
The Petroleum Regime in Timor-Leste

Introduction 

Timor-Leste has significant petroleum resources, owned by the State.  

In the near and long term, Timor-Leste’s economy will be almost entirely dependent on revenue from these resources.  Because of the vital role that petroleum revenues will play addressing the challenges of entrenched poverty and under-development, great importance has been placed on building a sound legislative and economic base for the development of these resources.

Proper management of petroleum resources requires the enactment of a petroleum regime (laws, regulations, contracts, etc.) to facilitate and regulate petroleum exploration and production activities, and to ensure that the State is properly and fully compensated for the use of its non-renewable resources.  In order to compete effectively for the international oil industry’s investment capital, this petroleum regime must be competitive with that of other petroleum-rich countries, in both form and substance. 

A working group of advisors and staff from the Timor Sea Office (TSO), the Designated Authority (DA) and the Energy and Mineral Resources Directorate (EMRD) has drafted a set of documents that constitute the proposed regime under which Timor-Leste will manage its petroleum resources.

At present, the Timor-Leste Government receives tax revenues from operations as well as a share of petroleum produced.  It spends the tax revenues it receives from petroleum resources as part of the regular budget process, and saves the non-tax revenues. The Government proposes to establish, in the near future, a Petroleum Fund in which it will invest all revenues from petroleum. Each year, the Government, with the approval of Parliament, will be able to withdraw some revenues from the Petroleum Fund to meet spending needs. The remaining funds will be saved for the benefit of future generations. 

A. Overview of the Petroleum Regime

The petroleum regime in Timor-Leste will have some special features and variations because the nation’s petroleum resources are located in areas of the Timor Sea that are the subject of overlapping claims to resource rights.  Development of petroleum resources in some of these areas currently occurs under a temporary joint regime set up under the Timor Sea Treaty with Australia.  Development of petroleum resources in other areas of the Timor Sea and onshore will be governed by Timor-Leste’s domestic law. 
Both the Timor Sea Treaty regime and the Timor-Leste domestic regime will consist of a regulatory law, a pro forma petroleum contract, and relevant taxation laws.
Timor-Leste Domestic Petroleum Regime

The proposed Timor-Leste petroleum regime includes the draft Timor-Leste Petroleum Act (described at Section I of this Summary), the draft Petroleum Contract and the draft Timor-Leste Petroleum Taxation Act (described at Section IV of this Summary).  

As is further discussed below, the draft Timor-Leste Petroleum Act empowers the relevant Timor-Leste Ministry to authorize petroleum activities.  Such authorization may take the form of the draft “pro forma” Petroleum Contract (described at Section III of this Summary).

Timor Sea Treaty Regime

The Timor Sea Treaty regime includes the draft Petroleum Mining Code (described at Section II of this Summary) and the draft “pro forma” Production Sharing Contract (described at Section IV of this Summary).  

Also, under the Timor Sea Treaty, Timor-Leste and Australia each apply its domestic tax law to its share of petroleum.  Therefore, the Timor Sea Treaty regime also includes the Timor-Leste Petroleum Taxation Act, which applies to 90 percent of petroleum, and the relevant Australian tax law, which applies to the remaining 10 percent.

Within the Joint Petroleum Development Area (JPDA) established by the Timor Sea Treaty, four Production Sharing Contract (PSC) areas will remain subject to preserved PSCs under the Treaty (termed “Annex F” PSCs) and to the Timor-Leste tax legislation previously applying. Among these, the Bayu-Undan project is the subject of a PSC amendment and of the Timor-Leste Taxation of Bayu-Undan Contractors Act 2003. 

Note:  The Timor-Leste Petroleum Act and the Timor Sea Treaty Petroleum Mining Code are meant to be as similar as possible.  This is because, once permanent maritime boundaries are agreed between Timor-Leste and Australia, there will be only one petroleum regime in Timor-Leste and its offshore areas – the Timor-Leste domestic regime.

B. Background to the drafting effort

The various documents making up the Timor-Leste petroleum regime were discussed and drafted in a working group.  The working group included representatives of the Timor Sea Office (Office of the Prime Minister), Designated Authority, Office of Macroeconomic Policy (Ministry for Planning and Finance), Energy and Mineral Resources Directorate and Secretariat of State for Investment, Tourism and Environment (Ministry of Development and Environment).  The drafting was accomplished with advice from international consultants.  The working group reports to Timor-Leste Prime Minister (and Minister for Development and Environment) Mari Alkatiri.

The working group considered petroleum regimes in other countries with a view to creating a petroleum regime for Timor-Leste that builds upon the experiences of the referenced countries, is internationally competitive, and is responsive to the resources and needs of Timor-Leste.  The vast majority of the world’s petroleum regimes fall into two broad categories – “Concession Agreements” or “Licenses” (often also described as a “Tax and Royalty Agreements”) or “Production Sharing Agreements”.  
In a concession – or licensing – system, the government issues licenses to one or more oil and gas companies to explore for and produce oil and gas.  Government income from these activities is derived from royalty and tax. The PSC system is based on a contractual relationship between the Government and the companies, in which the government, as an owner of the resource, contracts the companies to explore for and produce these resources.
The working group chose a production sharing contractual regime.  This type of regime was considered to be the most suitable for a country at Timor-Leste’s stage of development because of its broad acceptance in the industry as well as its close similarity to the regime in place in the JPDA.  Such a regime is found in many other countries (including a number of Timor-Leste’s near neighbors, although Australia’s is a licensing system.) and is familiar to the international petroleum industry.  It permits both flexibility in the authorization process and the establishment of a secure, contractually enforceable, basis for the large investments required in petroleum exploration and development, with disputes between the Ministry and petroleum investors to be settled by binding, international arbitration. 
The working group considered the prospective role of the Timor-Leste Government, including interest in the eventual establishment of a national oil company.  The Petroleum Act is written in such a way that it will be possible for a Timor-Leste national oil company to engage in activities under the Petroleum Act, should Timor-Leste decide to establish such a company, but not in such a manner as would interfere with rights previously granted to other companies.  
Once the working group has considered and incorporated comments from members of the public and industry, the various documents making up Timor-Leste’s petroleum regime will be submitted to relevant government bodies for passage and promulgation, as required.

II. Petroleum Regulatory Laws 

A. Application 

Timor-Leste has sovereign rights for the purpose of exploring and exploiting its natural resources, including its petroleum resources, located either on its territory or in its maritime zones.  The Timor-Leste Petroleum Act (the Act) applies to these areas, except to areas that are the subject of temporary international agreements as long as any such agreements remain in force.  Therefore, the Act does not apply to the JPDA, which is the subject of the Timor Sea Treaty between Timor-Leste and Australia.  Rather, the equivalent Petroleum Mining Code (PMC), established under the Treaty, applies in the JPDA.

B. Purpose

The Act and the PMC enable the Ministry and the DA, respectively, to authorize petroleum companies to explore for and develop Timor-Leste’s petroleum resources principally by contract, and provides for disputes between them to be settled by binding international arbitration.  

The purpose of the Act and the PMC is to create a regulatory regime which is stable, transparent and fair. Its purpose is also to  enable Timor-Leste to compete successfully with other countries for international investment, and to encourage petroleum companies to explore for and develop Timor-Leste’s petroleum resources in such a way as will provide maximum benefit to Timor-Leste (and also to Australia in the JPDA).  

The Act specifically empowers the Ministry to require petroleum companies to train and employ Timor-Leste nationals and use Timor-Leste goods and services, subject always to considerations of efficiency.    

C. Provisions

The principal provisions of the Act and the PMC are described below.  They are substantially similar.  Major differences, where they exist, have been noted.

· Title to petroleum belongs to Timor-Leste under the Act, and in the JPDA, to Timor-Leste and Australia once it is produced.
· No person may undertake petroleum operations in Timor-Leste or the JPDA without an authorisation under the Act or the PMC.

· The Ministry (the Ministry for Development and Environment for the time being) and the DA are empowered to authorize petroleum operations, including exploration for and exploitation of, petroleum.  
· Usually, the Ministry and the DA will grant rights to conduct such petroleum operations after a bidding process.  The Ministry and the DA may authorize only those companies that have the financial capability, and technical knowledge and ability, to carry out the operations concerned.  In choosing between persons so qualified, the Ministry and the DA are to consider required proposals relating to the training and preferential employment of Timor-Leste nationals, and to the use of Timor-Leste goods and services, as well as relating to the protection of the environment, and occupational health and safety.
· Petroleum operations include exploration, development, exploitation, transportation and export. This includes engaging in or planning the construction, installation or operation of any facility or equipment, as well as the marketing of petroleum and using petroleum from seeps. 

· Companies may seek authorization of petroleum operations in the form of:

· a Petroleum Contract, which will take the form of a production sharing contract (for exploration and production activities), and is further detailed below,

· a Prospecting Authorisation (e.g. in order to conduct a seismic survey), 

· an Access Authorization (e.g. to construct a pipeline), or 

· (for onshore areas) a Seepage Use Authorization (to exploit existing natural seeps).

· The Ministry can resolve disputes involving those engaged in authorized activities in relation to those activities including in allowing third party access to facilities and infrastructure.
· The PMC specifies certain items relating to the development of petroleum that must be provided for in all petroleum contracts.  Such items include the marketing of Timor-Leste’s share of petroleum by the petroleum company (if the Ministry so elects), the financing of operations, and reporting to the Ministry.  It also specifies other items that may be provided for in petroleum contracts, such as obligations relating to work to be done and expenditures to be made.  

· Ultimate regulatory authority rests with the Ministry and the DA.  In addition to the authorization of petroleum activities, the Ministry and DA are responsible for overseeing and regulating ongoing petroleum activities, and ensuring that unauthorized activities do not take place.
· The Ministry and the DA are required to exercise their powers and discharge their functions in order to promote the sustainable and long-term economic development of Timor-Leste.  Further, the Act sets out ethical obligations and limitations (for example, regarding the disclosure of information, conflict of interest, and corrupt practices) on officials of the Government of Timor-Leste in order to ensure that they exercise their functions in a fair and transparent manner.  

· The Ministry and the DA must also give due consideration to concerns of petroleum companies and other interested parties.  

· The Act empowers the Ministry, with the approval of the Council of Ministers, to make regulations necessary to give effect to the Act – for example, controlling measurement and sale of petroleum, preventing waste of petroleum, or providing for security.  It also empowers the Ministry to give binding directions in specific cases.  The DA has the same powers under the PMC.

· The Act and PMC grant certain powers to the Ministry and the DA, respectively, to enable their enforcement.  These include powers to require any person to provide information relating to petroleum activities, either in writing or orally under oath, or to provide documentation.  The Ministry and the DA may also appoint an inspector who has certain enforcement powers under the legislation.  

· The Ministry and DA may audit the books of persons conducting petroleum activities pursuant to the Act and PMC, respectively. 

· If persons authorized to engage in petroleum activities do not do so in accordance with the terms of their contract or authorisation, the Act and PMC set out a number of remedies available to the Ministry and the DA.  They may, for instance, either partly or completely terminate a contract or other authorisation in certain circumstances. 
III. Petroleum Contracts

A. Introduction

Both the domestic and Timor Sea Treaty regimes envisage the use of PSCs.  In the case of the domestic regime, the PSC will be made between the Ministry and the petroleum company concerned; in the case of the Timor Sea Treaty regime, it will be made between the Designated Authority and the petroleum company, and requires the approval of the Joint Commission. 

As part of the drafting process for the domestic and Timor Sea Treaty regimes, a draft pro forma PSC has been prepared.  The pro forma PSC will be the basis for all contracts between the Ministry (in the case of the domestic regime) and the DA (in the case of the Timor Sea Treaty regime), and petroleum companies. The PSC will be used for all significant projects in Timor-Leste and the JPDA, including ongoing projects in the JPDA. But it will not be the basis for JPDA projects governed by contracts mentioned in Annex F of the Timor Sea Treaty (the Bayu-Undan and Greater Sunrise projects).  

The key provisions of the respective pro forma PSCs for the domestic and Timor Sea Treaty regimes are identical, and are outlined below.  

B. Overview of Production Sharing under PSCs

Under a production sharing regime, the host government (or, in the JPDA, the two governments) derives revenue in two ways: (1) from its share of petroleum, and (2) from taxes imposed on the petroleum companies’ share of petroleum and other activities. 
The PSC sets out the basis on which the petroleum will be shared between the host government(s) and the petroleum company.  The PSC also sets out principles for determining the investment costs that the petroleum companies can recover, and for valuing the petroleum, both of which are relevant to the determination of the respective shares.  

When evaluating the financial regime for a petroleum project, the PSC should be considered together with applicable tax laws.  

C. PSC Provisions

The PSC grants to the petroleum companies (who will typically form a joint venture of more than one company) the exclusive right, in a defined area, to explore for, develop, exploit, export and market petroleum, and to build and operate necessary facilities.

The petroleum companies pay for and provide all required human, financial and technical resources needed for those purposes.  In exchange, the companies receive a share of the petroleum from the area that is equal to the cost of their investment, plus a reasonable profit, through a defined cost recovery and profit sharing formula.

The PSC separates petroleum operations into various phases – exploration, appraisal, development and production, and decommissioning. At each phase, the petroleum companies must submit work and expenditure plans meeting defined requirements to the Ministry or the DA for approval.  
1. Exploration

The proposed maximum term of the exploration phase is seven years.  

The PSC will set out year-by-year minimum work commitments.  If the petroleum companies do not meet their minimum commitments, they may be required to pay damages or the PSC may be terminated – unless, for good reason, they are permitted to perform the commitment by a later date. 

All exploration is to be carried out in accordance with programmes and budgets approved by the Ministry or DA, as the case may be. 

At certain intervals during the exploration phase, the companies must give back (or “relinquish”) a percentage of those parts of the PSC area where no commercial discovery has been made.  All such areas are to be relinquished at the end of the seven-year term (subject to an extension if the companies have not had time to evaluate the commerciality of a discovery).  

2. Appraisal

Petroleum companies are obliged to advise the Ministry or DA, as the case may be, if they make a discovery of petroleum.  

If they regard the discovery as meriting appraisal to determine its commercial viability, they must conduct such appraisal in accordance with an approved appraisal programme and budget.  

Companies are given a longer period of time in which to demonstrate the commercial viability of substantial discoveries of natural gas, and to hold the area in which such a discovery has been made while they seek to do so.  

3. Development and Production

When petroleum companies declare that they have made a discovery that is commercially viable, they have 12 months to formulate a development plan in relation to that discovery to be approved by the Ministry or the DA, as the case may be.  The development plan will set out, for example, the facilities (production, processing  and transportation) and related investments that will be required, annual levels of petroleum production for the life of the field, a plan for decommissioning the field, an environmental impact assessment and proposals for the training and employment of Timor-Leste nationals and use of Timor-Leste goods and services.  

The petroleum companies must submit a yearly development programme and budget (consistent with the plan) for approval.

4. Marketing and Determining the Value of Petroleum 

Oil (which includes crude oil, liquid petroleum gas (LPG) and condensate) and natural gas (which includes liquefied natural gas (LNG)) are marketed (or sold) in different ways. 

The infrastructure needed to produce natural gas is generally more expensive and more complex than that needed to produce oil. Offshore oil is extracted from the seabed, processed in a plant out at sea, then transported to land via pipeline or by ship for sale.  Natural gas, on the other hand, is typically extracted, then transported to land via pipeline, and if the gas customer is far away, then liquefied at an onshore plant and transported by ship to the gas customer, where it is then turned back into gas again (in the case of LNG).

Petroleum companies can sell oil easily at the worldwide price for oil on the day of sale, but the companies typically will not develop a natural gas field until they have signed a long term contract with a gas customer, due to the expense involved as well as the lack of a large number of liquid and accessible markets.

This difference is reflected in the PSC.  Whereas the PSC does not regulate oil marketing, it requires the petroleum companies to include, for approval, all contracts for the processing, transport and sale of gas in the development plan.

The approval of a gas contract will also cover approval of the valuation arrangements for gas sold under the contract. In the case of crude oil sold in arm’s length transactions, the valuation will be the price payable for it. Crude oil sold other than in arm’s length transactions will be valued at the fair and reasonable market price having regards to the circumstances and to arm’s length transactions.

5. Decommissioning

Once they have completed the petroleum operations, the petroleum companies must remove and dispose of all facilities and equipment they have used and installed in the area, clean up the area and make it safe, and protect the environment.  This is referred to as “decommissioning” the  installations. 
As with the other phases of petroleum operations, the petroleum companies must submit a plan for decommissioning for approval.

In order to ensure that there are adequate funds available to pay for decommissioning (which, by definition, occurs at the end of the life of the field), the PSC permits the petroleum companies to make cost-recoverable provisions for decommissioning well in advance of the end of the life of the field, and requires the companies to provide counterpart security to the Ministry or DA for the completion of their decommissioning obligations.
6. Cost Recovery, Production Sharing and Valuation

In order to assess the overall economic impact of the new terms, the production sharing provisions must be read together with the tax terms.

When a petroleum project is only marginally profitable, the petroleum companies will pay only a 5 per cent share of gross production (equivalent to a “royalty”) and normal company income tax. As a project becomes more profitable, through higher prices, lower costs or greater volumes, Timor-Leste (or the DA) will receive an additional share of petroleum production. An exceptional project may also pay Supplemental Petroleum tax to Timor-Leste. The structure means that, as project profitability increases, the petroleum company also gains

From the grant of a PSC, all exploration and development expenditures are accumulated until they can be recovered from production of petroleum.  

At the end of each quarter, the unrecovered balance of costs would be eligible for an “uplift” of a specified percentage.    The proposed annual equivalent percentage is the US 30-year Treasury Bond Yield plus 10 percentage points. This uplift replaces “investment credit” under the old JPDA PSC and permits the investor to recover the costs incurred by virtue of the time difference between incurring costs and recovering them before sharing additional petroleum with Timor-Leste or the DA. 

As protection for state revenues where discretionary extensions to the contract term are awarded, uplift will only be permitted for seven years prior to the year in which a Development Plan is approved.  Expenditures, if any, incurred before that date will be aggregated without uplift to the commencement of the seven year period. 

The Ministry or the DA, as the case may be, is entitled to 5% of the gross petroleum produced.  This share can be taken in cash or kind. The petroleum companies have the obligation to market this share if Timor-Leste does not elect to take it in kind.  From the commencement of commercial production, all petroleum (after deduction of the Ministry or DA’s share of petroleum) is available first for recovery of the petroleum companies’ current year operating  and capital costs, and decommissioning costs reserve, and then for recovery of the balance of unrecovered costs.  In the event of a current year operating loss, any excess of un-recovered operating costs could also attract uplift.

The balance of unrecovered costs would be reduced each year by the petroleum value taken by the petroleum companies, increased by any additional capital expenditures, and increased at the end of each quarter by the uplift percentage.  Once the balance of unrecovered costs reaches zero (when costs and uplift have been fully recovered by the petroleum companies), petroleum in excess of that required for recovery of current operating costs and decommissioning costs reserve is shared 50/50 between the petroleum company and the Ministry or DA.

The PSC provides a calculation mechanism for the cost-recoverable provision for future decommissioning expenditures, according to a formula that also takes account of the benefit of uplift.

Calculations for the PSC are on a contract area basis.  This means that petroleum companies will not be able to consolidate their costs and income across different PSC areas. Each PSC will be “ring-fenced”. Multiple projects within one contract area, however, can be consolidated for cost recovery purposes.

7. Dispute Resolution

Under the PSC, disputes between the Ministry or the DA, as the case may be, and the petroleum companies are to be settled by binding international arbitration.  

This method of resolving disputes is an important part of a stable, fair and transparent regime, as it ensures that the rights and obligations of the companies and the Ministry or the DA under the PSC will be independently and objectively interpreted.

IV. Taxation 

Under Article 5(b) of the Timor Sea Treaty, Timor-Leste and Australia each applies its domestic tax law to its share of revenue from petroleum activities in the JPDA.  Therefore, any petroleum project in the JPDA is 90 percent subject to the tax laws of Timor-Leste and 10 percent subject to the tax laws of Australia. 

A. Under the domestic regime, any petroleum project in Timor-Leste is 100% subject to the tax laws of Timor-Leste. Overview

The Timor-Leste tax fiscal petroleum regime is set out in the Timor-Leste Petroleum Taxation Act.  In its present form, the Timor-Leste Petroleum Taxation Act stands alone but is intended to be read in conjunction with the general tax legislation contained in UNAET Regulation 2000/18.  It is the intention of the Timor-Leste government to prepare a consolidated Timor-Leste Taxation Act that will bring tax legislation up to date and incorporate the Timor-Leste Petroleum Taxation Act as a chapter or part.  
The Timor-Leste tax fiscal petroleum regime comprises a petroleum income tax of 30% levied on all the petroleum company’s receipts less expenses and a supplementary petroleum tax, repeating the provisions of the additional profits tax under the Bayu-Undan tax legislation, will apply under Timor-Leste’s domestic tax legislation to exceptionally profitable projects.

B. Draft Timor-Leste Petroleum Taxation Act
Apart from any withholding taxes on sub-contractor payments (the scheme for which is simplified) and the application of whatever VAT is in place, the tax scheme set out in the Timor-Leste Petroleum Taxation Act will consist principally of a simple flat-rate tax on corporate profits.  

It has been designed to be creditable in the United States and in other home jurisdictions of the petroleum companies.

The tax rate is set at 30% with provisions for deduction and depreciation of capital expenditures.  Monitoring of revenues and costs will be aligned with that required under the PSC for efficiency of administration.  The proposed depreciation regime is a “life of asset” system or 10 years, whichever is the less.  There will also be an option for small fields with short lives to take depreciation by the units of production method. 

The draft Timor-Leste Petroleum Taxation Act also incorporates a supplementary profits tax.  The tax will be triggered after the project achieves a 16.5% threshold rate of return, after income tax, and thereafter be subject to a supplementary tax at the rate of 22.5%. 

This tax will affect projects only in highly profitable circumstances.  At the rates proposed, it is unlikely to create a deterrent to investment.  Nevertheless, it offers additional assurance to Timor-Leste that it will receive a fair share from all types of projects. 

The draft Petroleum Taxation Act removes the additional layer of taxation on profits that previously existed. There will be no branch profits tax or dividend withholding tax in respect of petroleum income. 

Withholding taxes will be greatly simplified. There will now be a straightforward 5% final withholding tax on supplies to petroleum companies by sub-contractors. Withholding tax on interest, royalties etc will remain as set in the general tax legislation. In the case of the JPDA, the Timor Sea Treaty limits the rate of withholding tax on interest to 10%.
Under the Timor Sea Treaty, supplies of goods and services to petroleum contractors are exempt from import and excise duties, and sales tax.  There will also be full exemption of sales tax and excise duties on supplies required for petroleum operations, as well as partial exemption of import duties in respect of significant capital items required for petroleum operations outside the JPDA.  These changes will be implemented by simple changes to the taxation laws of Timor-Leste and by establishment of an administrative scheme to certify capital items eligible for exemption from import duties to prevent abuse of the system.
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