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Under her Model Petroleum Agreement (MPA), Ghana,
a newcomer in the global oil industry has adopted the
Royalty Tax System to govern the fiscal regime for the
country’s petroleum sector. Even before production
tentatively begins in 2010 when the agreement would
be put to test, critics say that Ghana would obtain
greater financial benefit under the terms of a
production-sharing contract (PSC). This paper
discusses Ghana’'s MPA and contrasts this to the
argument that the country would benefit from using
PSCs. The paper describes the MPA, the advantages
and disadvantages of an R/T system and those of the
PSC System. The paper exceeds the argument that
form matters, and points to the importance of either
systems having to achieve a stable consensus between
the main parties involved.
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1. INTRODUCTION

In 2007, Ghana announced her first oil discovershenCape 3 Points region of the
Country’s coastal waters. Since then, several alfssoveries have been made in the

same region (shown in the map beldw).
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! This map showing Ghana'’s offshore oil fields, terahand refinery was taken from
http://www.oxfamamerica.org/whatdowedo/where_we kndtast visited on'® April, 2009).




With an estimate of over a billion barrels of ailthese offshore waters, there lies an
enormous opportunity to use this new found weadtipropel the country to greater

levels of social and economic development.

Needless to say, how much of this potential careabzed would depend a lot on the
country’s fiscal regime for the new industry. Indder any government, the goal in
designing a fiscal regime would be to make theaseadtractive to investors as well as

to capture as much of the economic rent as possilble form of taxes.

Governments around the world usually adopt onewaf tajor fiscal systems for
petroleum. These are the Royalty Tax/ Licensinge3ysand the Contractual System.
The Contractual System comprises of PSCs and ®eAdreements.The latter is
however only in use in few petroleum producing daes around the world which

have huge amounts of proven reserves, typically@Bguntries and Brazil.

Ghana has chosen to adopt the Royalty Tax Systegovern the fiscal regime for
her petroleum sector. According to the NOC, GNPE, dtate has chosen the Royalty
Tax System in order to avoid high exposure in petnm exploration and production
activity since the system allows the state to hierfebm the exploration of its
resources without making any financial contributfofhis is the basis of the tax

package contained in the MPA, negotiated and eshiate with the oil companies.

2 Blake, J., Roberts, QComparing Petroleum Fiscal Regimes Under Oil Price Uncertainty, Resources
Policy 31 (2006) 95-105. Available atvw.sciencedirect.corflast visited on 9 April, 2009).

% Le Leuch, H.Contractual Flexibility in New Petroleum Investment Contracts, in Walde T., Beredjick
N. (eds.), Petroleum Investment Policies in DeviglgiCountries( Kluwer, 1988)

* Ghana: Framework for Managing Upstream Petroleum Industry at
http://www.modernghana.com/new§last visited on 12 April 2009).




However, even before production commences in 20iénvthe agreement would be
put to test, critics have argued that Ghana wobldio much more benefit under the
terms of a PSC than under the Royalty Tax systdns. gaper looks at the advantages
and disadvantages of the PSC against the Royalysystem in light of Ghana's

decision to adopt the latter, with the aim to asselsether the country could indeed

obtain greater benefit under a PSC.

In Chapter two the writer outlines the Royalty Teased fiscal provisions contained
in the MPA. Chapter three discusses the advantggslisadvantages of the Royalty
Tax System, while chapter four focuses on a disonssf the advantages and
disadvantages of the PSC. In the final chapterwttiter evaluates the fiscal terms of
the MPA, giving consideration to whether bettemtercould have been achieved
under a PSC. The paper concludes that more otiessame financial result could be
attained through the right combination of taxes waitti effective monitoring and tax

administration, regardless of which system is aglbpt



2. FISCAL PROVISIONS OF THE MPA

The MPA is a product of the Petroleum Exploratiord &roduction Law,
PNDC Law 84. It serves as a guide to negotiatimgiseand conditions of
petroleum agreements among government, GNPC andiltkempanies. As
such, the MPA contains provisions on the licen@adBlock), the period of
exploration, work programme, cost of work, monmngyi relinquishment,

decommissioning, fiscal provisions (tax) among mtfie

Under PNDC Law 84 and the MPA, the fiscal packageststs of royalty,
carried interest, paying interest, additional aitidement, petroleum income
tax and annual surface rental. There are alsor@uotltax” obligations in the
form of “local content” requirements, domestic slypmbligations and

decommissioning.

21 ROYALTY
The MPA and PNDC Law 84 provide that a rate betwé&n and

12.5% would be charged on gross production of il gas as royalty.

® Ibid
® Ibid



The exact percentage is left to be defined betvgemernment and the

oil companies.

In respect of the discoveries made by Kosmos En&pgna and
Tullow Ghana Limited, government is set to receaveoyalty rate of
5% of gross production beginning next year (20I®e amount may

be taken in the form of cash or Bil.

2.2 CARRIED INTEREST
This is a participating interest in the oil expliiwa and production
venture which provides the state with an entitleimiera. share in the
oil produced without having to contribute to thestsoof exploration

and developmertt.

The Law provides for carried interest to be levada rate between
7.5% and 15%° Under the agreements with the oil companies, the
government of Ghana through GNPC has a 10% caimtedest. It is

to be levied after deduction of royalty and opettosts, but before
the deduction of exploration and development cdsten gross
production. Like royalty, it can also be taken lve tform of oil and

casht!

" Ibid

® |bid

° Ibid

10 petroleum (Exploration and Production) Law, 1984y.D.C Law 84

1 See Ghana: Framework for Managing Upstream Petroleum Industry supra note 4



2.3

ADDITIONAL INTEREST
This is a paying interest which the state has amopo exercise.
Should this be exercised, the state through GNP@dnoe required to

pay its proportionate share of development andymrioh costs?

The option is not exercisable during the exploratend appraisal
stages. Indeed the Petroleum Agreement providdstlieaoption is
exercisable within sixty days of the determinatmnan investor that

an operation would be commercially and financialgble

The option may be exercised at an average rate/6P@and may be

exercised in one of three wal/s:

0] By all parties in the joint venture (including tséate/GNPC)
going for project finance and offering the proversarves of
the block as security.

(ii) Where the state’s share in the development anduptiosh
costs is paid by the other partners in the ventamd is
reimbursed by the state from its share of productwer a

negotiated period of time.

12 |bid
3 |bid
“ bid



(i)  Where all parties finance the venture from theinoesources,
with the state making an upfront payment of itsrehahen

cash calls are made.

24 PETROLEUM INCOME TAX
This is a profit related tax levied on income aauguto the oll
companies after all costs have been deducted. Rwitler the
Petroleum Income Tax LaWwand the MPA, it is to be levied at a rate
of 35%. The recent agreements with Kosmos and Wuicovide for

35% income tax accruing to the state either irfdlne of oil or cash.

25 ADDITIONAL OIL ENTITLEMENT
This is Ghana’s version of the windfall tax. The@ysion for this tax
in the petroleum agreements entitles Governmetevy a tax on any
excess over the company’s targeted rate of retugears when such

an excess or windfall occut$.

TAX MPA RATE TULLOW/KOSMOS
ROYALTY 4% - 12.5% 5%
CARRIED INTEREST 75 - 15% 10%
ADDITIONAL 3.75% (average) -

INTEREST

15 petroleum Income Tax Law, (1987) PNDC Law 188
6 Model Petroleum Agreement of Ghana, Article 10ilabée at
http://www.gnpcghana.com/aboutus/newsevélatst visited on 13th April,2009)




INCOME TAX 35% 35%

ADDITIONAL OlL - -

ENTITLEMENT

Table 1: compiled by author

3. THEROYALTY TAX SYSTEM
This system was also known traditionally as thecessionary system. It can
be described as an agreement between governmeranal@C whereby the
“government grants the [OC the exclusive right txplere for,
develop,produce,transport and market the petrolegource at its own risk

and expense within a fixed area for a specific amofitime.™’

Under the old concession, the IOC was given owmersh the oil in the
ground and as such had exclusive control over pérations under the
concession. The state only generated its revenesigh royalties and

income tax.

Under the modern Royalty Tax System, title to oilyaransfers to the IOC at
the wellhead. At this point, the 10C takes title gooss production minus
royalty oil, unless of course the state has agrede paid royalty in casf.

The state also has a more direct involvement amdraoover operations
through state participatiofl.In addition to royalty and income tax, the state

may also now earn revenue from bonus payments| tagas, import and

17 Nakhle,C., Petroleum Taxation: Sharing the oil krea study of petroleum taxation yesterday,
today and tomorrow(Routledge, 2008)

18 Johnston,D.How to Evaluate the Fiscal Terms of Oil Contracts in Humphreys et al (eds.) Escaping
the Resource Curgdlew York: Columbia University Press, 2007)

19 See Le Leuchsupra note 3 at 89




export duties, domestic supply obligations andesgatrticipatiorf° These are
all features that are present in the design of @lsapetroleum fiscal regime,

including the addition of an excess profit tax.

31 ADVANTAGESOF THE ROYALTY TAX SYSTEM
From the government’s point of view, the advantagkshis system
include the following:

» ltis relatively risk free. The oil company beahsthe financial
risks as well as provides the technical experas@jpment and
capital** Indeed, this is the main reason stated by GNPC why
Ghana has adopted this system.

* The system in its modern form makes room for state
participation through the NOC. This allows the goweent to
exercise some control or at least have a say oisides
regarding the exploitation of its resouféedpart from matters
of control, state participation also enables theONénd its
personnel to gather the needed experience andteepty be
able to take over operations in the futite.

* In addition to royalties and income tax, governmean earn

additional revenue under the modern licensing systaough

20 Andrews —Speed, PThe Sructure of Fiscal, Mineral andPetroleum TaxatioDistance Learning
Study Guide: unit 4 (CEPMLP, spring 2009) availadtie
https://my.dundee.ac.uk/webapps/portal/frameset.jsp

21 SeeLe Leuchsupra note 3 at 87

2 North Sea Oil Policy: Draft Statement, Memorandayrthe Secretary of state for Energy, Uk (1974)
available atttp://filestore.nationalarchives.gov.uk

Z Klueh, U., et al|nter-Sectoral Linkages and Local Content in extractive Industries and Beyond- The
Case of Sao Tome and Principe IMF Working Paper WP/07/213 (2007).
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a combination of other taxes and obligations plaoedthe
[olod

Ring fencing of particular activities or individugkojects is
also permitted under the system to limit the extenwhich oil
companies can obtain tax deductions from one agtigor
project against the other. This increases the gowent’s
chances of receiving early revenue in the formaags. It also
ensures that as the petroleum industry grows imrea, new
entrants are not discriminated against by reasdheofact that
they have no income against which to deduct exgeinserred
during exploration and developméﬁt.

This system may be designed to achieve a high level
adaptability to changes in the commodity pricehé main tax
instrument is income tax, supplemented by a formesburce

rent tax i.e. if it is designed to tax profits axgV 2

3.2 DISADVANTAGESOF THE ROYALTY TAX SYSTEM

From the government’'s stand point, the disadvastagehis system

include the following:

Bidding rounds for licensing under this system sost
considerable amount of money and time. Thereforessna
bidding round attracts financially and technicalstrong

bidders, the process would not be worthwhile foregpment’’

24 see Andrews-Speedupra note 21

%5 see Nakhlesupra note 18 at 35

%6 See Andrews-Speedupra unit 2 Instruments of Taxation

2" Radon, J.How to Negotiate an Oil Agreement in Humphreyssupra note 19 at 99

11



» Also, companies tend to be quite conservative irthid
offers for concession areas which are considersdy rin the
sense that not much is known about the prospectofitthe
area. This is especially so in virgin, previouslgeuplored
areas. The government would therefore be disadgedt it is
relying on substantial up-front paymeffs.

* This system is not as flexible as the PSC in thmesesehat it is
not easily adaptable to local conditions in a coumte. the
characteristics and location of the field suchreswater depth
and geological factorS. Such flexibility is key to attracting
investors and this is one reason why many goverisramose

the PSC over the system of licensing.

*% |bid
29 SeeLe Leuchsupra note 3 at 91
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4. THE PSC SYSTEM
The PSC may be described as an arrangement wherst @ountry appoints
an IOC as a contractor to operate at its soleaiskexpense but subject to the
control of the host count’. The 10C is not entitled to a repayment of its
expenses if exploration is unsuccessful. Howeveexploration results in a
commercial discovery, then the IOC has a contraciglat to repayment of its
costs out of the oil and gas produced from thereshtarea. The portion of
total production allocated for this is referred&s ‘cost recovery’ or ‘cost

oil.’3t

The balance of total production less cost recofknown as ‘profit-oil’ or
production split’) is then shared between the gowemt and the I0C on the
basis of a pre-determined percent¥g&he 10C’s share of the profit is then

subject to income tax.

41 ADVANTAGESOF THE PSC SYSTEM

30 Blinn et al, International Petroleum exploratiordaxploitation Agreements: Legal Economic and
Policy AspectsEuromoney Publications).

! bid.
%2 See Nakhlesupra note 18 at 36
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Governments tend to adopt PSC’'s for some of thercgved

advantages including the following:

The host government retains ownership and contvel ¢the

resources. The state by itself or through its N@Ghie only
possible owner of the right to the resource. Owmprsf the

resources is a very sensitive matter and reflbetstate’s claim
to sovereignty over its natural resources. UnderP&C

therefore, title to the contractor's share of pmithn only

passes at the export point or at some other agiebdery

point 3

In addition, equipment and facilities purchasediltoy IOC to

be used within the country becomes the propertyhefhost
government. Title may pass either immediately aftee

facilities arrive in the country or upon the comsnising or

start of worlk*

The PSC system enables the government to avoidiske

associated with exploration and development. Theanpany
bears all the risks and expenses though these eegcbvered
if the operation is successfiil.

Apart from profit oil and income tax, a PSC maydesigned
with other elements to enable the host countryntveiase its
take as well as earn some early reveliuglements usually

included in this hybrid form of PSC include royaltgtate

%3 See Blinn supra note 31 at 73
% Johnston, D., International Petroleum Fiscal Sgstand Production Sharing Contrag¥sisa,

Penwell, 1994).

% See Nakhlesupra note 18 at 36

% |bid.
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participation, bonuses, and domestic supply obbgat A ring

fence may also be imposed on particular activiied areas to
prevent IOCs from offsetting costs incurred undee ticence
against profits from anothéf.

» For low profitability project's government take ligely to be
much higher under a PSC. This is because of theilplity of
placing a limit on yearly cost recovery amounts.isTh
guarantees additional front-ended revenue for gowent>®

 The PSC is also well known for its flexibility. i& possible to
design each PSC to adapt to different geographaral
geological conditions in the country. This flexityilis needed
to make up for differences between different fietatslicence
areas which cause the cost of development of soe@s &0 be
much higher than othef8.In addition, certain terms of the
contract, for instance royalty, may be subjectlidirey scales
in order to make them more sensitive to price Vighatand
changing costs of productidfi This flexibility and adaptability

of the PSC can be a source of encouragement for the

development of marginal fields.

4.2 DISADVANTAGESOF THE PSC SYSTEM
Disadvantages of this system as far as governmentoncerned

include the following:

37 Ibid.

% Baunsguard, TA Primer on Mineral Taxation IMF Working Paper WP/01/139 (2001) available at
https://my.dundee.ac.uk/webbapps/portal/frameget.js

%9 see Nakhlesupra note 18 at 36

40 See Andrews-Speedupra note 21
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 Due to the fact that title to all facilities and uggment
purchased for production passes to the host gowsrm
legally, the obligation of decommissioning and theye costs
associated with it would also be borne by the stateavoid
being saddled in such a manner, care should ben take
government to ensure that the obligation to decawsiom is
clearly assigned to the 10C in the contrdda special fund
may also be set up during the period of productiotake care
of the costs associated with abandonment and detssiomng
at the end of field life.

* It is possible for a government to have difficudtiavith
regulation under the structure of the PSC. Bec#usdPSC is
in many cases designed as a self-contained lalackis the
checks and balances in the form of a regulatorymegisually
associated with the licensing system. The govermntieen
becomes torn between making more profits and einigrc
regulation on things like environmental practicesereby

reducing its profit§?

“I Tordo, S.Fiscal Systemsfor Hydrocarbons Design Issues, World Bank working Paper NO.123.
42 See Radonsupra note 28
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5. THE WAY FORWARD
The last two chapters make it obvious that deghiebasic differences in the
form of the Royalty Tax and PSC systems, the twgiesys can in practise be

packaged in very similar ways to achieve identieallts.

One instance of the above is the imposition of tgyeEven though the
traditional PSC is not compatible with the colleatiof royalties, some PSCs
have in recent times been combined with royaftietike in the concessionary
system, royalty in a PSC is the first to be dedilicteit of production,
providing early revenue to the governméfitinder both systems, government
would be able to apply a sliding scale to the nyyed make it less regressive.
Ghana would therefore be able to achieve the séfieet &rom royalty under a

PSC as it does under the current system.

In addition, both systems allow a combination ofiliges, state participation,
domestic supply obligations, additional taxes tptaee a share of windfall for
the host country etc. This being the case, it waddm that whatever fiscal
package Ghana can obtain under the PSC is alsoadika under the Royalty-

tax system which it has already adopted.

“3 See Johnstorsupra note 35 at 53
44 |bid.
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The computation below shows that Ghana’'s currestafi package when

translated into a PSC would yield the same amotibeoefit expected. The

only difference being that its lifting entittemembuld be more under a PSC.

Royalty 5% Income Tax 35%
Cost Recovery Limit (NIL) Assumed costs $10/BBL
Carried Interest 10% Oil Price $58/BBL
Gross Revenue
Company Share $58.00 Government Share
Royalty 5% $2.09
$55.91
$10.00 Deductions
Assumed Costs Taxable Income
$45.91
$41.32 Carried Interest 10% $4.59
($14.05) Income Tax 35% $14.05
$27.27
$37.27 Division of Gross Revenue $20.73
$27.27 Division of Cash flow $20.73
57% Take 43%
27.27/(58.00-10.00) 20.73/(58.00-10.00)
96% Lifting Entitlement 4%
(58.00-2.09)/58.00 (2.09)/58.00

Table 2: Royalty/Tax System (based on oil price on 07-05-09). By author with
guidance from Johnston,D., How to evaluate the fiscal terms of oil contracts

Royalty 5% Income Tax 35%

Cost Recovery Limit 50% Oil Price $58.00/BBL
Carried Interest 10% Assumed Costs $10.00/BBL
Gross Revenues
Contractor Share $58.00 Government Share

Royalty 5% $2.09
$55.91
$10.00 Cost Recovery limit 50%

Assumed Costs
$45.91Pr ofit Qil

Profit Oil Split 90/10% $4.59
$41.32 Income Tax 35% $14.05
($14.05)
$27.27

18



$3.27 Division of Gross Rev. $20.73

$27.27 Division of Cash flow $20.73
57% Take 43%
$27.27/($58.00-$10.00) $20.73/($58.00-$10.00)
88% Lifting Entitlement 12%
($10.00+$41.32)/$58.00 ($2.09+$4.59)/$58.00

Table 3: PSC (based on ail price on 07-05-09). By author with guidance from
Johnston, D., How to evaluate the fiscal terms of oil contracts

It is obvious then that from a purely fiscal poaitview, it does not matter
which one of the two systems Ghana adopts. Theritapce of the distinction
between the two systems is then really a mattdawfand politics, when it
comes to the sensitive issues of title, ownership sovereignty. On the fiscal
front, what really matters in the author’s opinisrthe way in which different
tax instruments are combined to achieve the govent’sn objectives, be it

under the Royalty-tax or PSC system.

An ideal fiscal package has been described as tioaiethe parties have an
incentive to adhere t§t is one that not only adapts well to price fluations
but also ensures that “government take” corresptmdiscreases in economic

rent, without causing the 10C to feel too much girech?®

Ghana’s fiscal package for petroleum should theeeim at achieving as
much as possible the characteristics of neutrahity efficiency, progressivity,
flexibility and stability. There should also be attractive combination of

allowances guaranteed to complement the tax elemadtitionally, the roles

5 See Le Leuchsupra note 3 at 82
4% |bid.
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of the GNPC and the IRS in monitoring of operatioasd in tax
administration will be crucial to the success ofa@a's fiscal regime for

petroleum.

51 EFFICIENCY & NEUTRALITY
To the extent possible, the fiscal package desibyedhana should be
efficient and neutral. This means that the coustfiscal regime for
petroleum must neither encourage over investmemt discourage
investments that would otherwise have been madghis can be
achieved by limiting government take to the ecomomant, taxing
when profits are made and refraining from taxingewHosses are
made?® The income tax and additional oil entitement feas of
Ghana’s regime take care of this. A withholding teauld also do

same.

The difficulty with targeting economic rent howevsrthat IOCs may
exaggerate costs and under declare their profitss 1| where the
ability of GNPC and IRS to effectively monitor opéions and tax
payments of the I0Cs would be crucial to securiegenue for
government. Rather than relying solely on self-aexd reports of the
companies accounts, sophisticated accounts pevdatmshe expertise

in the field of petroleum taxation should be engtije

52 PROGRESSIVITY

" See TordoSupra note 41 at 14
“8 See Nakhlesupra note 18 at 12
49 See Radonsupra note 28 at 107
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This is also linked to neutrality. It refers to thiéuation where the tax
rate increases as the tax base grows. As such, pnoiieable projects
would be taxed more than less profitable ones. €h&ures equity in
the tax syster If a tax regime is regressive, the unfortunateltes

that as the project gets more profitable, the pegacge of “government
take” relative to “contractor take” gets smalldrid in the interest of

government therefore to introduce progressivity itd fiscal regime.

Royalty and Income tax are key elements of Ghafiscal regime for
petroleum. Royalties, whether based on volume luevare regressive.
This affects investment behaviour and may also kadneconomic
choices being mad&. A royalty may be made more progressive by
applying a sliding scale to it based on levels @dpction, value of
sales, the depth of water or the depth of the weWhich the oil is
found. Another way is by using the R-factor schéfey of these
elements may be introduced into Ghana’s agreemeitits [IOCs to

balance the effect of royalties for both governnmaamd the companies.

Though personal income tax tends to be progressorporate income
tax may have a regressive effect because its bundegrcentage terms
remains the same as the profitability of the promnges? In order

to reduce the burden on companies when profitghigitlow and to

*0 See Anderews-Speeslipra note 21
®1 See Tordosupra note 41 at 39
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ensure that the government gets a share in thelaipgien excessive
profits are made, a stepped tax rate may be appiiegetroleum
income tax in Ghana based on product prices, vauofigoroduction,

sales turn over or profit- to- sales ratfo.

5.3 STABILITY AND FLEXIBILITY
Stability of a fiscal regime is an important factbat impacts on the
decision of an I0C to invest or not or to maintainwithdraw its
investments from a country. Investors like a stadnbel predictable
fiscal regime that guarantees the expected retomntghe large-scale

investments in the oil and gas industty.

Governments on the other hand would like an oppdsttto change
existing tax rates and impose new taxes in respaoasehanging
circumstances like commodity price increases andet for instance

with emerging environmental concerns.

Stability may be attained through flexibility inehfiscal regime. A
flexible fiscal regime balances out the interes$tisath government and
IOCs by ensuring that government gets an acceptaide of return
commensurate to the profitability of the projgidnce again, in a
royalty tax system like Ghana’s, this can be adddethrough sliding

scale royalties and a progressive income fax.

*4 See Baunsguardupra note 38
*® bid
% See Tordosupra note 41 at 14
7 |bid
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A legal solution to ensuring stability would be itesert stabilisation
clauses into the petroleum contract. “Equilibriuraf “balancing”
stabilisation clauses may be used to guaranteergment’'s right to
make changes to the tax system while at the same giroviding for
some adjustment of the 10Cs position to ensuredhahges made are

not detrimental to its investments.

CONCLUSION

In conclusion, it is the writer’'s opinion speakifrgm a purely fiscal

point of view that the current debate in Ghana ovbat system to
adopt should move on beyond focusing on terminekgilnstead the
debate should focus on putting together an ap@tgpdombination of
tax instruments that would have the effect of enagimg Ghana'’s oil
and gas resources to be developed in a sustaimale Emphasis
should also be placed on strengthening the admatis and

monitoring capacity of the IRS to deal with the nfseal regime and
on allowing the GNPC to play its defined role indegently and

professionally.
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*8 |bid.
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