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Executive Summary

Doubts have been raised and criticisms continue to be made about
Lebanon'’s choice of its upstream petroleum legislative, regulatory,
and fiscal terms and strategies to award oil and gas licenses. This
is not surprising given the fact that it is a completely new experience
for Lebanon, a country often stuck in stalemates stemming from
political disagreements. Despite this, there are some internationally
recognized guiding principles that Lebanese policymakers can follow.
In terms of the allocation strategy, Lebanon selected competitive
bidding, which is a positive step since this method is increasingly
popular and supported by the international community. One
concern in Lebanon, however, is the choice of biddable parameters,
which should be reviewed further. In terms of block delineation,
Lebanon’s offshore block sizes do not fall outside the reasonable
range, especially when the exploration risk and the relinquishment
rule are taken into consideration. With respect to petroleum
reqgulations, Lebanon seems to offer a middle ground between
Cyprus and Israel. Some question whether the choice of petroleum
fiscal regime Lebanon made is the correct one. In reality, the type
of regime is less relevant. Fiscal regimes can be made equivalent

in terms of both control and overall economic impact for given

oil and gas prices. The design of the regime, the interactions of
different fiscal and quasi-fiscal instruments, and the details related
to the imposition of different instruments, among others, are far
more important. The government should not focus on a specific
instrument and instead take into account the overall impact on the
fiscal regime and the investment climate, under different oil and
gas price scenarios.
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Introduction

Doubts have been raised and criticisms continue to be made about Lebanon'’s choice of
upstream petroleum fiscal terms and strategies to award oil and gas licenses. This
is not surprising given the fact that it is a completely new experience for Lebanon,
a country often stuck in stalemates stemming from political disagreements. What
complicates the situation further is the fact that there is no one ideal strategy
that Lebanon can follow. There are, however, some internationally recognized
guiding principles that Lebanese policymakers can follow.

The following sections of this policy brief will look into the choices that Lebanon
has opted for in terms of awarding contracts and the upstream petroleum
legislative, requlatory, and fiscal regime—whereby the latter includes not only taxes
but also instruments such as royalties, bonuses, state participation, and production
sharing—and compare them to the strategies followed in Cyprus and Israel.

At the time of publishing, the details of Lebanon’s fiscal regime have yet to
be finalized. The analysis carried out in this brief is based on the draft Model
Exploration and Production Agreement (EPA) that was made available to the
author in February 2014. The brief also incorporates information based on
comments made by the Lebanese Petroleum Administration (LPA) on the earlier
submission of the paper in September 2014, in an attempt to bring it in line
with revisions made to the EPA since.

Licensing

This section examines the allocation strategy Lebanon has opted for. Additionally,
it focuses on the license’s terms, mainly the license duration and block
delineation, and compares Lebanon’s choices with those of Cyprus and Israel.

Allocation Strategy

Lebanon’s offshore oil and gas sector is governed by the Offshore Petroleum
Resources Law (OPRL, Law 132 24/8/2010), the Petroleum Activities Reqgulations
(PAR), and the EPA. The first question that arises from this framework is whether
a separate law will be developed to cover onshore activities. According to the
LPA, an onshore law ‘is not yet even discussed. In most countries, one law
applies to both onshore and offshore.

The OPRL refers to awarding licenses through licensing rounds (Article 7) but
does not specify the biddable terms. The interest from international oil companies
(I0Cs) and discoveries made in neighboring countries create a suitable ground for
competitive bidding. The Lebanese government further tried to reduce—though
not eliminate—the perception of risk in its unexplored waters by preparing
comprehensive data packages that were sold to interested companies.

Competitive bidding is increasingly popular globally. The success or failure
of an auction, however, largely depends on its design and the government’s
commitment to transparency, where rights should be allocated in a climate
of openness and the highest standard of professionalism and adherence to
international practice—issues that worry many in Lebanon.

Lebanon has adopted a rather prescriptive approach to awarding licenses. The
pre-qualification criteria that the country selected clearly created a bias toward
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large oil companies, the rationale being that Lebanon's oil and gas resources lie
in deep water and the larger players have the expertise and capital to exploit
them. Cyprus offers more relaxed rules while Israel’s requlations are highly
prescriptive. For instance, in Israel, the requlations demand certain minimum
experience requirements in offshore exploration and production activities as a
pre-condition to granting petroleum rights covering offshore areas of various
water depths.

Lebanon requires that the operator holds a minimum participating interest of 35%
and each non-operator a minimum of 10%. Furthermore, the OPRL (Article 1) states
that the EPA is concluded between the state and ‘no less than three Right Holders,
one of which is the operator. Such requirements are not found in Cyprus and Israel.

According to Lebanon’s Pre-Qualification Decree (Article 3, s.3), ‘the Right
Holder may be either one company or a group of companies, at least one of
which must prove that it is able to meet the pre-qualification eligibility criteria
set forth in the present Decree. The provision is in line with the OPRL's definition
of a right holder, which can be ‘any joint stock company which is participating in
Petroleum Activities pursuant to this law through an Exploration and Production
Agreement or a Petroleum License that permits it to work in the petroleum sector’
However, the provision can be subject to misinterpretation and criticism, as even
individual companies that do not meet the minimum criteria can still participate,
indirectly, in the licensing round. One possible explanation for such a provision
is that the government wants to give local, small companies with no or limited
expertise in petroleum operations the chance to enter the sector.

Given the minimum requirement of three right holders, the total number
of consortia that can therefore be formed will be smaller than the total number
of companies that were pre-qualified. Furthermore, a difference exists between
companies that pre-qualify, those that will actually bid, and the number of contracts
awarded at the end. The numbers will shrink as we move toward the latter category.

The rationale for the Lebanese government to fix the minimum number of right
holders might be to establish a competitive landscape with a variety of players, to
control costs and share risks and capital. Some, however, would argue that such a
provision is not necessary, since in practice, unincorporated joint ventures are a
well-established feature of the oil and gas industry structure, particularly in the
upstream sector.

In Cyprus and Israel there are no requirements on the number of applicants
per petroleum right that can be granted to one or more parties. However, Cyprus
offers more relaxed rules in terms of pre-qualification requiremenst.

Originally, the February 2014 version of the EPA included the following
biddable parameters: Work program, cost recovery ceiling (which limits the
amount companies can claim as cost each year), and profit sharing (sharing of
profit between the investor and the government), the latter being on a sliding
scale, related to profitability through the R-factor, which is the cumulative post
tax receipts divided by cumulative expenditures.

International good practice favors setting a limited number of clearly specified
criteria for the award of a license (maximum two), especially in countries with
limited expertise in oil and gas matters and constrained administrative capacity, like
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Lebanon. Even in a country like the US, which has more than a century of experience
in oil and gas, the legislation forbids the use of more than one bid variable.

Cyprus, which like Lebanon awards licenses through competitive bidding,
is perhaps an extreme example as almost all the fiscal and non-fiscal terms are
biddable or negotiable. These include the work program, signature and production
bonuses, cost recovery ceiling, profit petroleum, and training fees (as per the
Model PSC 2007 and 2012). It seems that Cyprus was simply in a ‘rush’ to allocate
its licenses, particularly given its financial difficulties that began in 2008 and
deteriorated further in 2012.

In Israel, petroleum rights are granted in response to applications submitted
from time to time. The petroleum law also enables the granting of licenses
for exploration and leases for production by way of competitive bidding. The
latter procedure, however, has not been used yet and no information on the
bidding parameters is available. One explanation could be relatively limited
international interest. The oil majors appear to be hesitant about investing in
Israel because they fear endangering their more lucrative investments in Arab
countries. The political risk in Israel is also seen as significant, including the
fact that the country’s requlatory and fiscal framework for upstream oil and gas
has been revised on several occasions, negatively affecting investors’ confidence.

Typically, the size of the bid that investors place corresponds to the project’s
anticipated profitability and underlying economics. 0Oil projects usually attract
greater bids than gas projects as the pre-tax profitability of a gas project tends
to be lower than for an oil project of similar size. Similarly, the more onerous the
fiscal terms, the lower the bids are and vice versa. There is also clear evidence
that in times of high prices investors are willing to make more substantial bids,
but they are more conservative when oil prices are low. The decline in the price of
oil by more than 70 percent since summer 2014 is likely to act as a disincentive
for high bids in Lebanon should the licensing round take place during such a
period.

License Duration and Acreage
There are significant variations between license durations and extensions as well as
relinquishment rules between the countries assessed (table 1).

In Lebanon, the issues of exploration license duration and extension would
have benefited from further clarification, as the existing provisions in the OPRL
and Model EPA can lead to different interpretations, especially with respect to
the exploration phase and period.

From the OPRL (Article 21), one can presume that the exploration phase is
a maximum of ten years including any potential extension. The OPRL does not
refer to the division of the exploration phase into several periods. The PAR,
however, in Article 30, states that the phase ‘may be divided into periods of time
related to the work plans submitted by the Right Holder in the Exploration and
Production Agreement.

Following direct input from the LPA and according to the Model EPA, the
exploration phase is divided into two periods: Period 1 (three years) and Period
2 (two years). Only Period 2 can be extended by one year for appraisal, thus the
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total exploration phase period could be six years. At the end of Period 1, the
right holders relinquish 25% of the block.

The exploration phase can be extended ‘for justified operational reasons or
Event of Force Majeure, subject to Council of Ministers approval, as long as the
total phase does not exceed ten years. On each extension, a relinquishment
rule of 50% would apply. This is the only rate specified in the OPRL. Such a
formulation of extensions and relinquishment rules could have been kept much
simpler. Greater consistency between the law, regulations, and Model EPA is
recommended.

Compared to Cyprus and Israel, Lebanon offers the shortest duration of the
exploration phase (five years compared to seven in Cyprus and Israel, excluding
the possible extension for appraisal). However, when including the possible
extension of the exploration phase, Lebanon offers the longest duration. With
respect to the relinquishment rule, the provision in Lebanon falls on the lower
end, except when the extension of the exploration phase is provided, when the
relinquishment rule falls on the other end.

The treatment of the appraisal time varies between the three countries. In
Lebanon, in principle the extension is for one year; in Israel it is for two years.
According to the 2012 Model Production Sharing Contract (PSC), Cyprus offers
six months for the appraisal of an oil discovery and up to two years for a gas
discovery. Investors typically need a longer appraisal period for natural gas
before declaring a discovery commercial—the latter depends on the availability
of sufficient gas reserves and on guaranteeing commercial markets.

There also seems to be wide variations between block sizes across the three
countries as well as within the same country (for instance Cyprus') (table 2).
Lebanon has divided its offshore area into ten blocks. The block size, however,
has been criticized as too large. In practice, there is no ideal block size. The
geological risk, the type of opportunity, and the relinquishment rules should all
be taken into consideration.

Cyprus offers the largest blocks on average, while Israel the smallest
(figure 1). However, in Cyprus one application is made per block and separate
applications can be made by the same applicant for more than one block. In
Israel, the reqgulations limit the maximum size of an offshore right to a maximum
of 400 square kilometers (400,000 dunams) and no person shall hold more than
twelve licenses or hold licenses for an aggregate area exceeding 4,000 (4 million
dunams).

1

Turkey disputes the blocks
delineation made by Cyprus.
The analysis of this dispute is
for the legal community and
goes beyond the purpose of
this paper.
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Table 1 Duration of petroleum rights in Cyprus, Israel and Lebanon

Lebanon Israel Cyprus

ExPloration ..........................................................................
R ; ;

andPeriod 2 e
T Upto 4

N
Period

TotalExclud1ng5 .................................... Upto7 ......................... Upto7 .......................
Appraisal

S Upt0205-2 ...........................
g 2t
‘Total Up to 6 Up to 9 7.5-9

Exp o phase e
2,
Relmqmshment e Up e e e
e OO
e
s
period
T
EXtenSlonS .......................................................................................
e Upto30 ......... Up to 50 U to 35

* 25% of Area must be relinquished at the beginning of Second Exploration Period; 50% of
Area (cumulative) must be relinquished in case of extension of Exploration Phase

Sources OPRL Law 132 24/8/2010; Israeli Petroleum Law No 5712-1952; Cyprus
Hydrocarbons, Prospection, Exploration and Exploitation Regulations. 2007 and 2009

and 2012 Model PSC.

Table 2 Size of block areas in Km?

Lebanon Israel Cyprus
Minimum 1,259 128 1,440
Maximum 2,374 400 5,741
Average 1,790 369 3,920

Sources Deloitte, Israel Opportunity Energy Recourses LP, Adira Energy, Zion 0il and Gas.
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Figure 1 Comparison of offshore block delineation

Lebanon

P

Sources Lebanese Petroleum Administration; PetroView®, Israel Opportunity Energy
Resources LP; Republic of Cyprus Ministry of Energy, Commerce, Industry and Tourism

Petroleum Fiscal Regime

Two types of fiscal regimes prevail in oil and gas exploration and production
activities: Concessionary and contractual systems. The concessionary system
originated at the very beginning of the petroleum industry (mid-1800s) and still
predominates in OECD countries. The contractual regime emerged a century later
(mid-1950s), and has been typically favored by developing countries. Australia,
Canada, Norway, and the UK, for example, operate a concessionary regime,
under which companies are entitled to the ownership of extracted petroleum. By
contrast, countries like Angola, Azerbaijan, Iraq, and Nigeria apply a contractual
regime, whereby the government retains ownership of production. Lebanon
opted for the contractual arrangement, which is also popular in the region.

Because modern concessionary regimes include various combinations of a
royalty, an income tax, and a resource rent tax, they are also known as Royalty
and Tax Systems (R&T). Under contractual regimes, an oil company is appointed
by the government as a contractor for operations in a certain license area. The
company operates at its own risk and expense, providing all the financing and
technology required for the operation, in return for remuneration if production
is successful. It has no right to be paid in the event that a discovery and therefore
development do not occur.

If a company receives a share of production (after deduction of the government'’s
share), the system is known as a production sharing contract (PSC)—also called
a production sharing agreement (PSA)—which is a binding commercial contract
between an investor and a state (or its national oil company, NOC). Since the
company is rewarded in physical barrels, it takes title to that share of petroleum
extracted at the delivery point (export point from the contract area). If the
reward is a cash fee, the system is called a service agreement, where, in the case
of commercial production, the company is paid a fee (often subject to taxes)
for its services without taking title to any petroleum extracted. The service
agreement is the least popular and is found in less than ten countries around
the world.

The main elements of a PSC are: Cost recovery, profit sharing, and income
tax. Today there are more fiscal regimes than there are countries and many
countries use more than one fiscal structure and regime. Fiscal regimes can be
made equivalent in terms of both control and overall economic impact.
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Practitioners in the field of upstream taxation are more familiar with the
typical fiscal ingredients that make up the structure of most of the world’s
tax regimes, which include, royalties, resource rent tax, corporate tax, profit
oil/gas, and cost oil/gas. What is less familiar, however, is a wide range of
commercial and regulatory obligations placed on investors, which, although in
most circumstances are not labeled as taxes, are in effect just that in terms
of their economic consequences. These obligations confer additional benefits
to the state, including state participation, bonus, ring fencing, depreciation,
Domestic Market Obligations, and capital gains tax—all of which affect a project’s
profitability directly.

A common trap that non-fiscal experts often fall into is commenting on a
petroleum fiscal regime by looking only at its type, the headline tax rates, or a
specific instrument and/or overlooking other commercial obligations which are
not labeled as taxes. This is simplistic and inaccurate, as the type of the fiscal
regime does not affect the sharing of potential wealth; one instrument alone does
not explain how a regime functions. It is the combination and interaction of all
various instruments that determine the government’s total share of the sector.

Lebanon Fiscal Terms

Lebanon’s OPRL provides for a PSC as the fiscal framework for oil and gas, although
the regime is described by some Lebanese officials as hybrid, mainly because it
combines a royalty with profit sharing. In reality, petroleum fiscal regimes have
become very elaborate. Many can be described as hybrids, borrowing features from
each other up to the point where the classification of a fiscal regime under a specific
terminology has become more difficult, at least from an economic perspective.

The OPRL does not include the details of fiscal terms, which are given in
the EPA instead. There is a debate concerning this practice. International
organizations such as the IMF favor the inclusion of fiscal terms in hydrocarbon
legislation as this reduces administrative costs, political difficulties, investors’
perceived risk, and increases transparency.

At the time of publishing, the EPA decree has yet to be approved by the
Council of Ministers, along with the block delineation decree. The following
analysis is based on the Model EPA provided by the LPA to the author in February
2014. The author was informed that further revisions have been made; some are
referred to in the analysis below.

Lebanon’s fiscal regime includes: A royalty, cost recovery, profit sharing
between the government and the company extracting the resource, income tax
on the company’s share, and state participation. The royalty on oil (and Natural
Gas Liquids if any) is imposed on a sliding scale varying with incremental daily
production, as shown in table 3. The royalty rate for gas is flat at 4%.
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Table 3 Sliding scale royalty on oil

Daily 0Oil Production in Barrels Per Day  Royalty Rate (%)

(b/d)

< 15,000 5
15,001_25,0006 .......................................................................
25,001_50,0007 .......................................................................
50001-75000 B
73,001-100000 A0

>100,000 12

From a government’s perspective, a royalty is relatively simple to administer,
difficult to avoid, predictable, and provides revenue as soon as production starts.
From a company’s perspective, however, a royalty may deter marginal projects,
since it is not profit related and is therefore a regressive instrument, whereby the
lower a project’s profitability, the higher royalty payments are relative to profits.
Linking the royalty rate to production does not overcome this problem since field
size is a poor proxy for profitability. An additional problem with a sliding scale
royalty is that there is no objective yardstick for the scale.

Some non-fiscal experts have limited their assessment of the fiscal regime in
Lebanon to the royalty and condemned its low rates by international standards.
However, all fiscal instruments—their rates and design, as well as the way they
interact with other instruments—should be taken into consideration when
assessing the petroleum fiscal regime.

It is unusual to find high royalty rates imposed on natural gas, as the economics of
gas projects are more challenging than those of oil. Lebanon can keep the differentiated
rates between oil and gas but it should set a reasonable flat rate for oil instead of the
sliding scale. Furthermore, both a royalty and cost recovery ceiling achieve the same
objective—that is to generate revenues for the government as soon as production starts.

Originally, the cost recovery ceiling was supposed to be one of the biddable
parameters, along with profit sharing, which is on a sliding scale, related to profitability.
Having such key fiscal parameters biddable was one concerning feature of the regime.

It is unusual to see the minimum profit sharing biddable, as is the case in
Lebanon, since it can lead to a wide range of minimum government takes, thereby
increasing the administrative burden and complicating revenue forecasting.

Lebanon could improve its system by fixing the lower band of its share of profit
petroleum and allowing companies to bid for two more upper tiers. The advantage of
this approach is that it ensures a minimum government share of profit petroleum,
rather than solely relying on the bidding process. It therefore allows the government
to achieve a greater predictability of potential rewards, which in turn will help with
budget planning more generally. It also minimizes discrimination among investors
and enables a straightforward comparison of terms between various contracts.
Furthermore, there is the danger that companies will offer onerous fiscal terms
just to win the bid in the knowledge that the fiscal terms could be renegotiated
if subsequent discoveries prove uneconomic. For instance, some companies offer a
higher share to the government from profit petroleum when the R-factor exceeds
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a certain limit. However, cost overruns, which are very common in the oil and
gas industry, would imply that the higher tier will never be triggered and in
some cases may even encourage the investor to spend more than it otherwise
would. According to the LPA, the maximum for the cost recovery ceiling and the
minimum for profit sharing have now been fixed, following recommendations
from the IMF—a move that is welcome by the author (table 4).

Table 4 R-Factor and profit sharing rates

R-factor < 1 A% (biddable)
1 < R-factor < RB (biddable) Between A% and B%, according to a
formula
BRI (b1ddable) .............................. s (b1ddable) ................................................

According to the Model EPA, when the R-factor is between 1 and RB, the state share of profit
petroleum will be determined according to the following formula: A + [(B-A) x (R -1)/ (RB -
1)]; where A and B are the minimum and maximum state shares of profit petroleum.

Originally, some ambiguity surrounded the Corporate Income Tax (CIT), with
some parties calling for the use of the general income tax rate of 15% on the
contractor’s total share of profit petroleum as a starting point for the draft taxation
law to be finalized by the Ministry of Finance. Others have argued in favor of
increasing the income tax rate on petroleum activities to 25%. It is difficult to
comment on these rates, as it is the total impact of the regime that matters
most, not the rate of individual instruments. Many experts prefer the imposition
of the general CIT rate on the oil industry, instead of treating it differently and
complicating the regime. If that practice is adopted, the authorities should amend
the Income Tax Law to take into consideration the special features of oil and gas
operations. Consistency should also be maintained between the Income Tax Law
and the EPA, especially with respect to cost recovery and deductions of expenses.
For instance, while finance costs are tax deductible, they are not cost recoverable.

At the time of writing, the Lebanese Ministry of Finance, in collaboration
with the LPA, has drafted a separate petroleum income tax law which will deal
with the oil and gas sector specifically.

Contractors pay a fee for the training of public sector personnel with functions
relating to the oil and gas sector, in an amount up to $300,000 per year (increased
by 5% each year) until the beginning of the production phase, and thereafter
$500,000 per year (increased by 5% each year). These costs are recoverable.

The OPRL refers to state participation (Article 6), as a ‘back-in right’ option
where the state maintains the right to acquire a given interest following
the declaration of a commercial discovery. This is the typical form for state
participation. The provision will not be enacted in the first licensing round. Its
rate and form are still to be determined. If enacted, and depending on its form,
state participation will increase the overall government take in the venture.
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Regional Assessment of Fiscal Terms

Cyprus

Like Lebanon, Cyprus adopted a PSC. It is also difficult to conduct a detailed
analysis of the Cyprus petroleum fiscal regime as all fiscal terms are biddable or
negotiable and none of the signed contracts have been made public.

Cyprus does not have a royalty but imposes signature and production bonuses.
This can be partly explained by Cyprus's urgent need for cash given its economic
crisis. The government imposes a ceiling on its cost recovery but it is biddable.
Profit sharing is based on the R-factor and is also biddable. The general CIT rate
of 10% is imposed on the contractor’s share of profit petroleum but it is paid on
its behalf. The latter has caused confusion among non-fiscal experts when the
model PSC was released without a tax clause following continued statements by
the Ministry of Commerce that ‘no tax is payable’ on oil and gas production profits.

In practice, when the CIT is ‘paid on behalf’, it does not mean that the
tax rate is zero; it simply means that it is paid by the state from its share of
production on behalf of the contractor. The contractor is required to contribute
negotiable/biddable amounts toward the training of Cypriot civil servants. The
amounts may be different in the periods before and after the declaration of
commerciality. Training fees are cost recoverable.

Israel

Israel illustrates a typical example of the fiscal cycle. In untested offshore
environments in particular, governments are likely to adopt a cautious attitude and
offer attractive fiscal terms to arouse sufficient interest from I0Cs. Once discoveries
are made, host governments feel empowered as it becomes clear that a hydrocarbon
basin exists. Often, such an outcome leads to tightening regulations and fiscal terms.

Israel applies a concessionary regime, formulated in 1952 and largely left
unchanged until 2011. The original fiscal regime was very generous from an
investor’s perspective, whereby the government’s take at only about 30% was one
of the lowest in the world. That level was deemed inappropriate following a series
of gas discoveries. The original system included: Fees, a royalty, CIT, and special
deductions for depletion. Such a combination also made the regime regressive.

In 2010, the minister of finance appointed the Sheshinski Committee to
examine the country's petroleum fiscal regime. The committee found that the
current system does not properly reflect the public’'s ownership of its natural
resources. As a result, two major changes were introduced:
= The depletion deduction, which reduced the taxable income, was eliminated.
= A special profit tax (or windfall tax), based on an R-factor was introduced.

The tax rate would begin at 20% and increase to a maximum of 50%.

Additionally, a royalty of 12.5% applies, along with the regular CIT at 26.5%
effective from 1 January 2014.

Accordingly, the government's total fiscal take varies between 52% and 62%, which
is below the world average of 65%. Daniel Johnston describes the Israeli regime as
‘state-of-the-art in fiscal design’ and ‘one of the more progressive systems in the world’?

2

Johnston, Daniel. 2010. ‘Israel
Hydrocarbon Fiscal Analysis
and Commentary. Daniel
Johnston & Co., Inc.: 4.
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Table 5 Summary of economic terms

Lebanon Cyprus Israel
Type . wC . BC  Concessionary
Royalty 4% gas None 12.5%
5-12% sliding
scale with
S ot
Signature Bonus  Nome e Nome ...
Production Bonus  Nome None .
State Participation Applicable but not None None
........................................ indstround
Windfall Tax None None 20-50% R factor
.................................................................................................................... based ...
Cost Recovery Biddable Biddable None
NG e
Profit Sharing Biddable Biddable None
1st Round: based
on production and
price for oil; based
on production
tiers for gas
2nd Round: based
on R factor
e Lo ; O%pa1d0n265% ..........................
.............................................................................. behalf
Training Fee Up to $300,000/ Biddable None

year (increasing
by 5% annually)
until beginning
of Production;
thereafter
$500,000/year
(increasing by 5%
annually)

Conclusion and Recommendations

In terms of the allocation strategy, Lebanon selected competitive bidding, which is
increasingly popular as it allows host governments to benefit from the competitive
instinct of I0Cs. The popularity of auctions is likely to continue, especially as many
NGOs promote their use under the argument that they are the most transparent
procedures. However, the success or failure of an auction largely depends on its
design and a government’s commitment to transparency. Countries can adopt a range
of allocation policies because a single strategy may not be suitable to all circum-
stances and opportunities. An important aspect of competitive bidding is the choice
of the biddable parameters, where the use of fiscal parameters is not recommended
—a consideration that the LPA has taken in its latest revisions to the EPA.

In terms of block delineation, Lebanon offshore block sizes do not fall outside
the reasonable range, especially when the exploration risk and the relinquishment
rule are taken into consideration.

With respect to petroleum regulations, Lebanon seems to offer a middle
ground between Cyprus and Israel—the former being more lenient, while the
latter is becoming more prescriptive, especially after the 2010 and 2011 changes.
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Some question whether the choice of regime Lebanon made is the right one. In
reality, the type of regime is less relevant. Fiscal regimes can be made equivalent
in terms of both control and overall economic impact for given oil and gas
prices. The design of the regime, the interactions of different fiscal and quasi
fiscal instruments, the details related to the imposition of different instruments,
among others, are by far more important. Limiting the assessment of the
effectiveness or strengths of the fiscal regime to the choice and rate of the
major headline taxes is restrictive. Several factors, such as the fiscal reliefs and
the process of calculating the tax base can lead to significant differences among
fiscal packages, while different structures and regimes can produce the same
results in terms of revenue and tax take (table 5).

Apart from Israel, it is difficult to identify a rate (or a range of rates) for the
government take in Lebanon and Cyprus: In the former, the fiscal terms are yet to
be finalized and published; in the latter all terms, apart from the CIT, are biddable.
After more than sixty years, Israel introduced new fiscal changes in 2012. These
made the regime more progressive and it remains competitive by international
standards. Cyprus does not impose a royalty, but uses signature and production
bonuses along a biddable cost recovery ceiling. The island changed its fiscal terms
in the second licensing round, especially with respect to the profit sharing basis.

While the overall government take is important, the timing of when tax
instruments hit investors, and therefore affect their payback, is equally relevant.
The best investor incentive is probably the chance of rapid payback of capital. In
Lebanon, the combination of royalty and cost recovery ceiling, with the possibility
of state participation, can result in lengthening the payback period and make
the regime more regressive.

No single, ideal solution exists for all countries. The perfect fiscal regime has
yet to be invented. What matters is what governments want to achieve. Since
there is no objective yardstick for sharing economic wealth between the various
interests involved in petroleum activity, controversy and tensions will always
prevail between investors and the host government. It is important, however, to
maintain the delicate balance between ensuring an adequate share of revenues
for tax-levying authority while simultaneously providing sufficient incentives to
encourage investment. These issues arise in almost all taxation policy activities
but in the case of oil and gas, they assume a special character and complexity.
There are still several unknowns that prohibit a full assessment of Lebanon’s
upstream petroleum fiscal regime. Whatever combination of rates and instrument
Lebanon selects, the fiscal regime should be internationally competitive.

Recommendations for Lebanon
This paper’s recommendations for improving the existing system in Lebanon
focus on three specific areas:

Law

m The government should consider adopting one law that governs offshore
and onshore operations, should the latter be considered. This is in line with
international practice. It can also offer the opportunity to fill the gaps in the
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OPRL, particularly the inclusion of the details of the fiscal regime now that
the authorities have had sufficient time for thorough analysis.

Licensing:

The government needs to ensure that licenses are allocated in a climate of
transparency and openness and meet the highest standard of professionalism
and adherence to international practice.

The issues of license duration and extension would benefit from further
clarification, otherwise they can lead to different interpretations. The division
of periods and formulation of extensions and relinquishment rules could have
been made much simpler.

It is advisable that Lebanon does not award all its blocks simultaneously.
Blocks should be awarded to companies that submit the most appropriate
bids, not necessarily the most optimistic ones. To minimize the risk of over-
capitalization, which could result from a biddable work program, Lebanon
should have a highly qualified and skilled committee evaluate various offers.
The block sizes are average compared to what Cyprus and Israel offer. There
is no ideal block size: The geological risk, the type of opportunity, and the
relinquishment rules should also be taken into consideration.

Fiscal Regime:

Lebanon should consider including the details of the fiscal terms in the OPRL,
not just in the EPA.

Originally, the main weakness of the fiscal regime was the fact that two important
parameters—the cost recovery ceiling and profit sharing—are proposed to be
biddable. It is unusual to see the minimum profit sharing biddable, especially
since it can lead to a wide range of minimum government takes. The author
welcomes the subsequent revisions introduced by the LPA, mainly to fix the
maximum cost recovery ceiling and the minimum profit sharing.

Some non-fiscal experts have limited their assessment of the fiscal regime in Lebanon
to one instrument (royalty or CIT). In reality, all fiscal instruments—their rates
and design, as well as the way they interact with other instruments—should be
taken into consideration when assessing the regime. Special attention should be
given to the net impact of the combination of a royalty with a cost recovery ceiling.
The government can impose a single royalty rate for oil, while maintaining
the differentiated rates between oil and gas. It is the R-factor that will provide
flexibility to the system, in line with changing costs and profitability.
R-factor-based profit sharing should make the regime more progressive although
the final outcome will depend on the rates and interaction of different instruments.
The CIT rate has yet to be finalized. International practice tends to support
the imposition of a general CIT rate on the oil industry, instead of creating a
separate regime. Some amendments to the Income Tax Law are needed to take
into consideration the special features of oil and gas operations.

Consistency should be ensured between the Petroleum Income Tax Law and
the EPA.
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