Under some systems no
bonuses are payable, and the award of concessions is based on priority of application and the
other factors noted above.

2. Surface RentalS: Surface rentalsmayrange from a nominal amountprogressively
increasing with time. The chief purpose of surface rentals is to encourage performance of work
and the early relinquishment of unpromising areas; revenue is a secondary consideration.
Frequently, surface rentals are reduced by expenditures for work performed or royalties paid
during the same period.

3. Royalties: Royalties are based on a percentage of gross value of production,
generally at the wellhead, and are payable whether or not a "net profit" is realized by the
operator. The host government generally reserves the right to take royalties either in cash or in
kind. Royalty rates generally averageabout 12 1/2per cent although rates as high as 162/3 per
cent are applicable in some countries to offshore areas. Royalty rates may vary depending on
whetherthe crude oil is exported or sold domestically. In the calculation of royalties, the price
of petroleum may be a posted price, tax reference price, market price or realized price,
depending on the jurisdiction. Somelaws authorize reductions in royalty rates to encourage the
development of otherwise uneconomic petroleum reserves.

4. Income Taxes: Income tax is levied on "net income" at rates varying from
countryto country, and in somecases, from concession to concession withinthe samecountry.
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GOVERNMENT REVENUES UNDER PARTNRRSHIP ARRANGRMRNTS
(MIXED COMPANIES)

71. In recent years a number of concessions and leases have been granted to mixed
companies, i.e. partnerships between oil companies and State-owned enterprises. Under these
arrangements the host government may obtain revenues from the same sources as described
above. In addition, the government realizes revenues through its proprietary interest in the
mixed company.

72. There are no "standard" term for these partnership arrangements. Generally, the terms
depend upon the relative attractiveness of the areas offered, and the emnt to which. the State
owned enterprise may participate in downstream integrated activities such as trading, refining,
ocean transport, petrochemicals and overseas marketing.

GQYBRNMRNT REVENUES UNDER PRODUCTION-SHARING AQREBMBNT
AND OTHER FORMS OF SERVICR CONTRACTS

73. In a numberof AfricancountriesState-owned enterprises control all petroleum resources
and no concessions are granted to private or mixed companies. Foreign participation in
exploration and production in these countries has taken the form of work agreements or service
contracts between private operators and the State-owned oil enterprise. Under one form of
agreementthe company undertakes exploration work and crude oil producedis shared in agreed
percentages in the event of a discovery.

74. Examples of production-sharing agreements are found in Nigeria where the State-owned
oil enterprise, has contracted with a numberof foreignoil companies for the executionof agreed
work programmes. The agreements are madeafter competitive bidding in which consideration
is given to signature and production bonuses.
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VI. Environmental problems associated with petroleum exploration and development

75. Regardless of the form of operating entity or of the financial arrangements between the
operator and the host government, numerous environmental problems may arise iIi connexion
with petroleum development. The purpose of this chapter is to outlinesome of theseproblems
and the legislative and administrative solutions which have been adopted by some petroleum
producing African countries.

76. Petroleum exploration and development involve the introduction of new types of activity
and often the disruption of existing patternsof land use and landvalues. On landadequate steps
mustbe takento ensuresafeoperations effective conservation measures and to minimize therisks
of pollution and damage to oil and gas formations. Surfaceland may have to be acquired, and
rights-of-way, water rights, zoning authorizations and other forms of permission to operate will
often have to be secured. Measures must be taken to protect or accommodate established
residential, commercial, farming, recreation and other uses. Some potential problems involve
physical interferences; others, suchas pollution of ground water supplies owing to inadequate
well casing or cementing and subsidence of surface land as a result of production, are more
complicated. Generally, theseonshoreproblems are the subject ofregulations andadministrative
procedures in all established producing countries.

77. Although many of the rules governing onshore operations are relevant. to offshore
development, special regulations are necessary for offshore operations. The oceanenvironment
aggregates someof the usual problems andposesnewchallenges. For example, accommodation
must often be reached in the case of offshore operations with other users of ocean space,
including fishing, navigation, recreation, defence, pipelines and other interests. Some user
conflicts are concerned primarily with risks of adverse changes in marine ecology and of
pollution, while others involve competition for space, both on thesurface and near the sea-bed.

78. Experience in petroleum operations has led to the adoption of regulations specifically
governing petroleum operations in African countries. These rules serve as a useful guide for
regulating initialoperations. Oneprocedure used injurisdictions in whichforeignoperatorshave
recently been awarded leases or work contracts is to require: the operator to specify which set of
foreign safety and pollution-control regulations he wishes to follow, and, when the approval of
the government has been secured, to deliver copies of those regulations to the supervising
agency. Representatives of the supervising agency are givenbroad inspection authority and have
the power to make orders to ensurecompliance with the regulations and with special procedures
for unusual situations. Gradually, as knowledge is gained about the local geological setting,
weather conditions, competing uses and other factors, detailed regulations tailored to the local
environment can be issued.

79. A number of important elements of safety and pollution control regulations are
summarized below. The summary is in layman's language; the regulations themselves are
written in precise technical language and should be referred to for further detail.
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A supervising agency or their representative shouW be authorized by the government to
take all necessary action to ensure operator's compliance with the terms of his lease or work
contract and to ensure that petroleum operations are conducted in a safe and workmanlike
manner.

2. Reportini requiremepts

The foreign operator shouldbe requiredto maintain recordsof all well operations, to file
periodic reports of operations, to report all serious accidents and all fires immediately, and to
givenoticeof intention to fracture, treat, acidize, repair, undertake multiple completion, abandon
and other similar activities.

3. GeQphysica.I exploration

The conduct of geophysical exploration should be subject to regulation, nonnally by the
government agency concerned with wildlife and fIsheries.

4. Markini of wells

Uniform marking should be requiredas an aid to administration in identifying operators
and locations.

5. Drillini procedures

The drilling or deepening of both exploratory and development wells should be made
conditional on the operator filing an application to drill. The application sbould include
information concerning proposed casing, cementing, mud and well spacing and blow-out
prevention programmes for each well, and these data should satisfy prescribed minimum
standards. The supervising engineer should have authority to prescribe higher standards in the
event of abnormal pressure conditions or other geological factors. Blow-out prevention
equipment should be tested after installation, and the drilling mudprogramme should be suchas
to ensure well control at all times.

6. PIui~Di and abandonmegt of wells

Procedures and minimum standards shouldbe laid down for abandoned wellsand for the
removal of casing and piling or other sea-bed obstructions.

7. Smq;msinns and determjnatjnn of well pro4w;jbility

The continuation in effect or extension of a lease Of work contract is often conditional
upon the discovery of a "commercial well". Accordingly, procedures shouldbe prescribedfor
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the orderly suspension of operations and for production tests and determination of production
capability.

8. InstaJlation of safety devjces

Chokes or similar safety devices should be installed in all wells capable of discharging
oil or gas.

9. Procedure for completion of oil and &as~

Well head equipment (casing heads, well head fittings, valves and connexions) shonld
meet prescribed minimum standards and testing procedures.

10. Pollution and waste disposal

Pollution prevention standards should be prescribed for liquid and solid waste disposal
and for production facilities, and shouldcover inspection and reporting requirements, pollution
control equipment and plans for initiating emergency corrective action.

11. Procedures for oil and &as pipelines

The installation and operation of pipelines should beconditional upon the approval of the
design, control devices and operating conditions.

12. Authoriij' to re&uJate production rates

The government agency concerned should have authority to control rates of production
of oil or gas wells in order to secure the maximum ultimate recovery from a reservoir.
Determination of the maximum economic rate of production is dependent upon engineering and
geological information concerning the reservoir.

134 Upjtjmtion

TheGovernment should havetheauthority to authorize or require unitization, poolingand
drillingagreements betweentwoor moreoperators wheresuchactionis necessary in the interests
of conservation.

80. It shouldbenoted that even the most comprehensive regulations will not, in themselves,
eliminate the risk of injury to other uses and values. Recent massive oil leaks and spills in the
USA and in the Gulf of. Mexico indicate that there must also be energetic and enlightened
administrative actionto minimize or prevent damage from petroleum development. The nature
of the environment and of the competing demands on living resources varies from one country
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to another. Experience.has shown that administrative agencies having competent technical and
scientific staffs and broad discretionary powers play a key role in effectively supervising
petroleum development and in reaching wise solutions to the problems posed by the environment.

-.
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VII. Conclusion and Recommendations

81. The particular type of agreement chosen by any state should reflect not only the realities
of the petroleum potential of the country but also the position of the petroleum sector in the
country's overall development strategy. Developing countries have suffered in the past from a
lack of sophistication in dealing with international oil companies. In some cases, agreements
were signed which were determental to the interests of 100 state or smaller oil companies
obtained concessions for very large areas in which they themselves had no intention of exploring
but later farmed out to larger companies under very advantageous terms.

82. The level of awareness and sophistication of developing countries has improved and in
some cases, development institutions such as the World Bank, will give assistance in setting up
the legalframework controlling petroleum operations and willalsoassist in negotiating contracts
with interested oil companies.

83. Africancountries must continue in their desireto attract foreign private investment in the '
petroleum sector by offering political and legal guarantees coupled with the concept of a
'reasonable' profit on investment to international oil companies. However, this desire should
not lead the governments of these countries to conclude agreements which will lead to an
abrogation of their power to control petroleum operations or indeed to abnormaUy high profits
for the companies involved in the petroleum sector.

84. The development of oil and gasresources is far too important a factor for African country
to be the subject of a hastily concluded agreement. National governments and international oil
companies mustbe awareof their roles as vital partners in the development of naturalresources.
The agreements signed shouldlead to an emphasis on the equality of this partnership and should
endeavour to avoid any future conflict or bitterness.

85. From the paper's text it is clear that the financial provisions under the recent legal
arrangements should be so designed as to give the African governments a substantially larger
take, and also to appropriate a substantial portion of any "windfall" profits which may be
generated. The varietyof mechanisms which havebeenused to achieve these objectives include:
levy of tax (with provision for variation of the tax rates), institution of sliding-scale rates for
royalties and/or production shares, fiscalprovision so designed that a majorpart of profitsabove
a certain level, computed in terms of "return" to the investor, couldbe appropriated by the state
by way of an "excess profits" tax. Other mechanisms included controlover a pricing or the use
of a "norm" or "taxreference" price for computation of tax or other forms of government take.
Mechanisms have also been designed for more effective monitoring of costs and for limiting
capital and other allowances which could be claimed by companies.

86. In conclusion, some of the recommendations made by UNECA on petroleum legislation
which may be commended to African countries are summarised below:

..
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1. RP£9!J!rnoodatiOIl for countries in which commen;ial petroIewn !llIs not been
discovered yet

87. The preferred arrangements for oil importing African countries which do not have the
necessary capitalto enter intoexploration themselves are those whereby the countty does not ron
an exploratory risk, but at the same time obtains the highestpossible government take. Fmther,
the arrangements shc.mld encourage exploration in order to tty to find at least limlHl petroleum
and also encourage development of IDI!rl,tinal fields. In order to achieve these objectives, it can
he recommended to use some or all of the following components in the arrangement:

88. SljdiOI: pIe royll1ties: Slidingscaleroyalties are generally betterthanroyalties of a fixed
percentage, because if the royalty is higher the larger (which means generally the more
profitable) the field.

89. Taxes of~ appliclltiQn: In order to avoiddouble taxationproblems particularly with
U.S. companies, it is better to include the generally applicable income tax in the arrangement.
Care shouldhe taken1101 to makethe taxes special to the petroleum industry, because this causes
again problems with tax credits in the U.S.A. and other countries. Also, one should take Cl\le
that companies are required to create separately taxable entities in order to "ring fence'; the
exploration and devc;!opment operations from other possible activities such as refining or
marketing in the country, It is importantto include the paymentof taxes of general application
because mostprivatepetroleum companies wouldhave to pay these taxes anyway in their home
countty. Furthermore, taxes are inherently adjustable.

90. Slidin& ph: product sbariDI: with cost recovery: Product sharing can also he
recommended as a beneficial component of a legal arrangement provided the sharing includes
cost recovery. It is generally in the interest of a state to allow a rapid recovery of costs,
provided, on the other hand, the product share in favour of the government is high after costs
have been recovered. Again, it can he recommended to apply a sliding scale providing for a
higher profit share on larger fields.

91. Qlrrjed interest: It can he recommended to include carried interestprovisions in countries
which would have the financial strength to finance on their own part of the development costs
on a project financing basis. It enables a local state company to make the same rate of return
on its investment during the production phase as the petroleum company. participation in the
investments should be done with great care. Standby financing from the World Bank or
otherwise should be available in case of a discovery. Delays because of financing problems
could significantly and needlessly increase costs to the detrimentof the host countty. In order
to guarantee the financeability of the project for the government, the arrangements with the
petroleum company shouldstipulate clearlythat the financial participation ofthe host government
only starts after:

a) the petroleum company has drilled the required delineation wells, which
demonstrates that the discovery is commercial and
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b) the government bas approved the specific development programme for the field
under consideration.

92. Only after all technical, geological, financial, commercial, environmental and other
impacts of the project have been thoroughly analyzed and approved by government, can one
expect the state corporation to participate financially, in order to avoid that later government
decisions interfere with financial commitments made by the state oil company. Any carried
interest shouldonly relate to expenditures made after the date of participation.

93. Special taxes or profit sbarine: Special petroleum taxescan beconsidered in conjunction
with any of the above components. However, the introduction of profit sharing can be
particularly recommended where the government does not want to introduce product sharing or
carried interest provisions. Profit sharing may be preferable over special taxes because the
petroleum industry is well aware of the adjustable nature of special taxes, and as a result
inclusion of special taxeswill significantly increase the risk perceived by the oil industry to exist.
An alternative is to provide for taxes of general application with a strong slidingscale upwards
at high taxable income levels. Profit sharing could be in the form of a carried interest after
payment.

94. Rentals; It can be recommended to introduce during the exploration and development
phase rentals, increasing annually, in order to offset increased government costs as a result of
petroleum development, such as for administration, education and training, environmental
protection, navigation aides, required infrastructua1 works, etc. Arrangements which are
economically attractive to the host government could be developed by using as the principal
features any of the following combinations:

a) sliding scale product sharing + taxation,
b) carried interest + taxation,
c) sliding scale product sharing + carried interest + taxation,
d) taxation +,
e) taxation + carried interest + special taxes,
f) sliding scale product sharing + carried interest + taxation +,
g) or just sliding scale taxation.

95. Slidingscaleroyaltiesshould preferably bediscouraged in any of the arrangements, and
rentals should onlybe used modestly.

2. Countries in wbich commercjal petroleum bas been diSCovered and which are
perceived to have eood prospects

v-

96. African countries in which commercial petroleum bas been discovered and with good
prospects in someof the remaining areas, have a strone ""wjnine posjtion for such areas. This
means that these countries can consider all of the aboveoptions under more stringentterms and
conditions and also for fixed rate-of-return service contracts. Thesefixed rate-of-return service




