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CIT

Corporate income tax

FSC

Fiscal stability clause

GDP

Gross Domestic Product

IMF

International Monetary Fund

10C

International oil company

NOC

National oil company

PSA

Production Sharing Agreement

PSC

Production Sharing Contract

UKCS

UK Continental Shelf
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Value Added Tax
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1. Introduction

The importance of fiscal stability is a popular mantra for the oil and gas industry. In reality, it is rarely
delivered as circumstances are constantly changing. Almost every month, countries announce or
introduce fiscal changes such as: a new fiscal regime for a new exploration basin, an amendment to an
existing regime, higher taxes, the introduction of incentives to stimulate late-life investment, or the
closing of tax loopholes, to name but a few.

One of the reasons why long-term fiscal stability is difficult for governments to adhere to is simply the
existence of significant unknowns when the fiscal regime is first designed at the start of the province
opening T which is often before a single exploration well has been drilled. Invariably, oil and gas basins
evolve in an unpredictable way: for example, few anticipated the riches in the North Sea when drilling
first began in the 1970s, the deepwater Gulf of Mexico, or the shale revolution.

Governments keep fiscal regimes under almost continual review; the dynamics of what constitutes a

6fair sharebd6 of the resource rent are fundamentally

unpredictable geology, and global competition for scarce capital and know how. While both
governments and investors share a common objective (to maximize the exploitation of the hydrocarbon
resource) governments generally want to ensure a fair share of the resource for the nation; investors,
on the other hand, wish to ensure a minimum return on investment and a simple and stable tax regime.
The difficulty with these objectives is that the interaction between governments and investors is
dynamic, making enduring fiscal stability a very challenging proposition in practice.

Investors attempt to neutralize these uncertainties by putting in place stabilization clauses; these come
in different forms, but their main objective is to lock in fiscal terms for the duration of a project. The term
6stabilizationdé refers to the attempt talterationofihd
regime in which the project takes place (Erkan, 2010, p.101). The success of such mechanisms has
been mixed; if the relationship between host governments and investors deteriorates to the stage where
the legal provisions are invoked, investors may well become disappointed with their effectiveness. They
remain, however, a mechanism in contractual agreements, and in laws governing oil and gas activities,
in many countries.

Stability clauses may cover a broad range of host country laws including, among others, those relating
to: labour; the environment; government control over production decisions and share participation; the
obligation to provide local infrastructure; and the possibility of nationalization. A particular type i so
called fiscal stability clauses (FSCs) i deals exclusively with taxes and royalties. FSCs may cover some
or all taxes and fees, potentially including income taxes, royalties, duties on imported material and
capital equipment, excises, value added tax (VAT), and other sales taxes on imported and domestic
goods and services.

This paper analyses how FSCs have evolved since the late 1990s, based on a survey of 20 countries
(19 developing countries and Mexico) listed in Annex Il. This period is characterized by significant
developments to the oil and gas industry, including major price changes, which prompted governments
all over the world to review the fiscal treatment of the sector, often to extract a higher share of the oil
rent. Since fiscal stability is a fundamental element of the fiscal regime of developing countries, it is
interesting to explore whether it was tightened or eliminated. The review of the literature relating to fiscal
stability and country experience is particularly timely due to the oil market context and anticipated
volatility in prices.

Oil GDP in the selected countries (excluding Mexico) currently accounts for about 70 per cent of oil
production in low-income and lower/middle-income countries? (it was only a third in the early 2000s).
On average, oil exports and government revenue from oil in these countries each accounts for about

1 Based on World Bank classification of countries.
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10 per cent of GDP, and the latter represents about one-third of total government revenue (Figure 1).
This suggests that fiscal stabilization and its impact on revenues, if any, could have significant
budgetary consequences for governments and companies.

Figure 1: Evolution of Government Revenues, Exports and Oil Prices (20007 10)
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not available (52 out of 255 observations).

The paper is organized as follows. Section 2 discusses the major triggers that push host governments
to revise the fiscal terms to which they originally agreed with investors i principally in contracts, but also
in laws of general application, such as hydrocarbon and tax laws. The section also describes the
characteristics of the main forms of stabilization and their r a i s o n sThaké tfiggarseare universal,
yet stabilization clauses are typically offered in developing, not developed, countries. Section 3
assesses the effectiveness of such mechanis ms by | ooking at specifi
discusses the central issues related to the design and implementation of fiscal stabilization measures.
Section 4 analyses the results of country reviews, adding comments from a small group of industry
experts (who were invited to comment by drawing on their experience) to the findings. Section 5
concludes with some policy lessons.

2. Fiscal stability: r ai s o n awmdarfodels e

The appetite of oil and gas investors depends not only on the level of tax, but also on the extent to

Cc count

which the government shares the projectébés risks, t hc

means to diversify certain levels of risk. Governments, however, can minimize one important risk i that
is the fiscal risk T by providing fiscal stability. A tax system subject to continuous tinkering tends to
undermine investorsé confidence in government
for increased risk, thereby reducing the value placed on future income streams and increasing the
barriers to investment.

Fiscal Stabilization in Oil and Gas Contracts
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For investors, fiscal stability therefore secures the basis on which investment decisions are originally
made. For governments, it provides some level of predictability that enables them to estimate, more
accurately, how much revenue will be collected and when, therefore assisting with budget management.

Despite these appealing benefits, stability of petroleum fiscal regimes is rarely delivered in practice.
Since circumstances are constantly changing, a certain degree of flexibility has to be allowed in any tax
system if it is to respond to differing conditions and to evolve as a result of major changes in the external
environment.

The government response, however, largely depends on the nature of the fiscal regime itself and
whether it has any inherent profitability-responsive features. For instance, well-designed fiscal regimes,
which are mainly profit-based, respond automatically to changing conditions and provide a self-
adjusting framework that can be applied to a wide range of project types i unlike revenue-based or
royalty systems.

This section discusses the main triggers that lead host governments to revise their upstream petroleum
fiscal regime. It also analyses the reasons why investors ask for stability provisions in their petroleum
contracts and why governments offer them. The section explains why, despite the prevalence of the
same triggers worldwide, fiscal stability tends to be a predominant feature of contracts signed in
developing countries. The section finally reviews the main models of fiscal stability.

2.1  Drivers of Fiscal Instability

Although changes to fiscal regimes might seem to be a random event, there is a pattern in the way
pressure for changes in government take i that is the total share of government revenues from a
projectds néismanidestdd. AB bummarized by Bilder (2011), contractual renegotiation
generally takes place under all or some of the following circumstances: changes to prices and
production levels normally prompted by factors that are external to the parties to a contract; the
perception of an unfair balance between the parties of the risk/reward allocation under the law or
contract; and allegations of having agreed to an incomplete, ambiguous, or at least a not so precise
contract (together with a lack of clear understanding) between the parties. The oil price, however,
remains the most obvious driver.2

Oil prices

Many governments around the world attempt to modify their fiscal terms as a result of changes in oil
prices, particularly in response to increases in prices, as depicted in Figure 2. According to the World
Bank,® more than 30 countries revised petroleum contracts, or entire fiscal regimes, between 1999 and
20107 a period which witnessed major changes in the price of oil. A fiscal regime established when oil
prices were US$50 per barrel (/bl) may well be viewed, when prices stand at US$100/bl, as simply
being too generous to the industry, particularly if it is not designed to capture automatically the additional
rents resulting from higher oil prices.

The price level plays a significant role in determining the degree of bargaining power each party has at
the negotiating table. Typically, when the oil price is high, the government has the upper hand; when
the price moves in the opposite direction, the pendulum swings in favour of the companies, although
the reaction to falling prices tends to be slower and more erratic.

The period between 2002 and 2008 is a good illustration (Figure 2). Over that period, oil prices were
rising steadily. Accordingly, from Angola to Argentina, China, Ecuador, India, Kazakhstan, Libya,
Nigeria, and the USA (Alaska), governments increased the tax rates paid by oil companies. Countries

2 For a more detailed assessment of the triggers of various fiscal changes see Nakhle and Hall (2012).
3 As cited in Stevens et al. (2013).
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like Algeria modified their petroleum legislation law in order to give a minimum equity share to their

national oil company, Sonatrach. In an extreme case, Venezuela replaced all the then-existing terms

with new contracts and imposed a majority equity share for its national company, PDVSA. The late
Venezuel an president, Hugo Chavez, ciotnforont edve héet &
Companies like ExxonMobil resorted to the international arbitration court to resolve the matter.

Figure 2: Chasing the Oil Price*
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As The Economist outlined in a March 2007 article:

All around the world, from Algeria to China, governments are changing the terms of investment in oil and gas,

on the ground that they are not receiving their fair share of the profits. For critics of capitalism, last year 6 s
surge in oil and gas prices seemed to present a long-awaited chance to shift the global balance of power

away from corporate behemoths and the governments that are closest to them (The Economist, 2007).

These changes are seldom implemented easily or peacefully, and often result in lengthy litigation. The
higher incidence of arbitrations in the oil sector correlates strongly with the commodity price boom.5
Between 2001 and 2010, the number of arbitration cases for oil and gas were around 10 times greater
than they had been during the previous decade, as Figure 3 shows.

The fall in oil prices in mid-2014 has pushed some governments to go in the opposite direction. This is
most notable in countries which have been struggling to increase production and attract investment.
Low oil prices exacerbate an already dire situation and prompt anxious governments to implement
drastic measures to stop conditions from worsening further.

‘“6Fi scal incentivesd refer to various measures t hatetothediuce the rat
sector, relative to the standard tax treatment of the sector.

5 Arbitration occurs when all recourses to settling differences between the parties have failed. It is a last resort action that

provides for conflict settlement and compensation, determined by an arbitration body.
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In the UK, where the North Sea has been hit hard by falling oil prices, the Chancellor, George Oshorne,
announced in his March 2015 Budget a US$ 1.9 billion support package to the industry; this included a
reduction in the tax burden and the provision of additional support for exploration of the UK Continental
Shelf (UKCS). The UK has long been a textbook example of fiscal instability. Since the establishment
of the UKCS tax system in 1975, the regime has been repeatedly reviewed and many amendments
applied.

The major challenge for governments chasing the oil price is that oil is a global commodity and its price
moves unpredictably. There is also an additional variable that tends to be forgotten and which has a
material impact on project economics T that is cost. Both capital and operating expenditures are
correlated with price movements, typically with a time lag of six to nine months.

Investment

Investment trends are one of the key drivers in determining fiscal outcomes, with exploration being the
activity most responsive to tax changes. Governments closely monitor the impact on investment from
tax changes, while some make detailed assessments of the likely investment response to planned fiscal
changes. Rising investment may encourage governments to believe that they can introduce a tax
increase with little pain. Unexpected declines in investment may trigger the opposite response.

Even before the 2014 oil price decline, some governments introduced significant changes to improve

the investment conditions in their oil and gas sector. In Algeria, auctions held between 2008 and 2011

revealed limited international interest in bidding for oil and gas exploration rights. Hoping to rescue its
economybysti mul ating interest in new energy developments
oil and gas production (which peaked in 2007 and 2005 respectively) the Algerian government revised

its hydrocarbon law in 2013, providing tax incentives andrelaxing s ome of the sectords o
regulations.

It is often observed, that a good time for governments to introduce tax increases is after large-scale
investments have been committed, when it is too late for them to be cancelled. This is referred to as
the 6obsolescence bargaind. Once committed, the inves

Tensions can also arise if a large project, critical to the nation in terms of tax generation and finances
for the host government, is delayed or suffers cost overruns. Depending on the nature of the fiscal
regime, the impact of the cost overrun may fall disproportionately on the government, especially if uplift
is available or favourable cost recovery mechanisms are in place. In this situation, the flow of tax
revenues to the state will be deferred and run at a lower level. This is likely to engender material

Fiscal Stabilization in Oil and Gas Contracts



budgetary problems for state finances if the proceeds have already been committed to public
programmes. A typical response is an increase in taxes to keep the expected government revenue
stream intact.

The Kashagan project in Kazakhstan is a good example. The field was discovered in 2000 but what
should have been one of the most attractive and profitable projects for a generation turned into a
headache for the investors. Project costs more than doubled and production was significantly delayed.
A combination of overly optimistic estimates of start-up dates and development costs caused serious
disappointment to the government, which had expected that major tax revenues would flow from the
project as soon as 2005; however, first production started only in 2013. Facing a major shortfall in
expected revenue flows, the Kazakh Government demanded in 2008 a fine of US$4i 7 billion as a
penalty for the delay to start up, together with a large increase in its equity; additionally the fiscal terms
were tightened.

Production life cycle

At the beginning of the life of a basin, the host government has an incentive to provide the most
attractive tax regime possible to oil companies in order to encourage them to make the investment.
Once commercial discoveries are made, the bargaining power shifts in favour of the host country which
owns the (now proved) resource, possibly promoting the introduction of a new law, or the amendment
of an existing law, for the government to capture the upside of those discoveries. When a basin matures,
however, the tax regime designed for basin opening ceases to be competitive, given that unit costs rise
and discovered volumes decline.

In 1999, Israel made its first offshore natural gas discovery i the Noa field. Subsequent discoveries
(Mari-B field in 2000, Dalit and Tamar in 2009, Leviathan in 2010, and Tanin in 2011) confirmed the
presence of significant quantities of natural gas in the Levant Basin (EIA 2013). In 2000 the then Israeli
Ministry of National Infrastructure® froze all offshore activities in order to give the government enough
time to amend its regulations and fiscal regime. More than six years later, the sector was opened to
new exploration, but with more restrictive regulations and tightened fiscal terms. The government take
was increased from around 50 per cent to more than 60 per cent accordingly.

Prices in asset sales

Often governments do not have a clear idea of the value of oil and gas assets, particularly the upside
potential: the real worth of an asset is revealed only when the asset is sold. The value can be a surprise,
especially in immature basins with little turnover of assets. Governments may respond by seeking to
tax the value of the transaction via capital gains tax or equivalent fiscal measures.

One good example is the sale of Cairn Energyéo6s
deal, the state oil company ONGC, which had up to that point paid all the royalty due on the licence,
demanded a review of the royalty terms. The matter was eventually settled, with Cairn India agreeing
to pay a share of the royalty as per its equity stake, but the wrangling delayed settlement of the deal by
over a year.

Regional trend and neighbourhood effect

Governments, like companies, normally benchmark the competitiveness of tax regimes, because they
fear losing out. Most governments have a selected list of countries with which they compare themselves.
In principle, the comparison is done with countries of similar resource potential, geography, and cost
structure, although in practice many countries only consider geographic proximity.

A tax increase in one country can be followed by copycat increases among its neighbours, especially if
the perception takes hold that the changes have had little impact on investment and competitiveness.

® This later became the Ministry of Energy and Water Resources.
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The neighbourhood effect may work in reverse, but the process is much slower and needs a collapse
in investment to provide the catalyst.

Changes in political conditions

Perhaps the strongest indicator of fiscal change occurs with a change of government. A fiscal regime
designed by the previous administration will invariably be reviewed critically by a successor with a

di fferent political persuasion or ideology. OResour ce

as
... the expression, by states, of their determination to gain the maximum national advantage from the

exploitation of national resources (Joffé et al., 2009, p.3).

Resource nationalism results in either a greater or a lesser role for the international oil companies
(IOCs) in resource exploitation.

Venezuela is an interesting example. At the end of the 1990s, the Venezuelan oil industry was open to
international investment. However, after Hugo Chavez, the late president, officially took office in

February 1999, sever al policy changes involving

to the state.

Deteriorating government finances

When governments look for new sources of revenue, the extractive sector is an easier target than many
others, since companies in this business cannot simply move abroad because the resource is immobile.
In difficult domestic economic conditions, when other industries suffer, governments have to weather
both falling corporate tax rates and declining tax yields from the corporate sector. Meanwhile, tax
increases for the oil and gas sector, especially in periods of high oil prices, can help fill the financial
hole in the short term.

22 Rai s ons ofdCorftractual Fiscal Stability

The above list of factors triggering fiscal change is not exhaustive but it highlights an important reality:
fiscal changes are likely throughout the lifetime of an oil and gas project i whether in a developed or
developing country and irrespective of the type of fiscal regime, be it concessionary or contractual.” The
petroleum industry is characterized by a high level of economic and technological complexity; it would
be impossible to conceive of all future outcomes relating to costs, technology, reserve estimates, and
prices at the time a contract is signed between a host government and oil companies. It is therefore not
surprising that investors advocate fiscal stability but why it is included in oil and gas contracts almost
exclusively in developing countries is not clear.

Why do companies want stability clauses?

Oil and gas projects are, by their very nature, long term i particularly those that are offshore and in
locations remote from markets. They are also capital extensive with large sunk costs. The main
expenses incurred in the initial stage of investment relate to exploration and development; the bulk of
such expenses cannot be recovered if the economics of the project change at the time of production
and commercialization because of changes in domestic laws. There is also a significant time lag, often
of several years from the initial discovery of oil or gas reserves to the time of first production. Payback
on the initial exploration investment can take decades.

" See Nakhle (2008).
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The lengthy planning horizon for both government and companies means that dynamic aspects are

more important than they are in most other industries (Osmundsen, 2008). Time creates the

time/dynamic inconsistency problem, which occurs when a government starts with a specific policy but,

after conditions change, finds it welfare-increasing to go back on the commitment implied by the policy

(Daniel and Sunley, 2010). Companies will then face, in addition to technical and commercial risks, the

political risk, which is the chance that any entity of the host country with executive, legislative,

administrative, or regulatory power may take any act or measure with a negative effectonth e i nvest or s 6
legitimate interests (De Macedo, 2011).

The long-term and capital-intensive characteristics of investment in the international oil and gas industry
underline the vulnerability of the foreign investor to unilateral alteration of the petroleum contract by the
host government at some point during the life of the contract (Cameron, 2006). Furthermore, the
involvement of the state as the sovereign owner of the resource and as a contracting party in a
petroleum contract always raises the possibility of unilateral change or premature termination, by virtue
of the st at e b stivepoverdRarequgetal.|l2e0g§)i s | a

Although the principle of pacta sunt servanda,® or strict sanctity of contract, is widely accepted, under
no legal system has the principle been found to be absolute, and contractual rights can be expropriated
(Daniel and Sunley, 2010). In an attempt to neutralize the political risk, investors typically push for a
legally binding guarantee, in order to safeguard the terms that were originally agreed upon for the
duration of a project and to protect their investment from the unilateral exercise of state power aimed
at changing the terms of the contract by legislation or administrative discretion.

A stabilization clause is a contractual risk-mitigating device to protect investments from variations in
the legal environment. This would include risks deriving from a possible exercise of host state
sovereignty such as: expropriation, ® the obsolescence bargain, or any other change which the
government might utilize in order to impose new requirements on investors (Jardim, 2011).

The stabilisation clause is essentially a phenomenon of long-term state contracts, in contrast to private
contracts, commercial contracts and short-term state contracts, which are not usually vulnerable to political or
regulatory risk (Faruque et al., 2006, p. 317).

According to Johnston (2010), stability provisions are vital to the petroleum industry; without them, the
scope and effectiveness of petroleum agreements are often limited.

Oil companies are so vulnerable to potential changes in fiscal terms that they behave much more
conservatively if they cannot limit this risk. Conversely if they can mitigate, reduce or eliminate certain

elements of risk they can be more aggressive in their investment efforts (Johnston, 2010, p.5).

Shemberg (2009) brings i n t he | endersé6é perspective, arguing the
stabilization clauses as essential to the bankability of a project, particularly in emerging markets; they
may insist that at least the fiscal terms of an agreement should be stabilized.

While fiscal changes can be expected in any oil and gas resource-rich country, there is asymmetry in
their advocacy. Typically, the call for fiscal stability is made when companies fear an increase in tax,
but it is less of a concern if there is a prospect of tax reductions. In other words, this tends to be a one-

8 Pacta sunt servanda is a fundamental principle of law, whereby contractual obligations must be respected.
9 Expropriation is the most extreme measure a host country can adopt regarding foreign investment; it consequently represents

a special concern to foreign investors, whetthelaterreteringtoeasem outri ght ,
time a host country unilaterally changes the contract in such a way that, although not consisting in a formal expropriation,
increasingly complicates or unreasonably interferes wiotamd t he i nve:

gas assets, property rights vary across the world) and/or to conduct his enterprise (De Macedo, 2011).
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way argument and, in many respects, the desire for fiscal stability amounts to industry urging
governments not to raise taxes.

Why do developing countries offer stabilization provisions?

One of the curiosities of stabilization clauses is that no developed country will offer them to investors
(Erkan, 2010). Developing countries tend to negotiate individual contract terms, whereas in the OECD
the content of contracts or licences is scarcely affected by any negotiations between IOCs and host
governments, since the terms on offer are largely standardized (Cameron, 2006).

The nature of political risk is clearly different between developed and developing countries, as the latter
include some of the worl dbds most 1 besetrwihdpoliticaleabdl e and
economic crises and potentially laden with a history of coups and countercoups (Nwaokoro, 2010).

Blitzer et al. (1985) argue that while fiscal uncertainty is universally present, IOCs give it a greater

weight when considering investing in developing countries where political instability and reaction to

possible windfalls have traditionally led to adverse changes in the contractual relationship.

However, according to Cameron (2006), the political risk alone is an insufficient condition for assessing
the usefulness of fiscal stabilization provisions; it should be combined with the geological risk.
Experience shows that where geologic prospectivity is high enough, the IOCs have been generally
willing to risk capital on exploration according to terms that afford them a much lower degree of security
of investment than is demanded by the community of international financial institutions (Alexander,
2010). Countries like Norway, with a good track record in dealing with IOCs, hence with a low political
risk, do not offer stabilization provisions; others (such as Saudi Arabia and Brazil) follow suit despite
the high political risk, because the perception of geological risk is low.

Bilder (2011), in a similar vein, argues that stabilization mechanisms seem to be more prevalent when
there is a combination of both high geological and political/regulatory risk. In countries where the
arrangement is sufficiently profitable, there is no perceived need for stability clauses. Developing
countries, like Nigeria and Angola, with a well-established petroleum sector, do not offer stability
provisions. Further, according to Johnston (2010), many of the countries that do not provide stability
mechanisms have relatively low political, geographical, currency, or financing risks and are less likely
to feel the need for added stability. These arguments can be linked to the bargaining power of respective
players. As put by Erkan (2010), stability clauses are typically offered by governments in a weak
bargaining position.

Developing countries also offer stability provisions to attract investment in the oil and gas sector,

whereby contractual stability is used as a bargaini
international markets and to compensate for existing risks. This issue, however, is debatable given the

myriad of factors that affect the political and financial risks of investment in the oil and gas sector. These
include, among ot her s: political stability; private p
record in upholding these laws; capital control laws; and the level of corruption in the political system

and in the public service.

Companies are reluctant to invest where the weakness of their bargaining position may be exploited,

resulting in underinvestment. A credible assurance not to change tax terms once investment has been

committed should, in principle, raise the level of investment (Daniel and Sunley, 2010). The presence

of stabilization mechanisms in a petroleum contract c
to investors at the initalst age of the investment, and can thus hav
developing countries (Faruque et al., 2006).

Another factor used by developing countries to justify offering stabilization is tax competition, which has
increased over the pastt wo decades in |ight of increased gl obali
economies. Approximately 150 host countries compete for capital from IOCs and the list is growing as
new discoveries are made and unconventional oil and gas resources are further exploited. Developing
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countries therefore accept stabilization clauses in order to gain an economic advantage in attracting
foreign investment in the petroleum sector (Faruque et al., 2006).

Checkol (2008) contends that stability provisions are not merely designed to meet the needs of the
investors alone. Host governments zealously vindicate public interest by ensuring a stable flow of
returns from exploitation of scarce resource. Similarly, Johnston (2010) argues that stabilization

mechanisms enhance agover nment 6s ability to attract companies

supported by economic logic and imperative, promoting the alignment of interests between the oil
companies and host governments. The author adds that stability provisions facilitate oil company
efficiency and performance, which is typically in the best interests of the government.

Cameron (2006), however, states that, whatever its attractions to 10Cs, a stabilization clause is not a
mandatory requirement for a host government that seeks to attract investment into its petroleum sector.
Daniel and Sunley (2010) argue that the need for a fiscal stability clause is less compelling under certain
conditions: a history of sound fiscal management, statutory and effective corporate tax rates in line with
international rates, low tariff rates, non-imposition of taxes that distort investment and production
decisions (such as asset taxes, excises on machinery), non-discrimination between domestic and
foreign investors, a low level of corruption, a transparent tax policy process, and a reasonably efficient
tax administration. This explains why most developed countries, unlike developing countries, do not
grant fiscal stability clauses in their petroleum agreements.

2.3 Stabilization Mechanisms
Stabilization clauses are not a new phenomenon. Their use dates back to the 1930s (Paasivirta, 1989).

l nvestors originally attempted to neutralize gover nme

new contracts with host states in the then new oil provinces of the Middle East; such clauses then
became common practice in other world regions (Erkan, 2010). The essential goal of such provisions
was to ensure that the concession contract remained in force throughout the period stated in the
contract (Cameron, 2006).

From the 1950s to the 1970s, the thrust of stabilization clauses in petroleum contracts was to act as a
defence against expropriation. The period up until the early 1980s was characterized by highly
confrontational revisions of petroleum contracts and nationalizations of oil and gas assets, which
triggered several arbitral awards.1°

In the 1980s and 1990s, stability provisions evolved and proliferated (Johnston, 2010). Since then, two
patterns of behaviour are discernible: some countries chose not to provide commitments on contract
stability at all, while those who offered them provided different forms of mechanisms in terms of
coverage and flexibility (Cameron, 2006). Accordingly, stabilization provisions can be grouped into two
categories: classical and modern.1!

Classical stabilization mechanisms
The common types of stabilization tools under this category include:

1 Freezing clause: also referred to as stabilization clause stricto sensu in the legal profession. It
provides that the governing laws i general and special i applicable to operations under a contract
between a company and a sovereign state should be those of the state at the time the contract
was executed. In other words, it intends to guarantee that the future laws of the host state will not
affect the contractual relationship. Freezing typically covers all tax policy changes that could affect

19 For examples, see Cameron (2006).
11 For a detailed discussion see Cameron (2010), Erkan (2010), and Maniruzzaman (2008), among others.
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the tax situation of an investment project (and hence its profitability), whether or not such taxes
are included in the contract.

1 Intangibility clause: provides that the signing country may not modify or terminate the contract
unilaterally.

T 6Good will o6 clause: the contract shall be perfor med
hence the clause precludes unilateral modification or termination of the contract. According to
Coale (2003), the main difference between intangibility and good will clauses is the scope they
provide for interpretation in case of litigation.

T Hybrid clause: includes both freezing stricto sensu and intangibility; its aim is to protect against
destabilization and unilateral actions.

These classic mechanisms have, however, come under criticism: since their aim is to neutralize the

statebs power, they are seen as incompatible with the
be limited to contractual mechanisms.2 Authors such as Cameron (2010) describe these categories as

taking a narrow perspective. As put by Dias (2010), for some, the traditional forms of stabilization are

seen as the limits of non-alienation of State prerogatives, or as self-limitation of its legislative

competences. Others, like Adaralegbe (2008), however, argue that the state cannot rely on the doctrine

of sovereignty as justification for its unilateral repudiation of a stabilization clause.

Another difficulty with these mechanisms is their sheer administrative complexity; if a government
concludes oil and gas contracts containing such legal clauses at different points in time, then it has to
apply to each project the law existing at the time of concluding the contract (Maniruzzaman, 2008). The
administrative processing becomes considerably complicated, since for each investor a customized
legal and fiscal regime applies. The tax authority ends up administering different tax procedures and
forms, which could become quite complex with the accumulation of contracts.

Modern stabilization mechanisms

Freezing c¢clauses have largely fallen out of use, i n
clauses (Shemberg, 2009), since the exercise of sovereign authority by the host state cannot be

completely restrained by virtue of a classic stabilization clause. These more modern techniques have

been developed in ways that respect this reality, while at the same time protecting the economic

equilibrium of the contract (Maniruzzaman, 2008). Such techniques include elements of balancing,
negotiation,orac ombi nat i on of these with o6freezingd of some

Economic Equilibrium or Rebalancing Clauses are perhaps the most familiar modern stabilization
mechanisms. They aim to keep the same financial position i the economic equilibrium 1 of the investor
as provided by the contract on the date it was signed and therefore provide protection through a
renegotiation mechanism. They stipulate that the investor comply with new laws but also require that
the investor (or 0i tcds)ofdoraplyiogowiptieem soahatdt demdins in the daree
economic situation it would have been in had the laws not changed. Compensation can take such forms
as: adjusted tariffs, extension of the concession, tax reductions, or monetary compensation, but
exemptions are not specifically mentioned in the contract (Alexander, 2010). Under such clauses, the
statedbs exercise of sovereign authority is not cont
requirement to undertake renegotiation to re-balance the same economic equilibrium initially agreed
between the parties.

Economic Equilibrium clauses come in different types i the difference being the way in which the
economic equilibrium of the contract is re-established. They can be either stipulated economic

2 This parameter of sovereignty includes the power of the State over its natural resources, to the point that it is considered that
the right of exploration of such resources is absolutely inalienable or non-negotiable (Dias, 2010).
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balancing (automatic adjustment); non-specified economic balancing (does not stipulate the nature of
the amendment); or negotiated economic balancing (parties negotiate how to restore the balance).

The popularity of economic rebalancing clauses in the oil and gas industry resides in the fact that if the

statebs unil ateral acts adversely affect the contrac

than under the freezing clauses. The breach of a freezing clause may result in only lump sum damages,

which could be far bel ow what the company consi

economic balancing clause, however, the government would have to indemnify on an ongoing basis
(Maniruzzaman, 2008). Bilder (2011) adds that freezing clauses may deprive an IOC of potential
beneficial changes. Shemberg (2009), however, argues that if formal claims result in monetary
compensation, the impact of these two types of stabilization clauses would be similar, except that
economic equilibrium clauses only formally require good faith negotiations of the parties in the event of
a dispute, it is unclear how these clauses would be enforced and whether they would potentially result
in monetary compensation.

One of the key issues with economic rebalancing is how to define the threshold that would trigger
renegotiation (if the adjustment is not automatic). In a very small number of contracts, the trigger is
specifically defined. More commonl vy, the foll

interpretations in different contexts (Maniruzzaman, 2008) and the outcome, in case of a dispute,
depends on the drafting (Bilder, 2011).

Furthermore, these clauses seem even more complex to administer than freezing, since they require
the calculation of two tax results in order to determine the amount of compensation: one under the post-
change system and one under the system at the time the contract was signed.

Variations
According to De Macedo (2011), the three main features of a typical stabilization clause are:

i) the precedence of the agreement over any following provision passed by the host country

der s

o Wi
affecte d 6 , 6significantly affectod, O6materially affe
circumstanceso, or Omateri al adverse changebd.
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damaging the investorsé interests (intangibility);

i) the impossibility of changing the contract terms without previous consent of the other party,
usually to be given in writing; and

iii) the legislation and regulations that apply to the contract are those in force at the moment the
contract is signed.

While many would argue that freezing clauses are outdated and are not in use anymore, in practice,
many stabilization clauses can be described as hybrids since they carry aspects of both freezing and
economic balancing provisions. Like economic equilibrium clauses, hybrid clauses do not make
investors automatically exempt from new laws but (more like freezing clauses) they explicitly include
the granting of exemptions from laws as one way of ensuring that the investor is not financially impacted
by the new laws (Shemberg, 2009). In other words, such clauses aim to restore to the investor the
economic benefit originally established in the agreement, and to exempt the contract from any future
law enacted (Guirrugo, 2014).

Stability clauses may also vary with the period they cover. The host country can grant stability provisions
for an initial period of years of operations (say 10 years) or for the entire contractual period. The
coverage can also differ. Stability provisions may cover specific fiscal laws, or certain provisions (such
as tax and royalty rates), or foll ow an Wiacluding
environmental laws as well as labour legislation, companies and exchange control regulations). It is,
however, preferable to limit the FSC to direct taxation: corporate tax, royalties, and other resource-
specific taxes such as rent taxes. In fact, the inclusion of all indirect taxes and fees in the FSC could
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