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more eguitably spread around the w i i
responsibility for trimming output lo(:nﬂ::;t lsc::;cc :::o'“ﬁ"h the i
by OPEC, with only minor exceptions whene:th h.h-‘
ments 'have agreed to make what were largely tokee; s 18 v
Blhte'l'al arrangements based on improving mmcuu cosaring
ergy security, and mMng investments and trade g
;':lprocal, m?d non-discriminatory basis could also f n the e
uture multilateral agreement. The benefits first ca sttt
States and Saudi Arabia could be enlarged with sizit;al:d;’hmh oy
ments signed by the kingdom, other interested importing co-t-'.
Washington, and other exporters. Saudi Arabia could make deaks
_Iapan, Korea, and the European Communities. Venezuela -
its own accord with Washington, and so on. . ol e
Building new in i instituti gemen
conra ik thg e mt:;-nauonal msmuuox‘m! arrangements 'durq e
; not be easy. But it is probably inevitable Th
United States and Saudi i r
udi Arabia appear to have lost a major opportussy
to' Create a new order from above. And, the European Charter sm
might, in the end, turn out to be a winner, although at this stage thet
seems far frgm likely. But a new regime seems to be in the ofing in sy
event. It will not likely require the dismantling of OPEC or the [EA
Equally important, it need not require a politically difficult disloges b
tween the. two organizations, a broader United Nations forum, or a
other setting for grand discussions. Yet over time, it could supermie
both, providing the foundation for a kind of General Agreement oa Pe
troleum and Petroleum Products, much as the GATT emerged from &%
lateral trade agreements based on the extension of most-favored-sabwe
treatment to a broad array of countries. Then the rule of law will ey
have its day in this sector.
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FROM CONCESSIONS TO SERVICE
CONTRACTS*

Ernest E. Smitht

1. INTRODUCTION

The public and private arrangements under which oil production is
asthorized have gone through a variety of phases since the emergence of
petroleum as an internationally traded commodity in the middle decades
of the last century. Historically,
“eoncessions” which authorized a company to X lore, develo,
market petroleum for a specified number of years. The earliest grants,
sach as those made by various sovereigns in the Middle East, often cov-
aed an entire country and lasted several decades. In exchange for an
Witial payment and a right to some fraction of the value of any oil pro-
deced, the country or its ruler transferred all managerial and decision-
making rights over oil exploration and production to the company or
eomortium of companies that received the grant. Decisions over when,
o even whether, to explore and drill for oil were left entirely to the com-
Pay. Alternatively, a company might acquire what it deemed to be the
Seivalent of fee simple ownership in much of a country’s oil reserves, as

Oil argued it had done in Mexico.
Such sweeping grants of power over what was often a country’s sin-
most valuable asset rarely endured unscathed for the originally stated
e co. In an effort to regain control over their mineral resources,
“ d‘:’x“mnes_, such as Mexico and Iran, resorted to a single dramatic
propriation; others turned to less drastic means of altering the

—
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original agreements. In Venezuela, for example, expropriati i
pany assets occ‘:un'ed'as a relatively gradualp procispl::::: ;fv:l:ﬂm'
cada In Saudi Mbm and several other Middle Eastern countri o
ongma'l concessions were modified by on-going renegotiations u:’ the
gmlted in significantly different arrangements. The formation and "y
ing power qf the Organization of Petroleum Exporting Co b
(OPB(?), which represented the interests of several similfrl - it
countries, helped significantly to expedite the process.! Yretunted

These historical developments do not mean that co i
longer in use. Virtually all publicly and privately owne:c::l::;::?o
the United States and Canada are developed under oil and gas leases thm
are first cousins to traditional concessions. Other countries, es ial: ,
Western European nations with significant North Sea rmrve's u:eec sumy
lar arrangements, although they usually refer to them as lic;nsm The
duration of the modern concession is typically far shorter than that ;)f the
carly conccissions, and modern concessions impose development schemes
upon the hcel-lsfae. Other types of agreements provide for a significant
degree of participation in decision making by the host government or its
state-owned oil company. Alternatively, a country wishing to have its
resources developed but lacking the capital or technical expertise to carry
out the program itself and unwilling to grant extensive rights over its

mm;rals to foreign corporations, may enter into a service contract with a

foreign company. The company agrees to explore a specific area and, if

productu./e, develop it in exchange for a payment based upon production.

T1'1e foreign company bears the financial risk of the operation, but re-

ceives no property right in the host country’s territory or its minerals.

T!us paper will examine the original types of arrangements used to
authorize petroleum development and describe the basic format of the
variety of arrangements that are in use today.

II. THE EARLY PETROLEUM ARRANGEMENTS

For most of this century, the oil industry has been characterized by
the concentration of control in a relatively few companies or entities. In
the earliest period, Standard Oil of New Jersey exerted near monopoly
control on oil supply and price. Although “trust busting” legislation,
such as the Sherman Act and the United States District Court decision in

l. A description of these develoj i
pments can be found in DANIEL Y 1991)-
See olso ALBERT L. DANIELSEN, THE EVOLUTION OF OPI-?C (191;;:; ro, Tue Paize
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United States v. Standard Oil Co. of New Jersey.? led to the eventual
preak-up of Standard Oil, control over the market merely shifted to a
group of large, vertically integrated oil companies known collectively as
the “Seven Sisters” or-simply “the Majors.”*

A. The “Classic” Concession

During this early period the typical international arrangement for
authorizing petroleum development was the concession. Several charac-
teristics of these early arrangements are especially noteworthy. For ex-
ample, many of the Middle Eastern concessions were apparently granted
directly by the ruler of the sheikdom or sultanate or by a minister acting
directly on his behalf. In many instances, the process seems to have been
analogous to that engaged in by an American landowner negotiating with
a company over an oil and gas lease. The recipients of the concessions
were almost invariably consortia with partially overlapping membership.
This interrelationship of the major oil companies in almost all of the con-
cessions resulted in joint offtake agreements which limited the total
amount of production from the major concessions.* Because these agree-
ments essentially limited each company to a set amount of oil which it
could market, the incentive to drill new wells into an established and
proven reservoir might be relatively slight. Nothing in the early conces-
sions or the oil companies’ agreements with the sovereigns prohibited
such conduct.

The scope of rights granted was enormous. Geographically, conces-
sions usually covered immense areas. For example, the concession which
William D’Arcy obtained from the Shah of Persia in 1901 covered
500,000 square miles;® concessions granted by the rulers of Abu Dhabi®

2. 253 F. Supp. 196 (1966).

3. The names, and to a lesser extent the identities, of these panies have ch d over time.
In the 19508 when the designation “Seven Sisters” came into wide use, the companics were Humble
("P'l Exnon), Texaco, Mobil, British Petroleum, Royal Dutch Shell, and Socal (formerly Standard
Ol of California and later Chevron).

4. See Note, Fram Concession to Participation: Restructuring the Middle East Oil Industry, 48
N.Y.U. L. REv. 774, 779-80 (1973).

S. RoOBERT O. ANDERSON, FUNDAMENTALS OF THE PETROLEUM INDUSTRY 40 (1984). The
company formed to exploit D'Arcy’s concession was the forerunner of British Petroleum. In 1933,
negatiations between the country and the Anglo-Persian Oil Company reduced the area d by
:‘: concession to 10,000 square miles and extended its term to 1933. See Note, supra note 4, at 776

6. Atef Sulciman, The Oil Experience of the Middle East Emirates, 6 J. ENERGY & NAT.
REsources L. 1, 3 (1988).
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and Kuwait’ covered their entire i
countries. The government i
]g;\; SOIll’::son & Son, predecessor of the British controlledOfMMe:‘m
e Mmpany, a concession embracing almost all federg]] —
lands along the Gulf of Mexico.* Y Ovmed

The grants were similarly sweeping in terms of

0 . lhe i
:ogth:: t&r;uns(t;:rred tofthe companies. The companies were fm: lt;:l‘adxt-]ium::l
e g theany o the lands granted. Production of any oil discovere;
e Lo the option of the grantee which was under no obligation to
etease ;gph :n':)d P:lngclil::t:vﬂoped territory.” The host countries re.

’ igl In managerial decisions,'® includi i
sions on drilling and development, even though th inancial b,
received by the countries o ir i 9nly ﬁnfmcml o
boen paid was g i tOr rt(l:;;;t;t‘:lers after the initial consideration had
 As indicated earlier, the concessions were i
3::: ﬁiGtenerally they were for fixed time p:ri;eodl.lsl t:;‘;e?v:x?c hr::e? l;::
grantédxtg syt:anr: :‘he 1933 c‘onca.;sion that the King of Saudi Ay;abia
e ard Oil of C;nhforma for 50,000 pounds of gold was fora
S-S yearl:erm and ultimately covered as much territory as the
DA ycng:'a-nﬁt The Abu Dhabi'? and Kuwaiti'® concessions were both
oo o:'w :«:Isyenm. wﬁhm were alyvays some exceptions, of course.
rovolenessions granted in the period following the 1911 Mexican
i o were | ;:: : lfﬂwd' that could not exceed thirty years and con-
with its abgmti o uses in the event the company failed to comply

Perhaps most striking, especially when viewed from the vantage

point of the last decade of the twentieth century, the “government take”

under the Old concessions was extr Yy e host countr Y: or
Cmel Small. Th h
. P . . the
lu-]er, usually received an initial cOnSldethny l'oughly ana]ogous to

1. See KErru W. BLINN ET
. AL, INTERNATIONAL PETR ™
TION AGH OLEUM EXPLORAT. PLOITA-
REEMENTS, LEGAL, ECONOMIC, AND POLICY ASPECTS 56 (1&935;.0“ 10N & EXPLOITA

8. For discussi i . N ;
TICS IN LATIN A:::Ao(r;;;z?:ﬂysm: :EM""’“- sce GEORGE D. PHILIP, O1L AND PolLi-
DE LAS EMPRERAS PETROLERAS 18-32 (1964), RZ0Q FLORES, HISTORIA DE LA EXPROMACKON

9. Nmf. supra note 4, at 776-77.
:(l) ;:nmn. Supra note 6, at 3.
. e GOVERNMENT OF SAUDI A Reso!
(on file with the Texas Internationol Lm: t’:::;l:); vELOrMENT OF vrcss Docue (57
12. Suleiman, supra note 6, at 3. .
13. See BLINN ET aL., supra note 7, at 56.

14. See Roscok B.
(1949), - GAITHER, EXPROPRIATION IN MEXICO: THE FACTS AND THE LAW 4
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and some form of royalty. Under some conces-
sions, the royalty was a specified fraction of production. The original
D’Arcy concession in Persia provided for a sixteen percent royalty.'
Few others were that generous to the host country. The concessions that
the Mexican government granted over its own publicly-owned territory
prior to the Revolution generally set the royalty at ten percent.'$ Other
arrangements provided for a royalty calculated as a flat rate per ton
cather than as a percentage of production or the value of the sale price of
production. Thus, both the Ruler of Abu Dhabi and the Sultan of Mus-
cat and Oman received three rupees per ton of oil produced from their
respective concessions;!” the Arabian concession set the royalty at
twenty-one gold shillings per ton.'®

Today, when even the least sophisticated United States landowner is
likely to end up with a royalty no smaller than 16.667% (1/6th) of the
gross production, the minimal nature of government “take” under the
old concessions is startling. It is made even more so when other aspects
of the concessions are considered. The 1901 Mexican petroleum law
which authorized granting concessions on public land gave the compa-
nies liberal tax exemptions, the right to import machinery, equipment
and material duty-free, and other special privileges including the right to
“expropriate” land necessary for their oil operations.'® Some of the Mid-
dle East concessions freed the companies from all tax obligations that
were not specifically set out in the agreement.*

Perhaps the following comment provides the best perspective on the
concession system, especially as it existed in the Middle East:

It must be recalled that in those days, concessions were granted by

metimes little authority, often under foreign polit-

Sovereigns with 501
ical dominance. Also, the countries concerned were backward, some-

times nomadic, and in no case possessed a legal framework liable to
govern such things as petroleum operations. Therefore, in order to fill
that void, concessions were not only tilted in favor of [multi-national

modern oil lease bonus,

15. See ANDERSON, supra note 5, at 40.
16. FLORES, supra notc 8, st 27. The Mexican royalty was apparently computed on a net

Profits rather than a gross production basis and was divided betwoen the federal government whi
received seven peroent and the government of the producing state. The state, commoaly Verscruz,
Feceived the remaining three percent, Id. at 32,
17. Suleiman, supra note 6, at 2; BLINN ET AL, supra note 7, at 57. This has been cstimated 10
equal approximately cight cents per barrel. Id.
18. See IRVINE H. ANDERSON, ARAMCO,
(1981).
19. For a description of thesc special rights, see FLORES, supra note 8, at 26.
20. RAYMOND F. MIKESELL, PETROLEUM COMPANY OPERATIONS AND AGREEMENTS IN

THE DEVELOPING COUNTRIES 20-21 (1984).

THE UNITED STATES, AND SAUDI ARABIA 25
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corporations) but also written in

sufficient charters for those areas such a way that they constituted self-

: f the worl
infrastruct i o orld where [there] ex;
cture of any kind, nor any government conu!ol or ]c:;l:;iegufm

ies

of an it i
yes?:e.nﬁ:lnce. it is hardly. sun:prising that the word “concession”
dmom?moe-" thjz exmsochimt.erl with “underdevelopment” and * Iit(')ll
fominane 3 plains from a psychological standpoin  howr
toward this type of agreements [sic).?’ poinh, the bosti

B. Other Development Arrangements

Although the concession w. .
development, other types of as the typical form used to authorize oi)

stances, deviati gements were also in use. In many i
ences in 1:::1"::31:10: ‘;‘ ctgﬂmlon format was the wsulltl of m);i':

R - By the tu h
ownership of subsurface mineral m of the century, the concept that

. s, includin, ; .
sovereign w: i . g petroleum, inh
gn was widespread, but it had not reached the de :;id mut.h.e

versal acceptance afforded i
; . t today. Hence, in man

PﬂViBotc ow;lrfershlp of petroleum in place was still possy p::;is o (tjhe world,

anmd ‘ :.0 nr ich had been developed as an agreement bctween, m:; s;(t)he con-
company, was often not a ; vereign

urely pri A ppropriate for an agree
‘gm y pngvat: :tanm. Thel.'efore, where private ownerghipn:ve;;tpoghm:;n
is a vari used was likely to be either the oil and gas | ich
ant of the traditional concession, 2 or th £as lease, whic]
ground minerals, which was the ; ¢ outright sate-of under-

Mexico,?* basis for extensive oil company claims in

21. BLINN ET AL
- Supra note 7, at 60-6¢ (citi
JURIDIQU! » I (citing 4
Recu F:IL l‘s’ ';:lgoﬁ PAR LES ACCORDS DE runcxunoNAHum S. EL-KOSHERI, LE REGIME
URS DE L’ACADEMIE DE La HAYE (1975)) OUERE DANS LE PETROLIES,

.6:;;;::.:; (..l::l:) These leases were not wm-u w of ?_iln"d Gas (pt. 2), 18 MicH. L. REV.
permitted the h,:'; :ﬂ‘: t:::d ‘:rilmn of today’s “unless” and “m:"ou'“ coman lease forms
For an example of & “no urm"th:w in effect indefinitely by the payment of an sumeal renkt‘sl”
lmlze;, 1;):.13. 363 (Ind. 1904). sce the instrument described in Consumer's Gas Trust V-
- Emest E. Smii .
Arrongements, Zﬁrsl:'( i:;t'h thhn S. Daienkowski, A Fifiy-Year Perspecti
10 ownership of oil “in L L.J. 13, 23-30 (1989) (discussing the | ctive on World Petroleum
place” in Mexico and an of the di legal ‘;'ll! for oil company claims
y assets), " ween the panics and

government that resulted in expropriation of oil compal
n
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III. CURRENT ARRANGEMENTS FOR AUTHORIZING OIL
PRODUCTION

The process by which the carly arrangements were modified or ter-
minated have been described in detail elsewhere.2* For our purposes it is
sufficient to point out that the two principal methods used by sovereigns
to accomplish these ends were expropriation and renegotiation. These
methods are not, of course, exclusive. A request to renegotiate a conces-
sion usually carries with it some express or implied political threat; and,
as the Aminoil controversy illustrates,?* failed renegotiations may lead to
expropriation. Conversely, expropriation need not come swiftly. In Ven-
ezuela, for example, nationalization occurred gradually over a period
spanning three and a half decades.2® Typically, however, there have been
significant differences in how these two methods of changing petroleum
arrangements have been carried out and in what changes they have
accomplished.?’

Today, of course, few countries are willing to transfer to oil compa-
nies the virtually unfettered control over petroleum reserves which was
found in early arrangements. One reason is the recognition of the impor-
tance of petroleum to a country’s economy. Countries, such as Saudi
Arabia, the United Arab Emirates—or even Norway—may correctly
view oil as their most valuable export; others, such as the United King-
dom or Brazil, may view domestic production as an important element in

ra note 1; HENRY G. CATTAN, THE EVOLUTION OF O1L CONCES-
SIONS IN THE MIDDLE EAST AND NORTH AFRICA 4-26 (1967); WENDELL C. GORDON, EXPROPRI-
ATION OF FOREIGN-OWNED PROPERTY IN MEXICO (1941); MIKESELL, supra note 20; YERGIN,
supra note 1; Smith & Dzienkowski, supra note 23, at 24; Note, supra notc 4.

25. See Fernando R. Teson, State Contracts and 0il Expropriations: The Aminoil-Kuwait Arbi-

tration, 24 V. J. INT’L L. 323 (1984).
26. Beginning in 1938 the V lan government started imposing mOre Oncrous terms in its
and then i ed taxes on oil y income. By 1948, the government was insisting
on a 509 share of oil company profits from Venezuelan operations. The government further weak-
ened the position of Exxon, Shell, and other majors, which had theretofore received all Venezuelan
ions, by aging independent oil companics to participatc in new jons. In 1960,
the government took several additional steps that strengthened its hand against the oil companics. 1t
formed a state oil company, announced that no new ions would be gl d, and joined the
Persian Gulf countries to organize OPEC. Over the next decade, Venczucla transferred its retail
market in oil to its state oil company, raised taxes on the oil companies once again, and nationalized
the gas industry and the iron ore industry. Formal nationalization of the oil industry, which oc-
curred in 1975, had been long expected and came as no surprise to the companics. See, Ewell E.
Murphy, Jr., Latin American Oil and Gas Law: Outline and Methodology, 1983 INST. ON InT’L OIL

& Gas L. Paper B.
For di ions on the pt of “creeping expropriation,” see Burns H. Weston, “Construclive

Takings” Under International Law: A Modest Foray into the Problem of “Creeping Expropriation,”
16 Va. J. INTL L. 103 (1975); Note, Unilateral Action by Oil-Producing Countries: Possible Contrac-
tual Remedies of Foreign Petroleum Companies, 9 FORDHAM INT'L L.J. 63 (1985-86).

27. See Smith & Dzienkowski, supra note 23, at 26-46.

24. See, e.8. DANIELSEN, sup!
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achieving or maintaining a degree of ener, i
::;:m to the welfare of an industrialized ;yi;ﬁiﬂt;lzﬁ;y‘:ohwh e
er event, the country will insist upon retaining some d oot
over development of reserves. ’ © cepres of contrl
A second and even more compelling reason wh
e . y man co i

;u::tu: r;':n;ntmd:suonal concessions—or, indeed, even toycal'lmdt:v:om
ment ar sovgc ° lents concessions—is closely connected with conccptsg.f

ercion o ;;gnty. The United Nations Resolution on Permanent So
creigt y over at\}rnl Resources,*® the Declaration on the Establishm "
Rinmsew (llntemfmonnl Economic Order,?® and the Charter of Eo:m e
Thgird \:'I:)rkll)';;? of Sta.tesJo r‘eﬂect a view widely held throughou?:lh:
oil reseres ooa sovcrelp_lty is oqmprommed‘ if control over domestic

o : other minerals is placed in the hands of forei
rporations. % o
direc’tll';letl:r ::e sl:'llﬂ'erent methods of exercising control. It may be done
irectly indirecua tg}i)rvemmental agency that attempts to develop reserves
sl or indirect )lvl ough the: means of authorizing development. Thus,
commoraon o | t:;mle may impose a work program upon the foreign
b thﬁf 5 t!le concession and require a specified amount of
hronn & o;peclﬁed time. .Altel"nativcly, control may be exerted
b tqoqmny which either holds the concession or is a
Cgired pa plan in it. As always, there are exceptions. The typical
oS o Pi?j ea:e retains the same basic format which it acquired in
. i t).'pc ofal:se andowners as well as federal and state governments
e s type of to authorize exploration and development of their
s oo gs. This type of lease, however, does not place an em-
Pk oo b h;ail:et l_itzoed control production, development, and pricing
bl the development of international petroleum

ment:‘l;(l; sdecticl)n 9ﬂ'em a brief survey of the principal forms of arrange-
eveloping petroleum currently in use around the world.>? It

28. G.A. Res. 180
ok O Ra 1 ékl(J).lr:. 2(:A0R, 17th Sess., Supp. No. 17, at 15, U.N. Doc. A/5217 (1962);
G- Res. 3171 UN. th Sess., Supp. No. 30, at 52, U.N. Doc. A/9400 ined
I km:; MAar. 213 (1963), T 1973, repiid
. G.A. Res. 3201, UN. GAOR, 6t i
(197,‘(} reprinted in 13 InTA. Lecas MAart "7?;;"‘?9‘%.?“' Supp. No. 1, at 3, U.N. Doc. A/95%9
. G.A. Res. 3281, UN. GAOR, 291 y
. . > e H 9
repri .'“’S': 14 INT'L LEGAL MaT. 251 (1‘925?“ -+ Supp. No. 31, at 30, U.N. Doc. A/9631 (1974)
generally David E. Pierce, Rethinking the Oil and Gas Lease, 22 TuLsA L.J. 445 (1987).

V2 See ;
‘ geacrally HUNsS 11

. Al . supra note 7 A

CEAlL g et e siTangement) (descaibing & more comprehensive treatment of
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the structure of the arrangement, including the parties, the
nt, the duration, the scope of

determining the size of

focuses on
process for entering into the arrangeme

rights granted, and the methods of stating and
government takes.

License, and Oil and Gas Lease

The modern concession differs in important details from its 1930s
prototype. Even the name may be different. The term “concession” im-
plies that rights have been “conceded” or given away. Additionally, the
traditional notion of multi-national corporations trampling on the rights
and interests of native populations has come into some disfavor in the
modern world. Hence, a modern concession is likely to be labeled a “li-
cense,” and the terms will hereafter be used interchangeably. At a more
basic level, however, the fundamental concept remains unchanged.
Thus, a company or consortium of companies has been authorized to
develop a country’s petroleum reserves and allowed considerable discre-
tion over the details of that development.

To appreciate both the retention of the basic structure and the

changes in the details of the structuring, it might be helpful to examine

the modern concession in light of the elements which characterized the
classic concession. These elements include the parties to the agreement,
the method of awarding the concession, the scope of rights granted, the
duration of the agreement, and the government take.>?

A. The Modern Concession,

1. Parties

The fundamental identity of the “grantor” remains the same. It is
the sovereign of the country. Today, however, the head of government is
not likely to deal directly with the company obtaining the license. In
virtually all countries, power has been delegated to an agency or minis-
try. In Ghana, for example, it is the Secretary for Fuel and Power, and
not the President, who is authorized to negotiate for and enter into petro-

leum arrangements.**

The point made is not solely pedanti
with the correct government ministry, it will be wasting its time. Even
more importantly, if it does not receive requisite approvals from all rele-
vant agencies, it may not receive a concession recognized as binding by

c. If a company is not dealing

33. The term “government take” reflects the oil company’s view of the division of benefits;
however, in the host country’s perspective, the issue is the size of the “oil company take.”
34, See Ghana Petroleum (Exploration and P duction) Law (1984).
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other than the term to be bid, are established in advan,

. N ce. Appli
may be required to meet certain minimum requirements of ﬂnml:ému
l?dlty and past experience to participate in the bidding process, but the
hcelnss on :qpeclﬁc tgloc}s are awarded solely on the basis of competitiye
;ca ed bids.>® The bidding may be based upon any of a variety of factory

or example, the Outer Continental Shelf Lands Act,* which gover,
t!:e leasing ;f U.i;)ﬂ”shore lands, provides that the Secretary of the Inte.
rior may offer a sale of leases on any one of the followin basis i
ding purposes: * for b
(1) a cash bonus with a royalty of 12 1/2 percent or more;

g:h ab:n:u.:l;)le royalty with either a fixed work commitment or a fixed

(3) a cash bonus bid or a work commitment bid wi

0nus bi vor with a fixed cash bo-
nus, and a dumnu!nn; or sliding scale royalty, but not less than 12 12
percent at the beginning of the lease;

” b
\(fa)ri:b lfi'xed cash bonus with a net profit share reserved as the bid

(5) a cash bonus with a royalty at no less than 12 1/2
fixed share of net profits at no less than 30 percent; peroent.snd o

‘(:t)y;ao:rork commitment bid with a fixed cash bonus and a fixed roy-

(1) any other bidding system wi i it
that the Secretary. gf lg.neigy deter:ingntgb !:,u:fl:}l:; mm&mﬁ
e o i o i 2 20k b e
A' successful bidder under the U.S. offshore system receives a standard
oil and gas lease as defined in the statute and the regulations.

_ An alte}'native to both the competitive bidding process and individu-
alized negotiations is a “tender” or “‘discretionary licensing” system that
Pllows the sovereign to take a variety of factors, other than the high bid,
into account in making an award. Most North Sea countries use this
system,*? and the United Kingdom’s ninth round of licensing, which
took plfacc in 1985, provides a good example of the system’s adaptability
to .speclﬁc goals. The Thatcher administration was interested in encour-
aging exploration in especially hostile deepwater areas, such as the

39. For a good example of thil‘ly!tcm see TEX.
P 3 . NAT. REs. Col -34.185
(Weat Supp. 1992) (authorizing leases of land owned by the State och.::l)ANN‘ 4 340013418
L 40. 43 US.C. § 1801 (1988). See generally OWEN L. ANDERSON, FEDERAL O1L AND GaS
AN4DIS ‘.\:;n'l-;cl-:um IN THE UNITED STATES 139 (1986).
. -S.C. § 133%(aX1XH) (J988). In most of th | t i f
Interior, the bonus was the only variable for awarding lll:omre(;ﬂ::.‘y B the Depariment ©

42, See Peter Ci il Licensing: s
Pand e Pe ““n‘ne;)on. North Sea Oi} Licensing: Comparisons and Contrusts, 3 O & Gas -
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Trough. An announced basis for evaluating ap'pl'icauons‘ .for de-
::ea]?:nent bl?)hcks in proven areas was the applicams' willingness also to
spply for, and explore, a block or blocks listed unde”r fr-onuer areasl .
particularly in depths of water exceeding 290 metres.” Since the explora-
tion and devclopment of decpwater fron'uer. areas would require ln.fg'e
outlays of capital as well as special expertise, it was ‘clcar that lhg partici-
pation of smaller companies, including the relatively few Bnush' in-
dependents, would be limited. In an effort to improve British
participation, an additional criterion for making awards was:
{T)he extent to which the applicant has in'vol»:ed, or pla{\s to involve
U.K. owned and controlled organizations in his exploration, develop-
ment, and production activities on the U.X. Continental Shelf through
the generation of new technology, the placement of research and devel-
opment contracts and the provision of opportunities f?r the design,
demonstration, and testing of products and techniques.
In some countries, the tender system raises the same concerns 9(' undue
influence that may be presented by the system of direct negf)tnatwn: Ad-
ditionally, since licenses are not necessarily granted to !he highest Pndder,
the system has been criticized as not providing the optimal f!nancml ben-
efits to the host country.** Whether these objections OUFWClg!l the bene-
fits of choosing licenses on bases other than simple high bl'd depends
upon the specific goals which the sovereign is seeking to attain.

3. Scope of Rights Granted

Measured by the early concessions, the scope of ri;hls gran.ted by
modern licenses is quite limited. The most obvious difference is geo-
graphic. In most countries, licenses are issued for defined areas, com-
monly termed “blocks.” The size of the block offered for a concession
will vary considerably, depending upon the country, the type of license
granted, and the type of area covered. In areas that are relatlvc_ly unex-
plored and technically difficult to develop, the blocks may be quite large.
Conversely, governmental interest in retaining some degree of c'ontrol
over mining and oil producing activities will dictate some restriction on
the ultimate size of the block. In any event, the block should bc lar;e
enough to make it reasonably likely that exploration and production will

be profitable.

ipti icensi i i i DAINTITH & WIL-

43. For a description of the licensing process in the United I@m_gdom. et v
LOUGHBY's UNITED KINGDOM OIL AND GAS LAW (Terence Daintith & Adrian Hill eds., Supp.
1990) [hercinafter UNITED KINGDOM OIL & GAs LAW).

44. See KENNETH W. DAM, O1L RESOURCES: WHO GETS WHAT How? 13-34 (1976).
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The rights granted are also i
' ed ¢ restricted. First, many countries djs;
g:l(;sh lrtween two principal types of licenses: an invatigatoryr:)? st
a Ty license and a production license.*> A preliminary ex lﬂplor-
: ct:;nss; may besgn;nted which authorizes seismic, geologic, and :e:::‘b':.;y
rveys. Such licenses cover a specified ‘ ' .
! S area but are ug
:),(:l-l:s}ve;hOlher companies may obtain licenses and conduct e::llz-a':m.
unde;:) ¢ same area. The licensee receives no right to produce od
e cl:;z :c;:l:'; no assurl::nce that it will have any priority in obtai:;
I ) sc over the area explored. Americans will be familiar
with such llOCl:lSCS since landowner-authorized seismic surve o based
on an almost identical concept. ve e

and md’;if prpducthn hcm or concession that authorizes drilling
rivtoi a:d p t.ll?lon ty]‘m':glly imposes stringent requirements upon ex-
o r’lning activities. Occasionally, they contain rather sweep-
g la Buage. us, the 1980 Abu Dhabi concession grants “th

usive rights to explore, search, and drill for produce ;
port, and sell petroleum” within the designated ;:oncessio;i Store’“"ms-
ﬁram of unfettered discretion is more apparent than real Un?i;(u'.th i
1e;:greemems, the modern concession specifically con.ta.ins cl:us; .:;
::c i 5 e: rsc;l;cg: ::f devislopment based upon a monetary commitment for
cach year pmgmmtz.weﬁ\“u;n:pany holding the'com:‘msion is obligated
corcage o oo schedule'“eqmremcnt to relinquish a portion of the

lm’l‘:’l;i:;v;l:prpent has a partial parallel in some modern oil and gas
oncs which a] e incorporated p.rqwsions imposing development obligs-
fons & ep:;es be e;sec Such provisions which are often added to pﬁnted
fe by the lessor are of two basic types. The retained acreage

ause provides that a well will maintain the lease only as to a specified

45. Réenne & Budtz, s,
wpra note 38, at 156-57 ( ini ! i i ifference
::::::l. ;hue two lt::'pu of licenses under the Danish petrol:ux'nlh?:gime) How: ooy dllerml of
i Dfmepu,! t dacn. ption of the two types of licenses can apply equnlll 1l o b mpetmhl"'
™ s:mmneaud:vemutheUniledl(ingdomdeurkey ywelltote
. Ab i i .
SNAHONAllI. [;l:s?;Conmuon, art. 2 (1980). The concession can be found in D, v VAGTS,
lv.AN47 . Bu ESS PROBLEMS 448-65 (1986). ETE
worken n the original jons, the was obli to “conduct i ooy i
mmns,t:m:"s"'"d"h priste scientific methods.”” A o b o
. and Sultan of Muscat and Aman, ert. 9 he " Ghubuchproot
] ultar , art. 9 (1937). i i
that require a contribution of a certain dollar amount gurin: sgtﬁ:e:e:o;m;:‘ :wn':t;‘ucghu‘:
. See, eg.,

Concession, art, 6, i
5y A failure to pay such amounts can result in forfeiture of the concession. Id. att

48. i i
na fm eg.. A_bu‘Dh-bl C art. 12 (relinquish ¢ of ithi
nother 25% within eight years). . *ferms of 25% within three yes?
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es.* The continuous drilling clause is a more complex
commits the lessee to a drilling program and terminates
drilled acreage if a specified time period elapses without
any drilling being done.>® The use of both types of clauses in oil and gas
Jeases is far from universal and their scope is relatively limited compared
with the work programs imposed upon oil companies under modern con-
cessions. Moreover, they rarely provide for an on-going reassessment of
the originally specified plan of development.

By way of contrast, the “third term” introduced into the post-1988
UK. licenses permits just such an evaluation. The license will expire at
the end of eighteen years unless the licensec (1) has the approval of the
Secretary to develop a field lying within the licensed area, or (2) has been
given a development program by the Secretary, or (3) the Secretary exer-
cises his sole discretion to continue the license. Suggested factors which
might prompt an exercise of that discretion include active discussions by
the licensee toward working out a further development program and ac-
tive work on technology that would allow further field development
within the reasonably near future.!

Finally, the licensee or concessionaire’s discretion is further limited
by the requirement that the host country’s state oil company participate
in the license. Although the state company is not likely to be the opera-
tor, it will be a party to the joint operating agreement covering the li-
censed area and will be able to participate in operational and
developmental decisions.

pumber of acr
pmvision that
the lease as to un

4. Duration

The duration of the modern concession is usually in the thirty-five to
forty year range, rather than the six or seven decades characteristic of the
carly concessions. For example, Article 3 of the 1980 Abu Dhabi con-
cession provides for a thirty-five year term. The Turkish Petroleum
Code, Article 65, specifies that a license is to be granted for twenty years

H hrey v. Seale, 716 5.W.2d 620 (Tex.

49, See, e.g., the retained acreage clause litigated in
App.—Corpus Christi 1986, no writ).

S0. See, .3, the clause in Modern Exploration,
App.—Corpus Christi 1986, no writ). For a discussion of thesc ty)
Continuous Development and Retained Acreage Clouses, STATE B. T
Mineral Law Section) April 1986 and Ernest E. Smith, Develop in
Law, 38 InsT. N O8L & Gas L. & TAX'N 1-1, 1-22 to 1-23 (1987).

51, See Letter From Department Of Energy To United Kingdom Offshore Operators Associa-
'2'40'1, Lid. (July 29, 1988), reprinted in UNITED KINGDOM OIL & GAS LAW, supr2 note 43, at 6022-

nc. v. Maddison, 708 S.W.2d 872 (Tex.
pes of clauses, see Tervis Herd,
EX. NEWSLETTER, (Oil, Gas &
Nonregulatory Oil and Gas
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with a possibility of two extensions for no more than
certain conditions have been met. The Nigerian Qil Mi
for a twenty year term, with the possibility of a renew
tion.’? Licenses granted by Norway during the licensing rounds of the
1980s provided for a six-year term with a “period of prolongation” of

thirty years.>* Most U.K. licenses during this decade were for the same
length >

ten years each if
ning Lease is afsg
al prior to expira.

‘The “two-terms” technique exemplified by the Norwegian and Brit-
ish licenses serves much the same purpose as the primary term/secon.
dary term division of the American oil and gas lease. An initial,
relatively short period is granted to permit the licensee to do exploratory
testing and begin the work program. The license is then continued into
the further term only if the initial work conditions have been met.

The British model clauses that apply to licenses granted after Au-
gust 4, 1988, go even further and divide the duration into three terms,
Clause 3 provides as follows:

3. This license unless sooner determined under any of the provi-
sions hereof shall be and continue in force for the term of six years
after (hereinafter called “the initial term”);

but if the terms and condi-
tions of this license are duly performed and observed and, in particu-

lar, if the work programme described in Schedule 4 to this license has
been duly performed, it may be continued for a further term of twelve
years as provided by clause 4 of this license and, if the terms and con-
ditions of this license continue to be duly performed and observed,
thereafter as provided by clause 5 (and subject to the provisions of

clause 6) of this license for a further maximum period of eighteen
years.>?

The “further term” of thirty years used in the 1990 U.K. licensing
rounds was split into a second term of twelve years and a third discre-
tionary term of eighteen years in an attempt to ensure that significant
amounts of acreage were not left unexplored and undeveloped for long
periods, as apparently had occasionally happened in the past.

There are some situations in which countries grant licenses for peri-
ods approximating those of the early concessions. In instances where
countries wish 1o encourage development in areas requiring expensive

52. See Kassim-Momodu, Notes and Comments: The Duration of Oil Mining Leases in Nigeria,
7 1. ENERGY & NAT. RESOURCES L. 103 (1988).

33. See Cameron, supra note 42, at 102.

34, Ser UNSITED KINGDOM OQIL & Gas Law, suprg note 43, at 5357.
$S. Id. )
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hnology or presenting difficult engineering, mcte:rologlcal, 8(:;“ gwd '
o hical problems, terms approaching ﬁft.y years avehbeen“d nted.
L anted by the United Kingdom in 198.4 for the .iq:t et
:::2:?::”» north and west of Scotland prov:dedst;orM a:r:lfece:t_[y,
initial term followed by a further term o.f fony‘yem. gopent
m has been a move to a three-term license In th‘wc areas: nitia!
tel:sc;: year term, a sixteen year second term, mqla d;scrchﬁ:;::y :v\;ethzr
. By way of contrast, the U.S. oil and gas X -
fozzgeﬁ;c:!;riv:tc lajrlndowncr, a state, or the fedgral g;\;e;n:::nlt, re
8tarins its traditional format. The primary term, dunngh :rm::wd e tascehme
has discretion whether to drill, hashgc:lnc:rallyil::u;z:t ‘sbr e o ol ar
; if production is obtained, the lease wi 1 ’
y:l;ss‘ ::::cllzged in paying quantities,”” thus dcfc::'mg the lessor’s resump-
tgion of control for an indefinite period of time.

5. Government Take

The modern concessions’ provisions for comp.ensmlrmf t:m tl::; ;c:;t
country vary widely. A common, alt!mugh not umvcrsat, ! (c: ol
ment is the royalty. Typically, it entitles the governmen o2
fraction of gross production as soon as production comm. .d tovel.

Where the government wishes to encourage cxploratlc:::ai: e

ment in an uncertain and unproved aru.x,_thc governmen! take may b¢
:'Tlativcly modest. An example is the provision of the "I‘urhs et o
Code applicable to on-shore licenses. It merely requlr:x;hetﬁ:{mu L of
e sty sta pos hctace of rea undes lase,but the
ml::mes;alb:t:r:::::{);?s ml;’:h as fifty percent by dgdpcti:;g from
them annual expenditures incurred for exploration and drilling.

56. Id. at 5203. N oo ing
$7. This standard does not require that the lﬁsﬂ:w a reas pectation of recovering
d"ulillé e b‘: l:e.rt r not under all th:— a bl
i ther, it is “whet of not Sypmieed
e ol e Sl e
” Cli v. Koontz, W, s . el
:?o:pza‘;el“::;lmg qun(tilt‘nzo’?concept can be found in JOHN S. LOWE, OIL AND GAS IN A
SHELL 194-201 (2d ed. 1988). 20 e, 1992)
. KUNTZ ET AL., OIL AND GaS LAW ( ., . .
5: i:: E:GEG':)I-E()‘)O Turkish Petroleum Code, Law No. 6326 (1934), ahs‘ am:rg:uzl;‘n:{ l::(‘;s
5. , MLCT,
65585(i955) 2987 (1957), 1702 (1973), and 2808 (1983) (translated ’l;_{d:lnl; uu;n&hool' iy 1987
Texas Law School, May 1988, and Ms. Kadrive Tombus, LLM.,
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‘ Variable royalties are probably more common toda

altlg. The roy.alty is usually set as a sliding scale, based):)ttnhlf:'eﬁl:e‘:‘ ey

ductlon.' The initial royalty may be based on a very low perccno P

production to encourage interest in otherwise unencouraging mtage d

UK on§hore licenses granted before the effective date of the Pem;lem

(Production) Regulations of 1982 were payable under the following £

# OF TONES PRODUCED & SAVED ROYALTY RATE

First 100,000 5%
Next 50,000 T/ %
Next 50,000 10‘72
Thereafter . 12'2% %

Alternatively, where 0il com interest i i
and profitable production appears l::::red, tl:::led:‘;llﬁn:ne::l:smghm
and all other portions of the government take will be much greater. :
good example is the 1980 Abu Dhabi concession®® which combines 8
rather typical “classic” concession format with a government take based
on payments analogous to the bonus, delay rental, and royalty payments
f(i)lund‘ in the standard U:S. oil and gas leases. Entered into at a time when
ge :::;::z x;lerr their peak, it uses a more sophisticated method for
m - -
The relevant pzovi:icl::yis :;1 t:o:-ll::s:s found in most modern U, lass

&r)tic]l_ehell Royalty Payments
Company shall pay to the Government a (full pensed
;oyn.lty equal to tyelve and one half (12-1/2%) percel(n of)! L;: Posteg
;ie of Crude Oil produced and saved in the Concession Area each
¥ d' excluding Crude Oil used by the Company in its operation here-
under, as gauged at the point of export after deducting the basic sedi-
ments and water. If the production of Crude Oil during a calendar
g?r:e ;hall reach an average rate of one hundred thousand (100,000)
e pler day, the Company shall pay a (fully expensed) royalty of
preigs n (16%) percent of the Posted Price. If the production of Crude
oo uring a calendar year shall reach an average rate of two hundred
usand (200,000) barrels per day the Company shall pay a fully ex-
m rgyalty qf twenty (20%) percent of the Posted Price. The roy-
ol )t,he el::: provided shall be paid in whole or in part in kind or in cash
o the tion of the Government, the election of the Government to
€ 18 royalty wholly or partly in kind shall be given by notice in
:;r:;lt::gs.to the Company not less than three calendar months prior to
e inning of the calenfla.r year to which such notice applies and
€over a minimum period of one calendar year. Deliveries in kind

:l'l i-;: UNiten KINGDOM Ot & Gas Law, supra note 43, a1 1-1194
teamosaeon mowet out in full in VAGTES, supru nole 46, at 448-65 (1986)
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hereunder shall be credited against royalties at the prevailing Posted
Price.%?

Sliding scales can also be based on factors other than levels of pro-
duction. The Algerian mineral law regime fixes a base royalty rate of
twenty percent, but reduces the percentage to 16.25% and 12.5% in ar-
eas which present exceptional difficulties for exploration and develop-
ment.® The lease form used in the October 1989 and subsequent lease
sales by the Texas General Land Office uses a sliding scale based upon
time of development. It provides as follows:

(A) As a royalty on oil, which is defined as including all hydrocarbons
produced in a liquid form at the mouth of the well and also all conden-
sate, distillate, and other liquid hydrocarbons recovered from oil or gas
run through a separator or other equipment, as hereinafter provided,
1/4 part of the gross production or the market value thereof, at the
option of the lessor. . . .
(E) VARIABLE ROYALTY: (1) Subject to the other provisions of
this lease, it is hereby provided that in the event production in paying
quantities is established pursuant to the terms of this lease and such
production is brought on line and sales thereof are commenced within
( ) months of the effective date hereof, the royalty rate provided in
paragraph 3 shall be reduced to 20%, and shall apply to each subse-
quent well drilled and produced on the land covered by this lease. . . .
In the event production in paying quantities is established pursuant to
the terms of this lease and such production is brought on line and sales
thereof are commenced after the expiration of ( ) months from the
effective date hereof but prior to the expiration of ( ) months from the
effective date hereof, the royalty rate provided in paragraph 3 shall be
reduced to 22.5% and shall apply to each subsequent well drilled and
produced on the land covered by this lease.*

At a time of depressed oil prices, these provisions were intended to make
leases on public lands more attractive to oil companies.

As a general rule, governments reserve the right to take royalty
either in cash or in kind. Under the first alternative, some method of
determining the value of the petroleum must be specified. The sale price
is one obvious possibility, but few, if any, governments are willing to let
the sale price be the sole determinant of value. The past history of
offtake agreements and modern sales to affiliates may render the actual
sale price suspect. Conversely, “market value,” if undefined, is an almost

62. Abu Dhabi Concession, art. 13 (1980), reprinted in VAGTS, supra note 46, at 448-65.

63. See Nour E. Terki, Comment, The Algerian Act of 1986 and the Encouragement of Foreign
Investment in the Area of Hydrocarbons, 3 O1L & Gas L. Tax’N REv. 80 (1987-88).

64. Texas General Land Office Lease Form (Oct. 1989 revision).
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meaningless term, for it fails to indi
to in fletermining market value."dl?ht: vﬁv::n; :)yr]i)zeozt?(;nl::m o ks
tract, in the few instances where such arrangements still exist,s-t‘ell;m o~
current spot.prices in a down market, or fall below them in a :1" ing
ket. SPot prices themselves are unstable, and futures prices shor i ot
bly wide fluctuations from day-to-day and even m'mute-to-W mcred:‘
Henf:c, setting a value for oil other than the actual sale prj  requs
specific reference points. price redire
If there are several potential purchasers i iti i
each' qtper, the technique used b;’ the Taa;ngec;:ﬂlcxln%et::ﬁogczm
possibility. Th_e Texas Land Office lease stipulates that payments shallb:
ba§ed on the highest of the following three prices: (1) the highest posted
price, plu§ p;:emium, if any, offered or paid for oil, condensate disl:ilolsate
or gther liquid hydrocarbons of a like type in the general area,where t.h’
oil is produced, (2) the highest price offered or paid in the general ar y
or (3) the gross proceeds actually received from sale of the oil. If co:
petitive prices are suspect or nonexistent, as will be the case w;ith some
state marketing requirements, some other reference is necessary. The Al-
f:{:a:ﬁ.;c:;rf:rs team;mtnple. b?sm royalty value on the higher of the actual
utory pri A .
o ry price formula which is tied to OPEC resolutions
but }’all;atlon of 91] 1s necessary not just for determining in-cash royalty,
ut also for assessing taxes. As mentioned previously, the early conces-
sions sP'eclﬁed the oil company’s tax liability, and the 1980 Aby Dhabi
concession follows the same format. It imposes an income tax of fifty-
five percent on net income, which increases to sixty-five percent if pro-
duction reaches a yearly average of 100,000 barrels per day, and eighty-
five percent if the average is 200,000 barrels. Such contrac;tual imposi-
tions are un.likely to be encountered outside of the Arab Emirates. In
most countrics, the tax rate is established by legislation which may even
be distinct from the relevant petroleum code, even though taxes fre-
quently constitute fhe greatest source of government take on a profitable
;.?peratlon. Indeed, in the United Kingdom, the Petroleum Royalties (Re-
ief) Act of 1983 eliminated royalty payments on petroleum from most

65. Description of the 1, of ich oil i
Manmaacrigtion of the | z’p(elsm;.greemenu under which oil is sold today can be found in SAMIR
66. The structure and volatilit, i
) ruc y of the futures market in petroleum i j i t
:105' l:m‘i) ;n;_::;mm% 1wo part series in thc Washington l’ost‘?e S«e;l;nmi::e\:’ubﬁ;tp::: :1 ':4“:"
3 ers: Turning on a Dime; j ers i ic
Crude, WasH. PosT, Jan. 11-12, l;;:fntoiElc Energy Firms \NOW Lo Players in the Pricts d
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pew offshore fields. Except for licensing fees and other bonus-like pay-
ments, taxes were almost the sole source of government take. Because of
widely varying tax regimes, any meaningful generalization about the gov-
ernment tax take is virtually impossible. Consider, for example, the diffi-
culty of even a short-hand explanation of either the US. Internal
Revenue Code or the plethora of tax provisions applicable to British pe-
troleum production.®’

There are many forms of “government take” in addition to royalty
and taxes. Some licenses may provide for direct payments closely analo-
gous to the bonus and delay rentals found in the typical American oil and
gas lease. % Other provisions, such as requirements that the licensee pro-
vide training and employment for workers from the host country®® or
that certain technology developed by the licensee be transferred to the
host country, provide indirect benefits to the government while imposing

a significant cost upon the licensee.

B. The Production Sharing Agreement

In the late 1950s and early 1960s, some countries, such as Iran and
Indonesia, abandoned the traditional concession in favor of the produc-
tion sharing agreement.™® The preference which third world countries
have for this type of arrangement over concessions may be explained by
the definition given them by a Nigerian law professor at the University of
Benin. Professor Omorogbe has described production sharing agree-

ments as:
[A)rrangements where the foreign firm and the government share the
output of the operation in predetermined propositions. This new form
has been regarded . . . as being a substantial departure from the old

67. See UNITED KINGDOM OIL & GAS Law, supra note 43, at 4-001 to 4-253 (regarding the
relevant ax provisions in the United Kingdom).

68. See, for ple, the provisions for bonus pay and annual rentals in the 1980 Abu
Dhabi concession se1 out in VAGTS, supra note 46, at 448-65. See ERNEST E. SMITH & JACQUELINE
L. WeavER, TEXAS LAW OF OIL AND GAS § 4.1(C) (Supp. 1991); Owen L. Anderson, David and
Goliath: Neguviiating the “Lessor’s 88” and Representing Surface Owners in Oil and Gas Lease Plays,
27 Rocky MTN. MIN. L. INST. 1029 (1981); John S. Lowe, Representing the Landowner in Oil and
Gas Leasing Transactions, 31 OKLA. L. REV. 257 (1978); Ronald D. Nickum, Negotiating and Draft-
ing a Modern Oil and Gas Lease on Behalf of the Lessor, 13 TeX. TECH L. REVY. 1401 (1982) (con-
cerning iasues in negotiating bonus, royaity, and related benefits in an American oil and gas lease).

69. See, e.g., art. 120, Turkish Petroleum Code, Law No. 6326 (1954), as amended by Law Nos.
6558 (1933), 6987 (1957), 1702 (1973), and 2808 (1983) (providing that ** ‘Petroleum nght’ owners
shall 6 ially sp special education and training abroad or in Turkey of Turkish citizens, not
10 be less than 25% of foreign persons they employ.”) (translated by Mr. Murat Ozsumay, M.C.J.,
Texas Law School, May 1988).

70. See MIKESELL, supra note 20, at 59-76; Robert Fabrikant, Production Sharing Contracts in
the Indonesian Petroleum Industry, 16 HAry. INT'L L.J. 303 (1975).
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concessions in that the host state is theoreti i

of the petroleum, with the foreign C(l:l'p(::::.‘l:::ll:' l::llcn;m e‘:ll;s::;d a(s)::;:r

tractors to perform certain specified tasks in return for a fee in kind.";

.From the standpoint of an American or Canadian lawyer, the pro-
ductlon.sharing agreement may be conceptualized as a type of f;nno:t n
The national oil company commonly holds a concession in a given bloék
It grants a foreign company a contractual right to explore in a speciﬁed‘
area in exchange for the opportunity to recover its costs and a specified
pr.oﬁt. In return, the state oil company contributes the acreage and re-
ceives a share of production.

1. Parties and Method of Award

.Thc entity with whom a foreign corporation deals when seeking to
obtain a production sharing contract varies from country to country
Although in many instances the foreign corporation deals primarily wnth
the state oil company, state ministries may also be involved, either as
participants in the granting process, or as parties who must sign off on
the final agreement. Unfortunately, in many instances the relationship
petween corporate management and supervising governmental agencies
is so blun-e: that lines of authority are difficult to sort out,” and a com-
pany may have some difficulty in ascertaining if all necessary approvals
have been received. The type of approvals grequired may alsopgepmd
upon the method chosen for awarding the contract. Any of the methods
used. for awarding concessions can also be used for awarding production
sl.mnng agreements. For example, if the only issue is the share of “profit
oil”7* that the government will receive, bidding based upon a model form
can be used to determine which company receives the contract.

71. Yinka Omorogbe, The Legal Fi k for the Prodi
ENERGY & NAT. RESOURCES L.. 273, 279 (1987).
72. See JOHN S. DZIENKOWSKI & ROBERT J. PeRONI, NATU) 3
(.): (1988). In the United States, many forms of carried interu' t lmnl:el;nl:!lat:ol:!:v(e:nd:v:hpedx"ﬂo; &
h vnn::‘e"o.f: ::umu'x b:;wﬂu of the pool of capital doctrine. In a typical farmout arrangement, §
essee s ransfer acreage to s pany if the pany drills & well. Once t occurs
and lh:rdnll‘u recovers ll.l.of the costs of drilling the well, the driller and the leasee m‘l&h pro-
ceeds of p ding 10 a pred ined formula. For an exhaustive study of farmouts it
EI‘I;;:,J;HM States, sce John S. Lowe, Analyzring Oil and Gas Farmour Agreements, zl sw, LJ. 759
T3, See generally MARTIN M. OLISA, NIGERIAN PETROLEUM LAW AND PRACTICE 184-85
g:::); A:lrt:lr Rl.(Lum, State Petroleum Corpo The Legal Relationship with the State, 3 .
GY & NAT. RESOURCES L. B1 (1985). The corporate struct f st i ic ol
corporations is detailed in BENTHAM & SMITH, :upq: note ;‘;c re of the most important s
74. See infra notes 79-B3 and accompanying text. ‘

of Petroleum in Nigeria, 5 J.
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2. Scope of Rights Granted

In terms of rights granted, the company entering into a production
sharing agreement receives fewer rights than under the concession. As
already emphasized, the company will not receive “title” or “interests”
in any legal sense to the oil in place. The primary legal distinction be-
tween the production sharing arrangement and the farmout agrecment is
that in the production sharing agreement there will probably not be an
assignment of part of the concession in the developed acrecage. Indeed,
one principal rationale for using the production sharing arrangement is
that it involves no surrender of the host country’s sovereignty, for title to
minerals in the ground does not pass to a foreign company.

The oil company will also have less discretion over the way in which
it conducts its operations than it has under a concession or farmout. In-
donesia, which has had production sharing agreements since the 1960s, is
frequently regarded as having established the archetypal production
sharing agreement.” Under the Indonesian 1977 model form, the con-
tractor agreed to contribute a set amount of money to a work program
for a six year period. During each of the six years, the contractor was
required to submit a proposal to Pertamina, the state oil company, for its
approval. This approval system allowed the country to maintain a close
continuing control over operations. In addition, the Indonesian contract
provided that Pertamina:

(a) have and be responsible for the management of the operations con-

templated hereunder; however, PERTAMINA shall assist and consult

with CONTRACTOR with a view to the fact that CONTRACTOR is
responsible for the Work Program.

(c) otherwise assist and expedite CONTRACTOR’S execution of the
Work Program by providing facilities, supplies, and personnel . . . and
to make available from the resources under PERTAMINA'S control.
In the event that such facilities, supplies or personnel are not readily
available then PERTAMINA shall promptly secure . . . the use of such
. from alternative sources. Expenses thus incurred by
PERTAMINA by CONTRACTOR'S request shall be reimbursed to
PERTAMINA by CONTRACTOR and included in operating costs
.. . CONTRACTOR shall advance to PERTAMINA before the be-
ginning of each annual Work Program a minimum amount of ...
($75,000) . . . . If any amount advanced hereunder is not expended by
PERTAMINA by the end of annual Work Program period, such

75. Foran i lysis of the Ind: ian P ion Sharing Ag
3upra note 20, at 59-60; and Fabrikant, supra note 70, at 303.

see MIKESELL,
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amount shall be credited . . . i
period for the succeeding annual work program

(©) have title to all original data resulting f
. g from the petroleum opera-
tions . . . a3 CONTRACTOR may compile during the term h:;f
provided, howe\{er, that all such data shall not be disclosed to third
parties without mfgrmmg CONTRACTOR and giving CONTRAC.
TOR the opportunity to discuss the disclosure of such data . . . .
;l‘bc. mvo!vement of Pertamina as a manager of the operations after the
oreign 911 company had performed the work program as specified in the
product}on sharing arrangement was a significant departure from the
clauses in the' old concession arrangements. In addition, the Indonesian
contraf:t' regmred that the contractor pay Pertamina a management fee
for facnh@mg the work program; under such a system the state oil com-
pany ljetm.ns management control and receives another source of com-
pensation in the arrangement.’®

3. Duration

The production sharing agreement is usually shorter than either the
fax_'m.out or the concession. Under the typical U.S. farmout, successful
dx.'lllmg by the farmee entitles it to rights in the farmout acr'eagc which
will _Last so long as the underlying lease is in effect.”” The production
sharing agreement will have a specified time limit (perhaps twenty years)
whlc.h may be shorter than the concession and which, in any event, may
terminate if the agreed upon development program is not carried out. In
fact, most production sharing arrangements have two periods expressly
defined in the arrangement: an exploratory and development phase, and
a production phase.”™ The duration of the exploratory phase will depend
upon several factors including the difficulty of discovering oil in the con-
tract area, the size of the contract area, the need to attract investment in
this area, and the type of technology that will need to be used in the

om.?" 1t should be noted, however, that one . has stated that the management clause
» P agr are “{in practice] weaker than they might sppear

to be. tlynm. HOSSAIN, LaW AND PoLICY IN PETROLEUM DEVELOPMENT 140 (1979). This
tommthe mmn: supported by the fact that the state oil company usually had 30 days to propose changes
t l-anonul l'? plan. In light of the company's lack of expertise, it would be difficult to make
p ang ther, comp would generally only provide the state oil company Witk
aw ;:l;u &nd thus eomphmg any efforts to provide rnen:liuful input into the mamguannP'yw“‘
Mo ?slg:'w .l:l!d reyqlmruncny rn l‘: depend upon the terms of the agreement. Compare Riley ¥
gy ipohd, ("l"ex‘ 1989;.l. pp-—El Paso 1989, no writ) with Rogers v. Ricane Enterprise:

8. See. eg. - )
contract), €. €8, MIXESELL, supra note 20, a1 71 (describing the 1978 Peruvian production sharing
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exploration period. Some contracts, such as the Indonesian production
sharing arrangement, are generous on the size of the concession area and
the duration of the exploratory period, yet they use a relinquishment
clause to re-obtain some of the acreage and force the multi-national to
fully develop the productive areas within the exploratory period. Other
contracts grant small tracts of land and have a relatively short explora-
tion period. This latter arrangement resembles the farmouts that are
commonly used in the United States with a one well obligation and a one
or two year drilling requirement.

4. Government Take

Perhaps the most noteworthy aspect of the production sharing
agreement is the division of production between the foreign company and
the host government (or its state company). Three related issues inevita-
bly arise in working out this division: (1) whether any provisions exist for
recovery of the foreign company's costs, (2) whether any provisions are
made for accelerated recovery of costs or interest on the costs, and (3)
how such costs will be reimbursed. All three bear upon the extent to
which the host country will share in the costs of exploring and develop-
ing the area subject to the contract. The early Guatemalan contract
stood at one extreme of the spectrum. Ii contained no express cost re-
covery provision whatsoever. Instead, the oil company simply received a
stated share of production, which was graduated from forty-five percent
for production under 15,000 barrels a day to twenty-five percent for pro-
duction in excess of 100,000 barrels a day.”

More commonly, the production sharing agreement provides that
the operator will receive up to a specified fraction of production (gener-
ally ranging from thirty to fifty percent) from which it reimburses itself
for its capital expenditures and operating costs. There may be an amorti-
zation period for capital costs, such as drilling. For example, under one
variant of the Indonesian agreement, a maximum of twenty percent of
capital costs may be taken from *cost oil” in a year. Depending upon the
country, financing costs may or may not be included within the concept
of reimbursable expenses. From the operator’s standpoint, express provi-
sions for determining overhead costs are also necessary. These can be
Stated as a flat percentage of actual operating costs, as is done in the
Production sharing agreement between the Nigerian National Petroleum
Company and Ashland Petroleum Company which calculates overhead

79. See id. at 77-84.
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as two percent of actual operating costs.®

Once all authorized expenses have been deducted Up to the mayj
mum percent of “cost oil” set out in the agreement, the Temaining oil:
usually c‘alled “profit oil,” is divided between the host country and the
operator in accordam':e'with a specified formula. Alternatively, the split
may be based on a sliding scale, analogous to the royalty discussed eay.
lier. 'The_ host country may get a progressively larger share as daily pro-
duct}on increases. The following clause from a Kenyan production
sharing agreement® illustrates this possibility.

%2;1- RECOVERY, PRODUCTION SHARING AND INCOME
(1) Subject to the auditing provisions under clause 30, th
, the Contracto:
shall recover the Pegroleum Costs, by taking and sepamt:ly d;:pr::in;
of an amount equal in value to a maximum of . . . . percent (. . .%) of
‘uidcm‘::ct 01: prod(l;:eed and saved from the Contract Area and not
in Petroleum rations. Such cost il i i
after referred to as *“Cost Qil” . uc .cos rocovery Crude Oil s hercin-
(2) The total Crude Oil produced and saved from the
( Contract Ar
and not used in Petroleum Operations less the Cost Oil, shall be :—
ferred to as the Profit Oil and shall be shared, taken and disposed of

scparately by the Government and the Contract: rding to i
ments of Profit Oil as follows: nimelor acco tofnere

Increments Government’s Contr:
Profit Oil Share Sthx:o e
First 20,000 Barrels/day % %
Next 30,000 Barrels/day % %
Next 50,000 Barrels/day % %
Any volume over first
100,000 Barrels/day % %"

Nigeria, after setting “cast oil” at 409 and

Nigeria, tin petroleum taxes at 33%,
divides the remaining 27% of crude oil between the NNPC and the
operator on a 35%/65% basis until production exceeds 50,000 barrels
a day, when NNPC’s share increases to 70%.%3 '

) A sliding sc:ale based upon profitability is still a third method for
splitting profit oil. A technique sometimes used in African countrics’

go, See Omorogbe, supra note 71, at 280.

1. This and other examples of typi ion-shari i F

W tupra e 2 other p typical production-sharing clauses can be found in BLINN ET
K Id sl 4

MU s U gl upru e T ot TR
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roduction sharing agreements is to base the host country’s share of pro-
duction on the foreign corporation’s discounted cash flow post-tax rate of
return. The theory behind this technique has been to allow the host
country, rather than the company, to gain the benefit from an unexpect-
edly large discovery or higher oil prices.®*

C. Service Contracts

The final form of exploration and production arrangements that
should be mentioned is the service agreement. Under this arrangement, a
company agrees for a fee or a share of production to provide the host
country or its state oil company with services or technical information
relating to the development of mineral resources.

In the pure service contract, the country’s state oil company con-
tracts with a foreign company to perform a specified service for a flat fee.
Although such contracts are widely used in the United States,®” they ap-
pear to be somewhat less common in the development of international
petroleum reserves.®® Because of the difficulties that countries face in
obtaining U.S. currency and the ease of paying in kind with petroleum,
some service agreements provide that the contractor may be paid with a
certain specified amount of production from the service area.’” Again
resorting to an analogy to U.S. arrangements, such agreements somewhat
resemble the arrangements under which a geologist or other person per-
forms services in exchange for the right to a specified fraction of produc-
tion or an amount of production limited by a dollar sum or number of
barrels.®®

The form of service contract specifically designed for developing pe-
troleum reserves is the risk service contract, which probably finds its wid-
est use and most sophisticated development in Latin America.®® The
general concept of the risk service agreement is that the oil company

84. BLINN ET AL., supra note 7, at 73-76.

85. In many cases, & partnership holding an oil and gas lease secures the financing and hires
Contractors to perform geological and geographical services, drilling services, and production serv-
Kes if needed. For an llent and exhaustive di ion of U.S. drilling service contracts, sec
Owen L. Anderson, The Anatomy of an Oil and Gas Drilling Contract, 25 TuLsa L.J. 359 (1990).

86. For an example of the use of such an arrangement, sec Matter of Sedco, Inc., 543 F. Supp.
561 ($.D. Tex. 1982), vacated in part, 610 F. Supp. 306 (S.D. Tex. 1984).

hinovic. C

87. See Tomisk E. D The New Argentine Legal Regime for the Pe-
troluem Industry: Decree 1443 of 6 August 1985, 3 O & Gas L. & TAX'N REv. 75, 76 (1985-86).
Such provisi although ionally ial, are especially desirable for a country with an
unfavorabie balance of payments.

88. Payments based on such arrang are ly referred to as “production pay-

ments.” See SMITH & WEAVER, supra note 68, § 2.4(D).
89. For discussions of the terms of the risk service contracts of two Latin American countries,
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agrees to explore a specific area and evaluate its i i
ore a f ! potential for discoveri
:he work obligations will qormauy be spelled out in detail, sucl:e:;sl'
one undc: modern concessions and licenses. However, the compan y
quires no “property rights” in the reservoir. In this respect, its | g
sition is similar to that of the American drilling contractor' e
Throughout the initial expl i .
) ! ploratory period, the com; i
:-lt:c (::(v)n mo:ley ;nt#h no expectation for payment unlwsp:)nu);l:lne:?izls :nrly-
n results. us, the company bears the entire financial risk wi
¢ . . ancial risk with.
::.t :::'m rights in the explored territory. For example, Article :sl o? tlll:e
A agmr) ‘?tl]lomodcl_ cciont.m.ct’" obligates the foreign corporation (i.e., con-
provide at its own risk and for its exclusive acco ’
« . ‘
bt:chnol(‘)gy, capital, equipment, machinery and any investment th::tl mt:e
required for due performance of the [clontract.”*? g
. (';l;:e thf:re isa declfn'at.ion of commercial productivity, the com-
pany a ngh? to be paid for its services and to additional compensa-
tion for t:he nsk. it has undertaken. The manner and extent of
c<:cmpensal tion, which are set out in the agreement, differ widely. For
:x_an'lap e, undq the Brnznlmn risk service contract, exploration costs are
el:lr: ‘ursed without interest, whereas development costs are reimbursed
:l:a IlJn;eresF, at the l;t:te spef:i.ﬂed in the agreement or, alternatively, tied
ot .S. prime mte: Additional remuneration is calculated on the ba-
is of a'fom.:ula which takes into account both production volume and
crude oil prices. The formula has been described as follows:

]]:: '=L|§QIXI + QX; + QX)) X P where
is the remuncration for the services rendered by th i
:: l;'n:orket Ercm::l cg‘ec]:;ude oil, as defined in the oon)t'.racet,c:::)tdmu?;nfrl;:
mm discovered and developed by the contractor;
% es;n‘;,'ll OQ‘;malx: th_e slmresﬂ e dc_)f the quarterly production volu;?gb(::,inqe:i,
ercial fiel
defned 1 the e belowl:scovcred and developed by the contractor as
Share up to the first 600,000 cubic metres: Q,
:hare between 600,000 and 1,200,000 cubic metres: Q
hare above 1,200,000 cubic metres: Q,. X,, X, and X; are the

ace Dabinor: -
o El:;l;m:v:. supra note 87; Joko Santos C. Neto, Risk-Bearing Service Controcts in Brazil, 3 1.
oy AT. l'ltli;:kouncg L. 114 (1986); and MIKESELL, supra note 20, at 92-107. ’
. Setmou( n Risk ServweN Contract, arts. 2.1, 2.2, reprinted in Neto, supra note 89, at 114.
raoid in ree ?A 1:43 o{ Aju‘un 3, 1985, modifying Decree No. 623. A copy of the
a8 to me by Mr. Tomislavo Dabinovic, Dabinovic y A¥

sociados, Abo, B i " .
note 87, gados, Buenos Aires. A discussion of the contract can be found in Dabinovic, S

92. Decree No. 1443,
93. Neto, supra note 89.
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values between 0.00 and 1.00, applied to the relevant shares of produc-
tion as defined in the preceding table. X, X, and X, are negotiated in
each contract so as to secure an appropriate remuneration to the funds
invested by the contractor, that is, a rate of return which takes account

of the risks involved.>*
In contrast, the Argentinean contract simply divided the net production
remaining after a twelve percent royalty is paid to the state between
Yacimientos Petroliferos Fiscales, the state oil company holding the con-
cession, and the contractor. The amount owed to the contractor was
calculated by multiplying the contractor’s percentage share times the in-
ternational oil price.®

In many countries, especially those of Latin America, the concept of
national sovereignty over natural resources extends to production. The
risk service contract is commonly designed to comply with this concept
since “title” to oil produced remains in the sovereign or its representa-
tive, the state oil company. In fact, this may be little more than a legal
fiction. As noted earlier, most countries using risk service contracts are
unable to pay for extensive services in American dollars—the universally
recognized standard by which oil is sold. Hence, risk service contracts
commonly give the contractor an option to receive reimbursement for its
expenses and risk remuncration in oil or, what may amount to almost the
same thing, in the form of a right to “buy” the crude oil produced.®
Presumably, such a “purchase” is merely a bookkeeping transaction.

A few risk service agreements avoid this type of issue altogether and
provide for payment directly in petroleum. For example, the risk service
contract used by the state oil company of Ecuador, Corporacién Ecu-
atoriana del Petroleo (CEPE) gives the foreign company much more
favorable rights in production. In providing for reimbursement and pay-
ments of the service fee, it states that:

CEPE and CONTRACTOR hereby agree that any investments made

by CONTRACTOR during the Exploration and Exploitation Periods

shall be reimbursed by CEPE in kind and that CEPE shall also pay

CONTRACTOR in kind for the Net Service Fee provided for hereun-

der. Such reimbursements and payments shall be taken from the Ex-

portable Balance Applicable to this CONTRACT, and such

Exportable Balance shall in the first place be employed to satisfy such

payments and reimbursements.”’

94. Id. at 115,

95. Dabinovic, supra note 87, at 76.

96. See Omorogbe, supra note 71, at 281-82.
97. BLINN ET AL., supra note 7, at 94.
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There seems to be relatively li istincti
r y little distinction between this :
service agreement and a production sharing arrangement. form of ris

D. The Participation Agreement

The term “participation i
agreement” has no fixed definitj
:ozrtelc):)ur:lfte: ;o one of the documents setting out the terms f)‘tinmv:ll?i:’h ?1:
or its state oil company) partici i
_ 1 c pates in thy i
::n f;orelgn operator. Thus, it is not so much a separate fo:n:'e;n;:: "
pmduamncﬁon i;t::;t as an agreement which is an adjunct to a concaaiz:
' g agreement, or even risk servi
mcrionn satlons ot or : ce contract. Its closest
; y be the joint o] greem
this analogy is quite inexact. ! peraling 2 7 elthovgh even
In many: participation joi
agreements, a joint operating co i
formed b_etween the country (or its national oil company)u:iid tlz';‘:-lzl .
corp::;tlon:l to develop the petroleum reserves. Although it is diﬂicultfz
tg::e ize in the context of existing participation agreements, in theo;
the country contn!:utes the acreage and the company contrii)uts tecrl’l"
f: n(:lz anq expertise as wFu as a certain sum of capital to the jointl-
orm entity. This entity is then operated by a management committei
po:::‘ of b_oth host country and company representatives. In some
tmh 3 etslng and management are equally divided and in other cases
e oon?n;stry Tetains a one percent advantage.
l s ‘:fmnlth y not a universal format nor does it represent univer-
vl e:toas tlle tern:fu'lolo.gy. For example, in Nigeria, the document
bl ¢ participation agrecment sets out the respective interests
of the o t:t:ng:m :nd th:b national petroleum corporation in the con-
, and movable assets used for explorati
production, transportation, stora, i incly ‘muoassocn' developmmeﬂ'-
s R ge, delivery (includin, i
such as offices and housin i g e
: g), and the working capital applicabl i
Sir L e to oil
:)ep;;‘:t::int: t: scparate joint operating agreement, somesl})mt similar in
s with & :::u;::pl:raung;greement familiar to most American and
: wyers,”® sets i i
ties and the terms of development.”om e elasionship among the par-
Perhaps the most concise summary i partici
tion can take is set out as follows: for the diferent forms o

There exists, however, a wide variety as 10 the form and extent of the

98. For a concise description of i .
supra note 68, § 16 (1991). of the typical U.S. operating agreement, see SurrH & WEAVER,
99. Omorogbe, supra note 71, at 277.79,
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participation. Hlustrations of that variety are the fixed participation,
the gradual participation, and the optional participation. The fixed
participation system consists in granting a given percentage of produc-
tion to the [host country] (or its national oil company) while the grad-
ual participation approach entails an increase of that percentage in
accordance with the level of production, or pursuant to another pa-
rameter. The optional participation scheme consists in the possibility

for the [host country] (or its national oil company) to decide its partici-
pation percentage as and when it sees fit. Furthermore, the participa-
tion may be immediate or deferred. In the first case, the percentage of
participation is determined at the outsct while, in the second case, it
takes effect upon the decision of the {host country] (or its national oil
company) to participate at a given moment—generally after commer-
cial discovery.
Note that one common form of participation is the carried interest,
under which the foreign companies bear the entire cost of exploration,
and the state oil company has no liability for costs until the development

stage of a commercial field.'°!

IV. CONCLUSION

Discussing petroleum arrangements in terms of basic types is helpful
analytically, but in practical terms it may be somewhat misleading. The
distinctions between the concession, production sharing agreement, and
risk service contract are primarily conceptual. In purely legal terms, the
concession is a more favorable arrangement than the production sharing
arrangement, and both are preferable to a risk service contract; but in
practical terms, the size of government take, political risk, availability of
financing, and other business related factors should have more important
bearing upon a company’s willingness to invest in an area than the legal
format under which it carries out its program.

Moreover, the concepts underlying one arrangement are not always
used exclusively within that arrangement. The different provisions can
be merged. In some instances, such a merger may transform what is
nominally one type of agreement into what in essence is a different type.
Some forms of service agreements appear to differ only in name from
production sharing contracts. Perhaps the best known example of a de-
liberate combination of elements is the contracts used by the People’s

100. BLINN, ET AL., supra note 7, at 100.

101. Sex, c.g., the Danish system described in Réennc & Budtz, supra note 38, at 162-63 (1985).
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