
 

Answer-to-Question-_1_

Part one

There are three principal contract types, each has been explained breifly below:

Concession Regimes: Concession regimes apply to where the government transfers 

the title of the oil and gas to the oil company and imposes tax and royalties. The oil and 

Gas company owns the oil and gas produced and pays corporate tax on their related 

profits, which may be higher for upstream oil and gas activities. This regime is 

commonly combined with a royalties regime, which imposes charges based on the value 

of the oil and gas produced. Oil and gas companies under this regime may have 

incentives such as immediate deduction for development costs. Concession regimes have 

specific terms for exploration and drilling costs, such as whether the costs are deductible 

or must be capitalized. 

There are some issues pertaining to this regime including:

• some ring-fencing issues, whereby the profits of one field may not be offset by the

losses of another; and

• siginifact withholding tax (WHT)issues, wheeby there may be WHT on dividends

and branch remittance taxes. However, they may be reduced due to the revelant Double 

Tax Treaty (DTT). Notably, the WHT may alsobe substainally higher for payments to 

countries with low effectice tax rates such as tax havens. 

Finally, there may be a tax consolidation rule, where the profits of one company 

may be offset by the losses in a related company given that there is sufficient ownership 

between both. 

Prodcution Shring Contracts: Unlike the concession agreements, the government 

retains the ownership of the oil and gas but gives the right to share production, known as 

profit oil, to the oil and gas company. The oil and gas company will seek to recover its 

costs through additional oil, known as cost oil. Similar to concession agreements, PSCs 



are commonly combined with a royalty regime based on the oil and gas produced. For the 

PSC, the government retains the ownershipo of the oil and gas, while the oil and gas 

company essentially performs the exploration, drilling and prodcution activities in return 

for a share of the oil and gas. 

A portion of the total production is retained by the oil and gas company to recover 

its costs as cost oil; meanwhile, the remaning portion is split betweent the government 

and the oil and gas company as per the PSC forumla. This split may be either a fixed 

percentage or a sliding scale. 

The government may then impose a tax on the profit oil or deem the company’s tax 

to be paid by government from the government’s profit oil share. The company may be 

subject to tax in addition to sharing the profit  oil with the governemnt, 

PSCs state alowable costs for cost oil and may require the costs result from 

competitive bdiss. 

PSCs may provide exemptions from further direct and indirect taxes, as well as 

exempt WHT on dividends, interest, royalties and service fees and branch remittance 

taxes. They may also exempt the tax on the direct or indirect sale of oil and gas interest.

Service Contracts: unlike the aforementioned regimes, this regime simply employs 

the oil and gas company as a contractor. In other words, the oil and gas comoany 

essentially receives a fee for exploration, drilling and production services. This fee may 

increase as production increases. In regular service contracts, the fee is paid for services 

performed irrespective of the outcome of the development. 

Part two

Export Duties 

Export duties on oil and gas are taxes on the amounts of production exported from 



the production country. This is generally combined with other taxes, for instance Russia 

imposes an Export Duty, as well as Mineral Extraction Tax and Corporate Profits Tax. 

Export duties are substaintally different from indirect taxes. This duty is essentially 

imposed for the rights to the country’s oil and gas, rather than a tax on the production. 

The amounts are imposed as an export duty so they do not directly affect the domestic oil 

and gas prices. Therefore, they aim to generate profits from international oil and gas 

sales. 

The issue of oil and gas developments impacting local prices is seen in a large 

number of countries, most recently the US. In the US, the potential issuing of LNG 

export permits and terminal approvals is expected to increase US domestic prices. The 

use of export duty may partly address this issue by ensuring that part of taxation does not 

apply to domestic oil and gas sales.

Indirect Taxes and VAT

VAT is imposed on the value of a company’s sales in many countries, with the 

company allowed a credit for VAT paid on their purchases. The export of oil and gas may 

be 0-rated for VAT purposes, which results in the VAT not being chargable on the export 

sales. However, the company is entitled to refund the VAT paid on its related purchases. 

This, however, may lead to a refund issue; whereas, the company may be applying 

for refunds. The issue is whether the refunds are allowed, are provided promptly, or there 

are substanial delays. Tax regimes and PSCs may provide sepcific exemptions from VAT 

to avoid this credit refund issue  and it may be extended to local suppliers to upstream oil 

and gas companies. 

Alternatively, there are gross turnover taxes, applied in the US, which are 

essentially single stage taxes on the final sale to the consumer. 

Countries may alo apply significant Customs Duties on importation of equipment 



for exploration and production. Several countries allow specific exemptions under PSCs 

or tax regimes from indirect taxes where equipmenr used in oil and gas activitoes is 

subseqently exported after use. For example, the Brazilian Repetro regime or Indonesian 

import duty. Customs duties are a significant issue for the importation of oil and gas and 

a related issue is whether there are examptions from customs duty under international 

agreements, for example the related exemptions between Canada, Mexico and the US 

under the NAFTA agreement. Related issued include whetrher crude oil and natural gas 

qualify as sourced in a NAFTA country under NAFTA rules of orgin. 
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Answer-to-Question-__2__

Transfer Pricing (TP) has become a requirement in many countries worldwirde. TP 

refers to the requirement that the “arm’s length” prices are paid for goods and services 

purchased or sold with related parties i.e. the market price that would essentially be used 

between independent parties. TP requires the arm’s length prices for transactions with 

related parties to prevent shifting of taxable profits. For oil and gas companies, there may 

be servel related parties perfomring different services and the transactions between one 

another should be examined under a TP scope. The following are trancations used within 

the oil and gas sector, as well as their TP risks and or opportunities:

• Exploration services: Seismic surveys, and geological and geophysical analysis

services are used to analyse potential oil and gas fields. TP isses arise when seeking to 

deduct these costs or include these costs in cost oil under PSCs. The costs charged should 

be at arm’s length and should be comparable to those provided by independent 

contractors. However, the quality and type of service may differ and in some cases may 

be located in the head office (HO), whereby the HO may require higher markup over 



costs. TP defense files should demonstrate that the markup is at arm’s length rates or that 

the services are at similar prices to independent contractors. 

• Drilling: Drilling is a significant cost for upstream operations. TP issues arise

when the oil and gas company is seeking to deduct costs or include costs in cost oil under 

PSC regimes. Costs charged by the company’s drilling team should be at arm’s length. 

Drilling charges may vary depending on the location, well depth, and the geological 

formations. 

• Financial Guarantees: Financial Guarantees may be given by a parent company to

support its overseas subsidiaries. Arm’s length prices for financial guarantees can be 

established. Such guarantees may be provided by several financial institutions for a fee or 

may be based on the decrease in the interest rates on a loan based on the superior credit 

rating of the parent company. It may be argued that the arm’s length fee should be 

reduced for implicit support of a parent company, where the parent would be in many 

cases support its subsidiary without a guarantee. This is based on the GE Capital Canada 

case in 2011. 

• Group Procurement: A group procurement company may purchase goods and

services requird by the multinational oil and gas group, then resell those goods and 

services to the various group companies. This company derives a profit margin and is 

generally located in a low-tax country. The related TP issue is what level of profit is 

appropriate for that procurement company. Tax authorities may adjust the purchase prices 

downward, increasing local taxable profits, if the prices are deemed higher than the arm’s 

length prices. 

As mentioned above,k TP is significantly important to governments in order to 

avoid profit shifting and maintain their taxable profits within the counrty.
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Answer-to-Question-__4_



 

Part One 

The principle idea behind ring-fencing provisions is that an oil and gas company 

cannot offset the losses of an oil and gas field, or other business activities, with the profits 

of another. Ring-fencing is a mechanism governments use to segregate the profits derived 

from oil and gas activities, whether they are individual blocks/fields or from non-oil and 

gas related business activities carried out by the same oil and gas company. Countries 

apply ring-fencing to different scopes, for example some countries apply it to segregate 

oil and gas activities from other non-oil and gas related activities, and other countries 

apply it to segregate between the individual projects of the same oil and gas company. 

Ring-fencing provisions essentially limit the dedcutions in which an oil and gas 

company may use for tax purposes. In other words, the dedcutions are restricted for 

different activities or projects undertaken by the same company. It has become common 

practice for host countries to impose ring fencing provisions in order for governments to 

attribute only the costs related to the activities while taxing the oil and gas companies. 

Notably, this may restrict the cost recovery in PSCs or deductions in the tax and 

concession regimes, since all cost associated with a certain block or license must be 

recovered from the income/revenues generated within that same block or licsense, and 

under no circumstances may it be offset with another. 

Under PSCs, ring-fencing provisions apply to the individual licenses or on a field-

by-field basis. Exploration expenses in one non-producing block may not be dedcuted 

against the revenues from another block from the purposes of calculating and assessing 

the tax due.

Generally, ring-fencing leads to higher overall taxation and accordingly higher 

government revenues from upstream oil and gas, which is normally highly taxed. In the 

absence of ring-fencing agreements, the government may receive delayed revenues since 

companies may deduct exploration and development costs against profits of other 



projects. Companies, in this case, may disproportionately allocate costs in order to reduce 

the tax due on their activities. Overall, ring-fencing leads to an encouragement of tax 

planning and affects the decision of oil and gas companies to undertake oil and gas 

activities due to the inability to use deductions. 

Part Two

Ring-fencing provisions of regimes are included in the following country examples:

• Norway: Norway applies ring fencing so that only 50% of onshore losses may be

used to offset offshore profits.

• Saudi Arabia: Ring fencing between fields does apply on each contract under the

natural gas tax regime.

• UK: UK has a ring-fencing provision which provides that onshore losses may not

offset offshore profits. 

• Greenland: Greenland applies ring fencing, where oil and gas exploration and

exploitation cannot be offset other income or expenses. There is no field ring fencing. 

• Kazakhstan: Kazakhstan applies ring-fencing between PSC contracts and between

oil and gas production and other activities.
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Answer-to-Question-__7_

There is a primary issue in international investment in acquiring oil and gas assets, 

i.e. whether to acquire a target company by acquiring shares in the company or

alternatively to acquire the assets of the company. The analysis includes the structures to

obtain interest deductions, generally referred to as debt push down and the issue of the

limitation on interest deduction under most PSC regimes.



Asset dedcutions are generally allowed to a company for the purchase of assets 

under tax and concession regimes, as the assets will generate taxable profits. It may be 

more difficult to obtain interest deductions to purchase shares in a target company, for 

example, there may be restrictions where the related dividends are tax exempt under 

participation exemption provisions. 

The issue gives rise to structures to use interest deductions with debt push-down, so 

that interest deductions may be used against profits of the acquired company if the 

country allows tax grouping or consolidation. 

The effective use of interest deductions in PSC regimes is more difficult. The PSC 

itself will generally exclude financing costs as allowable costs in determining cost oil. 

The issue may then be whether interest deductions on debt to acquire license interests 

subject to PSC regimes can be made elsewhere in the multinational group, for example, at 

the parent company level. 

Many countries have thin capitalization provisions which restrict interest 

deductions on related party debt. However, the debt push-down issue more frequently 

related to the placing of third party debt within a multinational group, such as borrowing 

from banks, and in many countries interest on this debt is not subject to thin capitalization 

provisions. There is a newer trend, however, towards interest deduction limits based on 

other criteria such as earnings before interest and tax (EBIT). 
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Answer-to-Question-_8__

There are various means in which a company may transfer its license held in a host 

country and the tax impacts of each depend on the specific tax regimes applicable. Taxes 



generally applicable to the transfer of assets (i.e. licenses or contracts) include Capital 

Gains Tax (CGT), corporate income taxes, stamp duties, VAT and other taxes. The 

domestic taxes may be supersede by the presence of a double tax treaty (DTT). In some 

cases, specific upstream oil and gas contracts are drafted between the government and the 

oil and gas company, which may allow for special tax regimes affecting CGT or other 

transfer taxes. 

There are two ways in which a transfer of an oil and gas contract between two 

parties can take place: (1) Direct transfer via the direct sale of the license by the oil and 

gas company, which is generally subject to CGT or other transfer taxes; or (2) Indirect 

transfer via the sale of the shares if the oil and gas company holding the license. For the 

second way, companies generally tend to have a double holding structure i.e. a holding 

company that owns the company in which the license has been provided too. This 

structure is placed as an attempt to optimize the tax impacts by eliminating the taxation of 

the license host country on the direct taxation. 

It should be noted that this structure may trigger the application of anti-abuse 

provisions seeing as the holding structure is generally located in a tax haven. 

Additionally, attention should be drawn to the application of taxes on indirect transfers, 

as some countries allow for the taxation of indirect transfers. DTTs may be used in this 

case. 

Additionally, consideration should be given to whether the transfer has been 

perfomed as a cash or non-cash consideration. For example, farm-out agreements could 

be a possible structure. Farm-out agreements are agreements when the current holder of 

the licesne is only transferring part of its license to a third party through a non-cash 

consideration. In this agreement, the investor agrees to share future expenses in return for 

a share of the oil ad gas development. These agreements may not be taxable if the 

consideration is uncertain. Generally speaking, tax systems have been adopted to use cash 

considerations as metrices on how to tax. Seeing as the farm-out consideration may be 

non-cash, it would be harder to tax. 



Given all of the aforementioned, there should also be a consideration on the anti-

avoidance and TP provisions both domestically and within the DTT, if applicable. In the 

case of non-cash considerations, TP rules may grant a monetary value to the transaction 

and subject it to CGT or other transfer taxes. 


