CHAPTER 7

What Can We Learn from Oil
Contracts? Claritying the Links
Between Transparency and
Accountability

JORDAN KYLE*

Releasing historically confidential oil contracts into the public sphere is becoming a key
part of the global transparency movement, but there has been little explanation of how
contract transparency can improve resource governance. To fill this gap, this chapter ad-
dresses how accountability can develop over both fiscal and nonfiscal contractual clauses.
Using data from over one hundred real oil contracts signed in eight Latin American coun-
tries between 1955 and 2002, this chapter shows that citizens need supplementary con-
textual information to evaluate and interpret fiscal clauses, such as the government’s share
of profits. Social and environmental clauses are more easily interpreted, but they are often
too vague to immediately enhance accountability through transparency. Moreover, for
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both fiscal and nonfiscal clauses, optimal design is not always obvious, and citizens need
to weigh complex trade-offs. The link between transparency and accountability, therefore,
will likely only develop over time, as information about the resource sector and resource
governance increases, and as countries develop robust mechanisms for incorporating
citizens’ feedback into contractual negotiations. Whereas much of the existing literature
posits that contract transparency will promote accountability, this chapter builds on that
concept by illustrating how to use specific clauses to promote different aspects of ac-
countability and information from real contracts to support these claims.
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Almost every country in Latin America—
even those with poor geological condi-
tions for oil discovery—has attempted
to attract investment in oil exploration
at some point in its history.! Those coun-
tries fortunate enough to find large stocks,
however, confront challenges associated
with the rewards of resource wealth. These
challenges surface even before revenues
from oil development begin to flow. While
a country’s petroleum stocks may be a gift
of nature, “translating this resource into
saleable crude requires investment and ef-
fort” (Tordo et al, 2010: ix). Governments
need to find ways to engage the capital
and expertise of oil companies while still
getting a fair deal for their citizens.

The terms of these deals have histori-
cally been set through confidential con-
tracts, making oil revenues comparatively
easy for governments to hide (Ross, 2012).
Secrecy gives government officials oppor-
tunities to make deals that facilitate pri-
vate rather than public gain. Thus, vast oil

' Even countries that are not typically thought of
as oil producers have signed exploration and pro-
duction agreements with private oil companies in
the hopes of discovering oil. For example, Belize,
Costa Rica, El Salvador, Guatemala, Honduras, and
Paraguay have all initiated exploration efforts.

revenues can fuel corruption, undermining
accountability.? Transparency is increas-
ingly viewed as an effective tool forimprov-
ing governance and reducing corruption
in resource-rich countries. Global initia-
tives promoting increased transparency,
such as the Kimberley Process Certification
Scheme (KPCS), the Publish What You
Pay Coalition (PWYP), and the Extractive
Industries Transparency Initiative (EITI),
have thus gained widespread support. To
date, transparency initiatives have primar-
ily focused on revenue transparency, that
is, information on companies’ payments to
governments.

The problem is that revenue transpar-
ency alone does not allow citizens to as-
sess, for example, the return that govern-
ments are receiving for the extraction of
public natural resources or how payments
are structured over time. Did their gov-
ernment collect a large signatory bonus,
which the private company will later re-
cover through the sale of oil, effectively

2 The academic literature contests whether access
to resource rents erodes the quality of institutions or
whether countries with weak institutions are more
likely to seek resource rents. Ross (2012) argues that,
after the wave of nationalizations in the 1970s, the
size, volatility, and secrecy of oil revenues reduces
accountability in oil-producing countries. Menaldo
(2013), on the other hand, argues that cash-strapped
countries with weak institutions are more likely to
initiate oil exploration efforts.

WHAT CAN WE LEARN FROM O1IL CONTRACTS?



lowering future tax obligations?* Or, are
payments low initially but expected to rise
over time? Who will be liable in the case
of environmental damage caused by re-
source production? Answering these ques-
tions is crucial for citizens to determine
whether government-reported payments
represent a fair value for the extraction of
their resources. In theory, oil contracts and
the laws and regulations that govern them
can answer these questions. For these rea-
sons, transparency advocates are begin-
ning to include contract transparency as
a key tenet in good resource governance.

Accountability requires both that
citizens can access and understand
disclosed information and that
there are robust mechanisms for
incorporating their preferences into
contractual design.

3 Signatory bonuses act as a loan from the oil com-
pany to the government. The current government
receives revenues up front, and companies typically
recover this money through later sales of oil (Stiglitz,
2007). Even if bonuses are not tax deductible, gov-
ernments would sacrifice later revenues in exchange
for up-front revenues for the net present value of the
negotiated contract to remain constant. This is not
necessarily a poor decision if governments are in-
vesting revenues with a high rate of return.
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This chapter illustrates both the limi-
tations and the opportunities of contract
transparency as a means of improving
resource governance in Latin America.
Despite the growing popularity of con-
tract transparency as a tool to improve
resource governance, how contract trans-
parency can improve accountability is
poorly understood. This chapter separately
considers fiscal and nonfiscal clauses and
how transparency over existing fiscal and
nonfiscal clauses could enhance account-
ability. Using information from historical oil
contracts, this chapter shows that contract
transparency is unlikely to immediately im-
prove accountability. Interpreting informa-
tionfrom contracts, especially fiscal clauses,
requires supplementary information about
project economics (e.g., field size, extrac-
tion costs, capital costs). Further, both fis-
cal and nonfiscal clauses involve making
complex trade-offs, and optimal design
depends on citizens’ preferences regard-
ing the trade-offs. Accountability requires
both that citizens can access and under-
stand disclosed information and that there
are robust mechanisms for incorporating
their preferences into contractual design.
By illustrating how contract transparency
can improve different dimensions of ac-
countability, this chapter bolsters calls for
contract transparency policies and points
to how such policies can be effective.



The idea that transparency can improve
governance is not a recent one, noris it spe-
cific to the resource sector. Louis D. Brandeis
(1914: 26), a United States Supreme Court
Justice, argued that “sunlight (...) is the
best of disinfectants” in his support of fi-
nancial disclosure laws. Woodrow Wilson
(1884: 26) similarly avowed that “light is the
only thing that can sweeten our political
atmosphere—Ilight thrown upon every de-
tail of administration in the departments;
light diffused through every passage of
policy” Despite the long-standing notion
that information is essential to good gov-
ernance, transparency initiatives only re-
cently took hold in the resource sector.
Skyrocketing commodity prices in the mid-
2000s highlighted deficiencies in national
and international frameworks to adequately
address the economic and governance
challenges that accompanied the wealth
influx. Transparency and accountability ini-
tiatives like EITI sought to improve gover-
nance by empowering civil society actors
with more information.

Transparency and accountability ini-
tiatives began by following the money,
tracking how much revenue flowed from
companies to governments. As revenue
transparency gained strength, it became
clear that many other links in the resource
extraction value chain remained opaque.

Governments must first decide if and when
to begin extracting resources. License areas
used for resource extraction, particularly
during exploration phases, can be quite
large, and governments need to carefully
weigh the costs and benefits of resource
production in each license area, which will
vary based on local environmental condi-
tions. Without transparency, citizens lack
the opportunity to weigh in on the funda-
mental decision about whether and when
to convert assets in the ground into mone-
tary benefits. Once the government has de-
cided to extract resources from a given area,
it must define the legal and financial terms
governing extraction. Then, it must award
the right to extract. Without transparency
over the licensing and allocation process,
citizens cannot know whether the alloca-
tion process was competitive or whether
it was designed to ensure the best deal for
the government. Chapter 6 of this publica-
tion discusses transparency in the licensing
and allocation process in depth.

Without contract transparency,
“citizens have no way of knowing
whether they are getting a fair deal
for their resources and no means of
finding out where the money goes”
(PWYP, 2013).
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After the licensing and allocation pro-
cess is complete, a written contract is
signed. Along with national laws and reg-
ulations, this written contract defines the
obligations of the resource extractor to the
government and vice versa. Without con-
tract transparency, “citizens have no way of
knowing whether they are getting a fair deal
for their resources and no means of finding
out where the money goes” (PWYP, 2013).
Thus, contract transparency is becoming an
increasingly important component of the
agenda for greater transparency in natu-
ral resource governance. The IMF included
contract disclosure as one of the best prac-
tices of budget-making in its 2007 Code
of Good Practices on Fiscal Transparency.
In July 2013, EITI added contract disclo-
sure to its list of suggested transparency
policies (EITI, 2013). In one of the strongest
endorsements of contract transparency,
the European Bank for Reconstruction and
Development (EBRD) will require all recipi-
ents of extractive sector loans to disclose
terms and conditions of contracts govern-
ing resource extraction by the end of 2014
(EBRD, 2013).

This chapter focuses exclusively on the
role of contract transparency in improv-
ing resource governance. In doing so, it
sets aside discussions of how and whether
particular contracts can legally be made
transparent, a process that can be techni-
cally challenging, as illustrated in Chapter
8 of this book in the case of Trinidad and
Tobago. Proponents of contract transpar-
ency cite two main arguments in support
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of contract disclosure. The first argument is
based on citizens'democratic right to access
contracts. In a typical contract, each party is
a commercial entity answerable to share-
holders. In this context, contract confiden-
tiality can protect proprietary information.
However, in the case of oil contracts, one
of the signatories is a government or state-
owned oil company, which signs contracts
as a representative of citizens. Governments
owe citizens more than mere profit maximi-
zation: citizens may value environmental
conservation and local employment, for ex-
ample, in addition to profits. Citizens have a
right to see whether their governments are
serving their interests in contract negotia-
tions (Rosenblum and Maples, 2009).

Not only do citizens have a democratic
right to access contracts, but keeping con-
tracts confidential may erode trust be-
tween citizens and their governments, un-
dermining democratic institutions. When
contracts are confidential, citizens may
assume that contracts contain evidence
of corruption and bad deals. For example,
Argentine citizens are currently demand-
ing contract disclosure of the recent deal
struck with Chevron for US$1.24 billion in
investments in shale gas, investments that
could reach US$15 billion over the next
17 years (Romero and Krauss, 2013a). Over
5,000 residents of the resource-producing
province protested the deal. Many believe
that this investment was secured by offer-
ing Chevron overly generous terms, includ-
ing an alleged “secret clause” in the con-
tract that would extend Chevron special



coverage for losses (Romero and Krauss,
2013b). It is possible that there is no such
clause within the contract or that there is a
commercial logic behind special provisions
for losses. For example, fields with excep-
tionally high up-front capital costs and risky
geology often allow more generous terms
for writing down capital expenditures. The
actual terms of the deal remain opaque,
so it is impossible to know at this juncture
whether or not citizens are correct in their
assessment that the terms of the deal were
overly generous. However, confidentiality
may make citizens more prone to distrust
governments and oil companies, and gov-
ernments do not have the opportunity to
explain terms to the public. By disclosing
contracts, governments and companies
could increase citizens’ confidence in ne-
gotiated deals. Anticipating disclosure,
governments would be prevented ex ante
from negotiating contracts unpalatable
to citizens (Radon, 2007). Indeed, building
trust that the state is pursuing the public
interest is the first reason cited by a group
of NGOs—including PWYP, the Natural
Resource Governance Institution (formerly
the Revenue Watch Institute, or RWI), and
Grupo Propuesta Cuidadana in Peru, among
others—in a position paper leading up to
the 2013 EITI Global Conference, which sup-
ported adding contract disclosure as a man-
datory component of EITI (EITI International
Board, 2012).

The second argument supports con-
tract disclosure as an accountability mecha-
nism. Corruption can occur at every stage

of the transaction between governments
or state-owned oil companies and private
resource developers, from the allocation of
contracts, to the negotiation of fiscal terms,
to the enforcement of fiscal terms. During
each of these stages, various agents have
incentives to divert resources for private
gain. Citizens (principals) cannot induce
agents (government officials) to serve their
interests without information on what
agents are doing.* Secrecy makes it more
difficult and costly for citizens to obtain that
information. More information in the pub-
lic sphere should enable citizens to punish
governments for failing to respond to their
interests in contract negotiations.
Notwithstanding the growing popu-
larity of contract transparency arguments
within the overall agenda for transparent
management of natural resource revenues,
many actors oppose contract transparency.
Opposition typically comes from actors that
benefit from secrecy. For example, when
British Petroleum (BP) famously published
details about the USS$S111 million signa-
tory bonus that they paid to the govern-
ment of Angola to operate an offshore well,
the Angolan government threatened BP
with contract termination and expulsion
(McMillan, 2005). Resistance can also have
a commercial logic. Private oil companies
often resist contract transparency because
of proprietary information that may be
contained within contracts, such as seismic

4 See Stiglitz (2007) for a discussion of agency prob-
lems in resource governance.
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data on field geology. Proponents of con-
tract transparency argue that concerns
about proprietary information can be ad-
dressed while still achieving transparency
over the contractual clauses relevant to the
public by redacting sensitive information
(Rosenblum and Maples, 2009). Whether or
not contract transparency policies can si-
multaneously release sufficient information
to the public to promote accountability and
protect commercial interests remains to be
tested empirically. Even if all parties theo-
retically agree to transparency, there can
be legal and technical hurdles to overcome
before information can actually be made
public (see Chapter 8 of this publication).
Some oil-producing countries have al-
ready pioneered contract transparency pol-
icies. At least five countries in Latin America
(Bolivia, Colombia, Ecuador, Mexico,
and Peru) already disclose oil contracts.
However, contracts are not equally acces-
sible across cases. Table 7.1 outlines key dif-
ferences among Latin American countries
in contract accessibility. In Mexico, for ex-
ample, citizens file freedom of information
claims to request the disclosure of specific
contracts (Andrade et al,, 2010-11). In Peru,
by contrast, the state-owned oil company,
Petroperu, operates an online database of oil
contracts searchable by block. The fact that
these countries are still releasing contracts
and securing private investments in the oil
sector suggests that it is possible to pursue
the goals of transparency and protection of
commercial interests simultaneously.
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For Latin America then, arguments about
how transparency policies can be most ef-
fective are as important as arguments about
why contracts should be made transparent.
This chapter focuses on the accountability
mechanism, asking how contract transpar-
ency could improve resource governance.

In order to illustrate how information can
be extracted from contracts, this chapter
relies on a dataset of historical oil contracts
and legislation (Kyle, 2014). These contracts
were obtained from the Barrows Company,
an international reference library for oil, gas,
and mineral laws and contracts. Specifically,
the chapter uses information from 103 ail
contracts signed between 1955 and 2002 by
eight Latin American countries: Argentina,
Bolivia, Chile, Colombia, Ecuador, Paraguay,
Peru, and Venezuela. These countries were
selected to represent a broad range of geo-
logical and market conditions, including
major global producers (Venezuela), net
exporters of oil (Argentina, Colombia, and
Ecuador), netimporters of oil (Bolivia,” Chile,
Peru), and countries that initiated explora-
tion efforts that never yielded major discov-
eries (Paraguay).°

° Bolivia is a net exporter of natural gas but not of ail.
¢ Detailed information on contracts and sources can
be found in Table A7.1 on page 247.



Table 7.1

Contract Transparency Policies in Latin America

Country Method of contract Ease of Notes
disclosure access

Bolivia Contracts must be Low Operation contracts were reviewed and approved by the
individually authorized Chamber of Deputies and the Senate and subsequently
and approved by the posted on Yacimientos Petroliferos Fiscales Bolivianos
legislature. (YPFB) and Ministry of Hydrocarbons websites. However,

these contracts are difficult to find now.

Colombia | Contracts are published | Medium | Contracts are easy to locate, but disclosures are
on the Ministry of incomplete. Full contracts are available for 2012 bidding
Hydrocarbons (ANH) round but only model contracts are available for earlier
website.? rounds.

Ecuador | Contracts are published | Medium | Contracts are easy to locate, but disclosures do not give
on Petroecuador’s full information about fiscal terms.
website

Mexico | Some Pemex contracts | Low Contracts have ultimately been disclosed through
have been released freedom of information claims, but the process is
through freedom of lengthy.
information claims.

Peru Contracts are published | High Contracts are easy to locate and disclosure is
on Petroperu’s website. comprehensive. Contracts are searchable by block.

Source: Author’s elaboration based on Andrade et al. (2010); RWI (2013a and 2013b).
@ Available at http://www.anh.gov.co/Seguimiento-a-contratos/Paginas/default.aspx.
b Available at http://www4.eppetroecuador.ec/lotaip/lotaip_contratospec.cfm.

¢ Available at http://www.perupetro.com.pe/relaciondecontratos/.

While the data are useful in illustrat-

in the oil sector for the country during the

ing how to extract and interpret informa-
tion from oil contracts, they are limited in
several ways. First, all contracts used in this
chapter are historical and do not represent
current conditions in the oil sector for these
countries. Second, the contracts presented
here may not fully depict the conditions

time period in question. In some countries,
each contract signed during an explora-
tion effort or bidding round contains similar
fiscal terms; in other countries, terms vary
within the same round. The author gath-
ered as many contracts as could be located
for each bidding round for each country;
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however, not all contracts signed during
the time period were available. Therefore,
the information depicted here cannot be
interpreted either as a representation of cur-
rent fiscal conditions within the resource
sector nor can they be interpreted as a full
representation of historical fiscal conditions.
Third, in order to extract information from
oil contracts—such as the expected “gov-
ernment take” from the project, discussed
further below—the author had to make as-
sumptions about project economics. Actual
government take for the contracts modeled
in this chapter depended on real project
economics and enforcement of contrac-
tual terms. Despite these limitations, the
data are useful in illustrating how to extract
and interpret information from oil contracts
that were negotiated across a wide range of
geological and market conditions.
Resource exploration and production is
supported by tens (if not hundreds) of con-
tracts between contractors and subcon-
tractors, between contractors and financing
institutions, and between contractors and
governments and/or state-owned oil com-
panies. When transparency advocates call
for contract transparency, however, they
are typically referring to a primary contract
that governs the exploration and exploita-
tion of the resource which defines the main
obligations of the state and the companies
involved in extraction (Rosenblum and
Maples, 2009). Primary contracts can vary
from a 10-page agreement that defines ob-
ligations by referencing existing laws to a
150-page agreement in which every term
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is specified within the contract. These con-
tracts can comprehensively cover most of
theissues that may arise with oil exploration
and production, or can remain silent on key
issues such as whether governments are
committing to tax stabilization over the life
of the contract, how the oil price will be cal-
culated to determine a company’s taxable
income, and who is liable for environmental
cleanups.

Contracts define the rights and
obligations of governments and/
or state-owned oil companies and
private oil companies.

Contracts define the rights and obliga-
tions of governments and/or state-owned
oil companies and private oil companies.
These rights and obligations span several
major areas, such as licensing, contract du-
ration, fiscal obligations, environmental li-
abilities, and local employment and service
requirements. Contracts vary widely as to
whether they cover each of these issues
and as to how these issues are addressed
(see Table 7.2 on page 238). The chap-
ter proceeds by evaluating the two major
groups of clauses—fiscal terms and social/
environmental terms—and how contract
transparency can and cannot enhance
accountability.



When discussing accountability over fiscal
terms in oil contracts, two primary issues
are of concern. First, and most prominently,
contracts define the overall share of profits
that governments can expect to receive
over the life of a field. Second, different
methods of securing that share—such as
royalties, income taxes, and production-
sharing—respond differently to changing
market conditions. This section addresses
the difficulties of calculating and interpret-
ing governments’ expected share of profits,
which requires detailed information on proj-
ect economics. By contrast, it is simpler to
assess how the share of profits will respond
to changes in international prices. However,
different forms of tax collection have differ-
ent advantages and disadvantages and op-
timal design can vary across contexts.

A primary motivation for disclosing oil con-
tracts is assessing the division of profits
from oil field development between the
government and private oil companies
(e.g., EITI International Board, 2012; Gary
and Karl, 2003; Rosenblum and Maples,
2009: RWI, 2012). However, there is no sin-
gle clause within a contract that tells the
public whether governments or private
companies were more successful in secur-
ing their interests. Most commonly, ana-
lysts use the government take statistic to

evaluate oil contracts. Government take is
“the government’s share of economic prof-
its from almost all income sources, includ-
ing bonuses, royalties, profit oil, taxes, and
government working interest” (Johnston,
2007:36).” It represents the division of undis-
counted profits over the full life of an oil field.

There is no single clause within a
contract that tells the public whether
governments or private companies
were more successful in securing
their interests.

There are three main problems with
evaluating government take and asking
whether the government has secured com-
petitive terms. First, government take varies
with project economics, and this informa-
tion is needed to assess whether govern-
ment take is competitive. Second, fiscal

7 When national oil companies (NOCs) have an eg-
uity stake in projects, this calculation of government
take includes the NOCs' share of profits as a part
of government take. Thus, it does not make a dis-
tinction between revenues accruing to the central
government versus to the NOCs. Whether or not na-
tional governments have access to profits collected
by NOCs varies across countries (Victor, Hults, and
Thurber, 2012). For countries where national govern-
ments have little access to NOC revenues, this cal-
culation may overestimate the take of the national
government; in that scenario, take would be more
appropriately divided between governments, NOCs,
and private companies.
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terms on paper may diverge from fiscal
terms in practice (i.e., contracts may not be
enforced). Third, nonfiscal terms also con-
tribute value to a contract but are not incor-
porated into the government take statistic.®

Using contractualtermsto calculategov-
ernment take is a complicated exercise and
is both “art” and “science” (Johnston, 2003).
The “art” of contractual analysis involves se-
lecting appropriate input parameters, while
the “science” involves selecting appropriate
modeling methods. Government take cal-
culations presented here utilize cash flow
analysis for a base-case scenario that makes
assumptions about field reserve size, de-
cline rate, oil prices, project costs, and field
life.? Government take calculations are sen-
sitive to modeling assumptions. Figure 7.1
shows how government take varies with
project economics. For example, in the
contract shown for Ecuador in 1995, gov-
ernment take is secured through income

8 There are other potential weaknesses of the gov-
ernment take statistic not addressed here. One ma-
jor issue is that the statistic is undiscounted and
does not incorporate information about the timing
of expected payments (Johnston, 2007).

9 Other types of analysis can be performed.
Companies often use decision analysis to evaluate
projects, which focuses on the impact of manage-
rial decisions (e.g., whether to drill additional wells).
They incorporate uncertainty but typically by speci-
fying probabilities attached to different prespecified
scenarios (e.g., the probability that the discovered
field size will be large, small, or zero). Decision trees
are designed to guide companies through project
decision making (see Galli et al., 1999 for a discussion
of different methods of oil field evaluation).
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tax and production-sharing arrangements,
which do not vary based on field profitabil-
ity; thus, government take is independent
of field profitability.” In each of the other
three contracts shown, however, govern-
ment take is additionally secured through
a royalty. Because royalties are collected
based on production and not on profits,
royalties are regressive with respect to field
profitability. Thus, the value calculated for
government take will increase as costs as a
share of gross revenues increase.

This chapter plots government take
across countries, so it is useful to hold proj-
ect economics constant and vary only the
fiscal terms within contracts. When the
objective is to analyze a single contract, it
would be more appropriate to subject the
contractual terms to a wide range of poten-
tial scenarios and calculate a range of po-
tential government take statistics. For the
base-case assumptions used here, see Table
A7.1 on page 247.

Figure 7.2 shows government take cal-
culations for 103 contracts from Argentina,
Bolivia, Chile, Colombia, Ecuador, Paraguay,
Peru, and Venezuela signed between 1955
and 2002 for the base-case scenario."" Each
government take statistic is calculated us-
ing the same price, production, and cost

19 The profit oil split does vary based on field size, which
can be an imperfect proxy for field profitability.

" See Table A7.2 on page 248 for contract avail-
ability by country and year. Note that not all coun-
tries are covered for the entire time period. Data for
Argentina, for example, end in 1989.



Figure 7.1

Variation in Government Take Based on Field Profitability
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scenario using (undiscounted) cash flow
analysis.'? In other words, the analysis is
performed as if the same oil field—with
the same size and extraction costs—were
discovered as a result of each contract.

2 One could discount the cash flow to calculate
government take, but this is typically not done
(Johnston, 2003). Discounting the cash flow would
increase calculated government take if the contract
secures early revenues for the government (in the
form of bonuses or royalties). It is more complicated
to compare discounted statistics across countries
however because countries may not use the same
discount rate.

Differences in take statistics in Figure 7.2,
therefore, are attributable only to differ-
ences in fiscal terms. Government take var-
ies widely across countries and over time
within the same countries.

The logical question from an
accountability perspective is the
following: do these data points
represent the most competitive deal
that the government could have
secured at the time?
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Figure 7.2

Government Take
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oil company and private resource developer. Government take is calculated using cash flow analysis based
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ability by country.

The logical question from an account-
ability perspective is the following: do these
data points represent the most competi-
tive deal that the government could have
secured at the time? For example, why did
Bolivia and Peru secure government take
near 80 percent in the late 1970s while
Colombia’s take (for this hypothetical sce-
nario) was closer to 40 percent? However,
this question is flawed for at least three
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reasons. First, government take varies based
on geological risk, which varies across coun-
tries and over time. Figure 7.3 illustrates the
relationship among prospectivity, the like-
lihood that a given field contains oil, and
government take during the 1970s. This
analysis plots values for only eight countries
during a single time period, so it should
be seen as an anecdotal example of fiscal
clauses varying with geological conditions



Figure 7.3

Government Take by Prospectivity
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indicate that more contracts are available for the time period. See Table A7.2 on page 248 for information on

data availability by country.

and not a formal test of the relationship.
The y-axis represents government take cal-
culated for the first exploration effort con-
ducted by each of the eight countries since
1971. Along the x-axis is the success rate
for wildcatter wells drilled between 1966
and 1971. Wildcatter wells are those drilled
outside of known oil fields—and not those
drilled on existing, known oilfields—and
therefore face uncertainty of finding oil. The

size of the circle is weighted by the number
of contracts used to create the government
take estimates, so larger points should indi-
cate more precision."

'3 Larger circles do not necessarily indicate more
precision over the economic modeling of the con-
tracts but rather more precision over the fiscal terms
at the time (larger circles indicate more contracts are
available for the bidding round).
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Examining Figure 7.3, the difference
between Bolivia and Colombia in fiscal
terms no longer presents a puzzle: be-
tween 1966 and 1971, Bolivia had a wild-
catter success rate of 39 percent while
Colombia faced a 23 percent success rate
(with 100 and 126 total wildcatter wells
drilled respectively). Indeed, looking at the
data this way, Ecuador now looks like the
outlier, with a wildcatter success rate of 71
percent but a government take of only 62
percent."" However, this point is estimated
with less precision than others since fewer
contracts were available for Ecuador for
the period.

These differences in prospectivity
make it complicated to benchmark deals
across countries. Imagine two fields with
the same costs of extraction, field size, and
technical probability of drilling success.
The fiscal terms, among other factors, will
determine whether or not the field can be
commercially developed. In other words,
a field under a fiscal system with harsher
terms may not be considered a commer-
cial discovery, while the same field under
easier terms could be commercially devel-
oped. To put this another way, if the field
size and costs of extraction were the same
but the probability of drilling success var-
ied, then government take would have to
vary in order for the field to remain valu-
able enough to justify commercial de-
velopment. Thus, information on project

1 All drilling information comes from the American
Association of Petroleum Geologists.
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economics and prospectivity is crucial to
contextualize cross-country comparisons
on government take.”

Even with full information on prospec-
tivity, comparing government take across
countries and time periods is a complicated
exercise. Expectations about the future
price of oil at the time of contract negotia-
tion shape investors attitudes toward risk
(Tordo, 2010). Thus, two fields with similar
levels of geological risk and costs of extrac-
tion may vary in their attractiveness to in-
vestors based on when they are put up for
auction (and differences across time peri-
ods in expectations about future oil prices).
Fields also vary by the level of technical
expertise and up-front capital required for
development. In practice, there may only
be a small handful of companies globally
that have the particular type of expertise
required or that can raise a sufficient level
of investment capital to develop the field.
In these cases, governments may need to
allow investors to write down investment
costs before collecting tax revenues, ef-
fectively limiting government take in early
years of the contract. Without these provi-
sions, investors may not be willing to risk
the level of capital required to develop

1> There still may be room for governments to cap-
ture more take even in low prospectivity environ-
ments. In other words, just because it is important
to take geological risk into account when bench-
marking government take across countries does not
mean that differences in geological risk fully explain
differences in government take.



the field. Many more complications with
benchmarking exercises could be imag-
ined. This chapter cautions against draw-
ing conclusions about the “fairness” of par-
ticular deals without a deep understanding
of geological risk, project economics, and
market conditions.

This chapter cautions against
drawing conclusions about the
“fairness” of particular deals without
a deep understanding of geological
risk, project economics, and market
conditions.

Further, focusing only on government
take calculations in transparency policies
without also examining accompanying
contextual information could have deleteri-
ous effects on the government’s ability to
implement natural resource policy. Because
of differences in project economics and
prospectivity within the same country, gov-
ernments often assign different fiscal terms
to different field areas. For example, govern-
ments often have different fiscal regimes for
onshore versus offshore investments or for
areas with proven reserves versus explora-
tion areas. The ability to vary terms can be
beneficial for countries because it enables
them to encourage investments in high
risk areas by assigning lower take while
still securing high take on low-risk areas.
Without technical knowledge of field differ-
ences, it could be difficult for the public to

understand differences in terms. Thus, infor-
mation on government take could gener-
ate focal points that limit the government’s
options to release future fields under differ-
ent terms, even if prospectivity would call
for it.

The importance of contextual informa-
tion for citizens to assess resource gover-
nance is highlighted in the new 2013 EIT!
Standard. Going forward, EITI-compliant
countries need to disclose information
on production; ownership of licenses; de-
scriptions of how revenues are allocated
between national, state, and local govern-
ments; and descriptions of fiscal regimes
(EITI, 2013). While transparency along these
dimensions is crucial to understanding
overall resource governance, this informa-
tion is not sufficient to fully contextualize
and benchmark government take.

Second, it is difficult to compare gov-
ernments’ rate of return across countries
because enforcement of contractual terms
varies. A country that negotiates lower
government take on paper, and success-
fully enforces contractual terms, may get a
higher take in practice than one that nego-
tiates higher terms on paper but struggles
to enforce them. Nonenforcement could be
caused by several factors. Companies could
over-report costs in order to reduce their tax
burden, which happens even in the United
States. In Alaska in the 1980s, several promi-
nent global oil companies settled with the
state on charges that they over-reported
production costs and under-reported
price by selling oil below market prices to
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their own subsidiaries (Stiglitz, 2007). More
recently, the Office of Natural Resource
Revenue in the United States charged a
company operating in the Gulf of Mexico
with improperly deducting transportation
costs from royalty payments (ONRR, 2014). If
these types of violations can happen in the
United States, they undoubtedly occur in
countries with weaker tax administrations.'®

A country that negotiates lower
government take on paper, and
successfully enforces contractual
terms, may get a higher take in
practice than one that negotiates
higher terms on paper but struggles
to enforce them.

Countries and companies could also
mutually agree not to enforce fiscal terms
laid out in contracts or to amend them.
When there are conflicts between national
law and contractual terms, there can be
legitimate confusion over tax burdens. For

' The point made here refers to incentives to over-
report true project costs and not to concerns about
“gold-plating,” or, incentives for oil companies to
spend more than they otherwise would in order to
reduce their tax burden. As long as companies col-
lect some share of the profits, there should always be
an incentive for companies to keep true costs down,
especially when the time value of money is taken
into consideration (Mian, 2010; Johnston, Johnston,
and Rogers, 2008).
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example, in the 1990s, Argentina signed
some contracts with a royalty rate of 8 per-
cent rather than the 12 percent set in na-
tional law. Oil-producing provinces brought
claims against the companies to demand
that companies pay the legally higher roy-
alty rather than the contractually agreed
upon lower royalty. The Argentine Supreme
Court eventually ruled in the provinces' fa-
vor, but until then the real obligation was
not clear (Attwood, 2000). For a variety of
reasons, government take on paper and in
practice can diverge.

Third, it is also difficult to compare gov-
ernment take across countries because
contracts contain nonfiscal clauses that af-
fect the overall value of the contract. How
do you value a contract that may rank
lower than a neighbor on government
take but contains stricter measures for
environmental protection, a concept that
is more difficult to quantify? What about
contracts that place more emphasis on lo-
cal content provisions and training of lo-
cal technical professionals? Technological
and skill transfers are not captured within
government take statistics. Table 7.2 out-
lines a range of clauses that may be con-
tained within a primary contract. As seen
here, contracts vary in whether or not they
address environmental and social issues.
Eighty percent of contracts reviewed for
this chapter fail to assign liability for en-
vironmental damages. This is perhaps not
surprising given the historical time period
examined here; environmental clauses be-
come more prevalent and more stringent



over time. Nevertheless, it is difficult to
compare contracts that vary so dramati-
cally in how they secure a country’s inter-
ests beyond division of profits.

This is not to say that oil contracts
should not be disclosed or that fiscal terms
within them should be ignored. Instead,
this chapter argues that the interpreta-
tion of this information can be misleading
when taken out of context of other infor-
mation on project economics and nonfis-
cal clauses. In order for the accountability
mechanism to work, many oil-producing
countries need to release contracts into
the public domain along with other con-
textual information. The new 2013 EITI
Standards represent an important step for-
ward on these issues. As more and more
countries do this, international bench-
marks can be created that allow countries
to assess whether, given their geological
conditions, they can secure higher take.
This is not likely to occur over the short
term, however, and does not offer much to
citizens who wish to immediately use their
own country’s contracts for accountability.

It is difficult to compare government
take across countries because
contracts contain nonfiscal clauses
that affect the overall value of the
contract.

A second dimension of accountability that
could be enabled through oil contract
transparency is to assess whether govern-
ments have anticipated and planned for
changes in the international oil market.
Although this information is compara-
tively simple to obtain and interpret from
contracts, optimal fiscal design depends
on the political economy context (Barma
et al, 2012). In taxing resource extraction,
countries balance competing objectives of
simplicity, neutrality, and flexibility. In order
for citizens to hold governments account-
able, they need to develop preferences over
these trade-offs, and governments need
to develop mechanisms for incorporating
these preferences into contract design.

QOil price volatility makes designing fis-
cal systems challenging. If fiscal systems are
regressive, then higher oil prices are asso-
ciated with greater profit shares for com-
panies but not for governments, who may
see their share of profits fall as prices rise."”
On the other hand, countries also have in-
centives to smooth revenues across mar-
ket conditions. By claiming larger shares of
revenues in low price environments and al-
lowing companies to claim larger shares in
high price environments, governments can
reduce their exposure to price volatility. This

7 Even if government take is regressive, level of
revenues to the government still increase as prices
increase.
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structure would theoretically be valuable
to countries with low administrative capac-
ity and low ability to credibly commit to
revenue-smoothing through other mecha-
nisms (for example, by making contribu-
tions to natural resource funds).'® However,
governments are also more likely to expro-
priate resources and renege on existing
contracts during oil price booms (Guriev et
al,, 2010; Manzano and Monaldi, 2008 and
2010). Based on this logic, in their study
of oil contract design, Stroebel and van
Benthem (forthcoming) argue that, when
countries cannot credibly commit to up-
hold contracts, oil contracts should secure
greater shares of revenues when oil prices
are high and lower shares when prices are
low; in other words, fiscal systems should
be progressive.

Different fiscal systems respond differ-
ently to changes in oil price. Royalties, for
example, are simple to administer (requir-
ing the government to collect a flat or vari-
able percentage of production without re-
gard to project economics), and they also
guarantee income to the government over
the short term. Royalties are collected as
soon as field production begins, so govern-
ments do not have to wait until capital costs
have been recovered to collect revenues, as
they do with a profit-based tax. However,
royalties distort investment. Because they
are collected even when exploration proj-
ects are operating at a loss, they incentivize

'8 On the political economy of natural resource
funds, see Humphreys and Sandbu (2007).
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delays in capital investments and reduce
total investments in the field compared to a
nontax or neutral tax scenario (Smith, 2012).
They are also regressive."

Income taxes, on the other hand, are vir-
tually neutral to investment (Smith, 2012),
yet are more difficult to administer. They are
also neutral (neither progressive nor regres-
sive) with respect to rising prices. To collect
income taxes, it is necessary to calculate
revenues and costs. Whereas assessing pro-
duction levels to calculate royalties is rela-
tively simple, governments need resources
and technical capacity to audit costs, mak-
ing calculation of taxable income com-
paratively complex. Taxes based on rates of
return—such as sliding scale royalties, in-
come taxes, or profit oil splits based on rates
of return—offer countries the ability to de-
sign progressive fiscal systems, yet are simi-
larly difficult to administer. Governments
may also have to wait years before collect-
ing taxes under more progressive systems,
since it can take years for companies to fully
recover Costs.

1% Recent work questions the notion that royalties
are always regressive with respect to price. The in-
tuition is that at higher prices, the oil company
produces more barrels from more expensive-to-
produce fields, and the fixed-rate royalty represents
a higher share of profits from these high cost barrels.
In other words, if costs are rising along with prices,
then a fixed royalty does not necessarily drive down
government take as oil prices go up (Smith, 2012).
However, royalties are always regressive with respect
to rising profits.



Figure 7.4

Assessing How Fiscal Systems Respond to Differences in Profitability, 1990s
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Note: See Table A7.2 on page 248 for information on data availability by country.

Figure 7.4 illustrates this point. The fig-
ure shows government take for contracts
signed in the 1990s. For each country, the
red-shaded region indicates government
take when costs represent 30 percent of
gross revenue (an average profitability sce-
nario). Wider regions indicate more varia-
tion in contractual terms within the country,
while narrower bars indicate more stan-
dardization in terms over the time period.
The white circle in the middle of the shaded
region represents the median take across all
contracts in the dataset for the period, and

the lines represent the interquartile range.
Meanwhile, the blue-shaded regions reflect
government take for the same set of con-
tracts and the same production scenario if
costs represent only 15 percent of gross rev-
enue (a high profitability scenario). For some
countries, the blue-shaded regions are to
the right of the red regions, indicating fiscal
systems that are, on average, progressive.”’

2 |ndividual contracts could behave differently than
the country median for the time period if there is
large variance in fiscal terms.
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For other countries, blue regions are to the
left of red regions, indicating fiscal systems
that are, on average, regressive.

Although it is illustrative to model dif-
ferences in take across scenarios, informa-
tion about how (if not by how much) fiscal
systems will respond to changes in price
is relatively simple to assess. One need
only consider the tax mix employed by the
country to get a basic intuition for how
it will respond to changes in prices (see
Figure 7.4). For example, Bolivia during
the 1990s implemented a royalty-tax sys-
tem, collecting revenues primarily through
royalties and income taxes. Because royal-
ties are based on field production and
not profitability, the share collected by
the government does not change as
profits rise, making royalty-based sys-
tems regressive. During the same period,
Colombia, on the other hand, collected
revenues through royalties, income taxes,
and equity participation through its state-
owned oilcompany Ecopetrol.In Colombia,
Ecopetrol’s share of production through
its equity stake was linked directly to field
profitability, causing the fiscal system to
be progressive overall. In Chile, however,
government take is virtually neutral with
respect to changes in prices. During the
period, resource revenues were collected
through income taxes and production
sharing; although the production-sharing
arrangements contained production con-
tingencies (with government take rising as
production increases), they did not contain
contingencies based on field profitability.
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Increasing transparency about the
fiscal instruments utilized for tax
collections—and making transparent
the advantages and disadvantages
of each—can be the starting point of
a national dialogue on what types of
tax instruments are ideal given the
country’s policy goals.

Through contract transparency, citi-
zens can assess whether fiscal systems are
flexible to changes in oil prices. Some fis-
cal systems are better at securing income
during low price environments, while oth-
ers are better at securing income in high
price environments. However, optimal
mixes depend on political economy con-
ditions within countries, including the ad-
ministrative capacity required to adminis-
ter and enforce more complex progressive
tax structures. Increasing transparency
about the fiscal instruments utilized for tax
collections—and making transparent the
advantages and disadvantages of each—
can be the starting point of a national di-
alogue on what types of tax instruments
are ideal given the country’s policy goals.
This type of accountability can develop
over the long term, but only if policies are
in place to facilitate national dialogue on
ways to balance the goals of neutrality,
simplicity, and flexibility.



Disclosing oil contracts' social and envi-
ronmental clauses—or lack thereof—is
the component of contract transparency
most immediately valuable to citizens in
resource-producing regions. Social and
environmental clauses in oil contracts
define companies’ obligations with re-
gard to local employment and training,
utilization of local materials and services,
contributions to infrastructure develop-
ment and social projects, responsibility
for environmental impact studies, and
liabilities in the event of environmental
damages. However, these clauses are of-
ten omitted or are so vague that citizens
could not effectively use them to monitor
companies’ compliance. Instead, disclos-
ing social and environmental clauses is
more useful as a means of holding gov-
ernments accountable for negotiating
adequate protections. In addition to so-
cial and environmental clauses, contracts
define how the government is prioritizing
environmental conservation by defining
the amount of land devoted to resource
extraction and any land use restrictions.
Governments need to develop means of
effectively sharing this vital information
with citizens, especially those in resource-
producing areas.

In theory, citizens in resource-producing
regions are in the best position to moni-
tor compliance with social and environ-
mental obligations. In practice, how-
ever, these clauses are often vague or
omitted altogether from contracts (see
Table 7.2). In some cases, this is because
obligations are defined within national
law rather than within contracts. For
example, Colombia and Ecuador have
passed extensive national legislation on
environmental obligations; companies
are required to conduct environmental
impact studies prior to exploration and
justify drilling programs with respect
to projected environmental effects. In
these cases, contracts merely point to
the national laws that must be obeyed
and do not specify obligations in detail.
In the 1980s, Argentina often attached
international treaties on environmental
protection to contracts as a reference
to environmental obligations in the ab-
sence of national legislation.”

21 Defining social and environmental obligations
within national laws rather than contracts may be
preferable. When social and environmental obliga-
tions are set within contracts, this could encourage
horse-trading during contractual negotiations (e.g.,
offsetting higher environmental obligations with
lower government take) (Radon, 2007). Discussing
the best method of governing these sectors is be-
yond the scope of this chapter.
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Table 7.2

Contract Clauses (continued on next page)

General
terms

Description Clause Mean (SD) Minimum Maximum

prevalence

Area

Size of the area in hectares during 785,694 50 6,000,000
the exploration period of the (996,994)
license boundaries. Area may
diminish over the duration of the
contract if there are relinquishment
clauses.

Contract
duration

Length of the contract in years. 31 15 58
(7.4)

Fiscal terms

Bonuses

Paid at the time of signing a 12% - = =
contract (signatory bonuses),
during a prespecified contract-year
(annual bonuses), or based on
hitting particular production targets
(production bonuses).

Land rental
tax

Flat or variable fees paid based 18% Uss169 $0.008 $3,409
on a per-hectare basis of the total (US$558)
contract area.

Royalties

Taxes paid based on a set 62% 20% 1% 48%
percentage of gross revenues, (7.5%)
irrespective of profits. Royalty rates
can be flat or variable. Variable
rates may depend, for example,

on production levels, contract-
year, distance from field to port, oil
quality, etc.
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Table 7.2

Contract Clauses (continued on next page)

for environmental damages. For
example, are contractors required
to take out insurance against
environmental damage or to
deposit an amount that could

be drawn from in the event of
damages?

Description Clause Mean (SD) Minimum Maximum
prevalence
Income taxes | Function the same as corporate 89% 43% 22% 84%
income taxes (typically, they are (13%)
the same rate as normal corporate
income taxes) and can be a flat or
variable share of profits.
Profit oil split | The government’s share of profit 59% 52% 18% 87%
oil (after paying royalties and (15%)
deducting costs and depreciation).
(Subtracting this value from 100
would yield the share of profit oil to
the contractor.)
Service A flat or variable fee paid for 33% - - -
payment services rendered by the contractor
for exploration and development of
the license area.
Environmental
clauses
Environmental | Indicates whether protection of 80% - -- --
clause the environment is mentioned at
all within contracts (at a minimum,
whether contractors are asked to
prevent pollution).
Liability for Indicates whether the contract 20% = = =
damages has any clauses about liabilities

WHAT CAN WE LEARN FROM OIL CONTRACTS?

239



240

Table 7.2

Contract Clauses (continued)

Description

Clause Mean (SD) Minimum Maximum

Indicates whether the contract

prevalence

specifies that local content and
services should be used when
possible, through either setting
minimum percentages of materials
that must be purchased locally or
setting preferential tax rates on
goods purchased domestically.

Training 72% = = =
provisions specifies that contractors

must conduct training of local

employees.
Local Indicates whether the contract 82% = = =
employment | specifies that the contractor must

hire locals to fill at least part of its

employment needs.
Local content | Indicates whether the contract 48% = = =

Source: Author’s elaboration. Data on contracts comes from PL (1967).
Note: See Table A7.2 on page 248 for information on data availability by country.

Environmental obligations beyond a
reference that companies should “prevent
pollution” or “protect flora and fauna” are
frequently omitted from contracts, leaving
it unclear which party will bear liability for
damages. Of the contracts examined here,
only 80 percent even reference the environ-
ment and only 20 percent specify that com-
panies can be held liable for environmental
damages. Although social and environmen-
tal clauses are becoming more prevalent
in contemporary contracts compared to

JORDAN KYLE

historical ones, the reality is that many oil
contracts will not give citizens useful in-
formation on companies’ real obligations.
These obligations may not even become
clear to the contracting parties until envi-
ronmental damage is incurred and contrac-
tual obligations are disputed in courts.
Social obligations can also be vague.
Seventy-two percent of reviewed contracts
require companies to run training programs
for citizens of host countries, yet only 27
percent of these contracts give any details



beyond “training of local employees is re-
quired”” By contrast, contracts with more de-
tail may specify how much money should be
invested annually in training programs, how
many employees should be trained, the types
of training required (e.g, geology, engineer-
ing), and collaborations with local universities.
As noted above, more contemporary con-
tracts may contain more stringent social and
environmental clauses. However, the main
point is that citizens may not be able to moni-
tor compliance with existing social and envi-
ronmental obligations, even the citizens most
proximate to resource production.

It is precisely for this reason that these
clauses should be released to the public.
Citizens in resource-producing areas can
monitor compliance with easily observable
obligations, but, more importantly, they can
hold their governments accountable for ne-
gotiating social and environmental clauses
and enacting legislation that meets public
demand.” Contract transparency could pre-
vent “government officials from agreeing to
terms that the citizenry cannot politically ac-
ceptand will be wont to criticize, if not attack”
(Radon 2007: 97). In order for an accountabil-
ity mechanism to develop over companies’
social and environmental obligations, it is
crucial to release contracts to the public and
to develop mechanisms for incorporating
citizens'input into contractual negotiations.

22 Radon (2007) argues that social projects should
not be negotiated within contracts since these can
become distractions from securing adequate shares
of economic profits for the government.

Citizens in resource-producing

areas can monitor compliance with
easily observable obligations, but,
more importantly, they can hold

their governments accountable for
negotiating social and environmental
clauses and enacting legislation that
meets public demand.

Beyond the exact contractual terms for envi-
ronmental protection, contracts can inform
citizens about the overall balance that the
government is striking between conserva-
tion and revenue maximization. Every time
a government decides whether to launch
an oil exploration effort, politicians are
making a trade-off between conservation
and revenue maximization. Land used for
resource extraction could have been used
for other economic purposes. Resource ex-
traction also carries environmental risks. Oil
spills are the most obvious risk, but resource
extraction can also mean building roads in
the Amazon, diversion of water from farm-
ers, and infringement of the lands of indig-
enous populations. Qil contracts contain
information on land use restrictions (if there
are any) and on the size and location of
the field under development. On the other
hand, deciding not to develop resource en-
dowments means foregoing revenues in
the present.
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Figure 7.5

Field Size
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Source: Data on contracts comes from PL (1967).

Note: See Table A7.2 on page 248 for information on data availability by country.

Figure 7.5 shows the distribution of field
sizes across the contracts examined here.
Field size varies dramatically: from fields
of 50 hectares (roughly the size of Vatican
City) to vast expanses of over 3 million
hectares (roughly the size of Belgium).® It
is worth noting that these are field sizes at

2 For at least one of the field sizes above 3 million
hectares, the contract covered several different
blocks across a single basin. It is unclear whether
these areas bordered each other or were merely in
the same vicinity.
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the beginning of a contract. Many contracts
set relinquishment terms, forcing licensors
to release unused land as fields move into
the production stages. Typically, countries
delineate larger initial contract areas under
conditions of greater geological uncertainty
because more area is needed to explore
for oil when parties do not know where
oil is located. Longer exploration periods
are also set for areas with greater geologi-
cal uncertainty, allowing licensors to hold
land for longer periods. While these policies
have commercial logic, countries are often



surrendering the most land precisely when
they are least likely to receive high levels of
compensation. Indeed, the largest contract
areas in Figure 7.5 are all for unexplored
areas.

When governments are collecting
oil income, they are making
trade-offs between savings in the
ground, revenues in the present,
and environmental conservation
for future generations of local and
global citizens.

The extent of the trade-off between en-
vironmental conservation and oil revenues
depends on the value of the land if it were
used for alternate purposes. The tradeoff,
for example, is steeper in Ecuador, where il
stocks lie in some of the richest biodiversity
areas in the world, compared to countries
where deposits lie in comparatively unpop-
ulated and less biodiverse regions. Acutely
aware of the challenge in balancing envi-
ronmental conservation with the need for
government revenues, President Correa of
Ecuadorinnovated an interesting way to by-
pass this trade-off through the Yasuni proj-
ect. Through this initiative, the government
of Ecuador promised to refrain from drilling
for oil in the Ishpongo, Tambococha, and
Tiputini (ITT) oil fields, located in the Yasuni
National Park in the Ecuadorean Amazon,
if international donors agreed to give the

Ecuadorian government half the fore-
gone income of oil exploitation (Escribano,
2013). Notably, the [TT fields represent
around 20 percent of Ecuador’s remaining
reserves—846 million barrels of oil—and
the government was asking for US$3.6 bil-
lion over the course of 13 years from the
international community to forego drilling
("Ecuador approves Yasuni,”2013).

President Correa argues that environ-
mental conservation of this park—one of
the most biodiverse areas in the world—
constitutes a global public good. While
Ecuador may not be able to afford to forego
income, wealthy donor countries should
be willing to contribute to the protec-
tion of the global public good. However,
by August 2013, three years after the ini-
tiative was launched, the ITT fund had at-
tracted only US$13 million in donations
("Ecuador approves Yasuni," 2013), roughly
1.5 percent of the requested amount
through 2013. Therefore, President Correa
called off the initiative, announcing that
he would begin exploration efforts in the
Yasuni Park. Although this particular initia-
tive did not succeed, it is a promising idea
as a means to enable countries that need oil
income to fund government expenditures
to simultaneously pursue environmental
conservation.

Notwithstanding the Yasuni initiative
example, when governments are collect-
ing oil income, they are making tradeoffs
between savings in the ground, revenues
in the present, and environmental conser-
vation for future generations of local and
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global citizens. Making contracts transpar-
ent would enable citizens to assess when
and where governments are initiating explo-
ration efforts and how much of their coun-
try's land is devoted to resource production.

Several Latin American countries now rou-
tinely disclose oil contracts. This is a sig-
nificant achievement for transparency. For
these countries, the relevant question is not
whether contracts should be disclosed, but
how contract disclosure can facilitate better
governance. As noted in this chapter, the
link between contract transparency and
accountability will not develop automati-
cally. Strengthening this link requires dis-
closing contextual information to support
the interpretation of oil contracts and creat-
ing mechanisms for citizens to incorporate
feedback into contractual negotiations.

As the global transparency movement
reaches beyond revenue transparency into
contract transparency, many argue that
contract transparency can give context to
revenue transparency (e.g, PWYP 2013;
RWI, 2012). Citizens may require informa-
tion from contracts so that they can inter-
pret whether reported revenues represent
a fair deal. However, as this chapter argues,
interpreting the information disclosed
through contract transparency also neces-
sitates contextual information. For citizens
to evaluate whether the fiscal terms within
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contracts represent a fair deal, they need to
be able to benchmark deals across coun-
tries. This means that many oil-producing
countries need to disclose contracts, and
that these contracts need to be consid-
ered in light of differing project economics
across countries. This type of accountability
is only likely to develop over a long-term
horizon, as contract transparency increas-
ingly becomes a global norm.

Further, for some contractual terms, it
is not obvious even with full information
what constitutes a fair deal. Different coun-
tries may want to strike different balances
among investment neutrality, administra-
tive simplicity, and progressivity in tax col-
lection and also between environmental
conservation and revenue maximization.
For countries to optimally manage these
trade-offs, they need to develop the ca-
pacity of civil society groups to engage in
dialogue over these trade-offs and to de-
velop mechanisms for incorporating citi-
zens' preferences into contractual negotia-
tions. Along both of these dimensions, Latin
American countries are experimenting with
innovative policies.

Andean oil producers, including Bolivia,
Colombia, Ecuador, and Peru have all initi-
ated consultations with citizens over re-
source extraction to varying extents. The
focus of these policies so far has been on
consultations with indigenous communi-
ties over the use of land, and implementa-
tion has been spotty. Ecuador’s 1998 and
2008 constitutions guarantee indigenous
peoples the right to prior consultation on



any planned development projects for
nonrenewable resources on their lands.
Controversy has arisen as activists within
Ecuador point to the distinction between
prior consultation and prior consent: they
claimed that prior consultations often con-
stituted informing a few key representatives
of the community about the government'’s
plans for natural resource development in
the area rather than involving the entire
community in a dialogue and requiring
their support to move forward with devel-
opment projects (Saavedra, 2011). Failure
to fully implement prior consultation has
resulted in many latent and active social
conflicts surrounding resource extraction in
Ecuador (DPLF and Oxfam, 2011).

Peru’s Law on Prior Consultation, passed
in 2011, guarantees similar rights. The first
round of prior consultations in Peru (over
Lot 1-AB in the northeastern province of
Loreto) was scheduled to begin in April
2013, but has been delayed due to disputes
between indigenous communities and the
national government over cleanup from
past oil production. Indeed, Lot 1-AB was ul-
timately declared a “Zone of Environmental
Emergency” (“Peru Pushes for Amazon
Cleanup at Pluspetrol Oil Block," 2013). The
Due Process of Law Foundation (DPLF) and
Oxfam (2011: 13) claim that 44 percent of
social conflicts in Peru “stem from the lack
of a prior consultation process!

Fully implementing existing consulta-
tion policies in conjunction with contract
transparency could as easily increase as
decrease social conflicts in the short run.

Citizens may disagree over acceptable con-
tractual terms and protest existing terms.
These disagreements may stymie resource
developmentin the near term (with citizens
blocking resource extraction until agree-
able terms have been reached). However,
these conflicts could also strengthen gov-
ernments’ negotiating power over the long
term. Governments could no longer accept
terms that would be unacceptable to their
citizens without facing punishment (Radon,
2007). Gaining up-front buy-in from the
population could also mitigate political risks
faced by companies; contracts with public
buy-in may be less likely to be renegoti-
ated (Rosenblum and Maples, 2009). These
claims merit empirical testing as countries
experiment with national dialogue on re-
source extraction.

Prior consultations with indigenous
communities over specific resource devel-
opment projects are only one component
of incorporating citizen preferences into
contract design. Inclusive, national dia-
logue on overall policy objectives regard-
ing resource production is also important.
As citizens become more involved in deci-
sions about resource extraction, the capac-
ity of civil society groups to interpret and
disseminate complex information about
resource governance becomes increasingly
important. Fundacién Jubileo in Bolivia and
Grupo Propuesta Cuidadana in Peru, for ex-
ample, publish high-quality reports on re-
source governance, often utilizing informa-
tion obtained from oil contracts to inform
analysis. Training civil society organizations
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in implementing transparency policies is
now a key pillar of EITI. Going forward, in-
dustry organizations and private companies
could also play a role in building technical
capacity. In the long run, they may face less
political risk over investments if public sup-
port can be gained ex ante.

Implementing  meaningful  national
dialogue over resource governance will
be no simple feat. Yet, this is an essen-
tial step in developing the transparency-
accountability mechanism. Contract trans-
parency can support better resource gover-
nance when accompanied by other contex-
tual information on project economics and
by robust national dialogues on resource
governance supported by capable civil so-
ciety organizations.

Contract transparency can support
better resource governance when
accompanied by other contextual
information on project economics
and by robust national dialogues on
resource governance supported by
capable civil society organizations.
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Releasing historically confidential oil con-
tracts into the public sphere is becoming a
key part of the global transparency move-
ment, but there has been little explanation
of how contract transparency can improve
resource governance. This chapter argues
that contract transparency is unlikely to
yield greater accountability over certain fis-
cal terms, such as the government’s rate of
return and the tax system’s progressivity in
the short run, because they are difficult to
measure and interpret. Accountability over
fiscal terms is more likely to develop only
over the long run when many oil-producing
countries have released contracts and when
countries have developed mechanisms for
incorporating citizens' feedback into con-
tract design. By contrast, disclosing social
and environmental clauses in contracts—
or the lack thereof—can more immediately
enhance accountability. However, contrary
to arguments among advocates for con-
tract transparency, social and environmen-
tal terms are unlikely to help citizens hold
companies accountable for compliance
with contracts, since these terms are often
vague and poorly defined. Instead, citizens
can use social and environmental clauses to
hold governments accountable for negoti-
ating adequate protections.

Several Latin American countries, to
varying extents, have already enacted many
of the policies discussed herein, but imple-
mentation has been spotty. At least five
countries have made contracts transparent,



and Andean countries have promulgated
laws promoting prior consultations on re-
source extraction projects. These countries
can continue to lead the way in transpar-
ency of natural resource governance by im-
proving the implementation of existing pol-
icies. It is also possible to make progress by
detailing how more transparency can yield
more accountability. Specifying what infor-
mation from contracts can be used to pro-
mote different types of accountability, how

APPENDIX

that information can be interpreted, and
the types of policies required to support
and enable accountability to develop along
with transparency is an important exercise
in moving forward with the global contract
transparency agenda. Ultimately, in order
for citizens to hold governments account-
able, they need to develop preferences over
these trade-offs, and governments need
to develop mechanisms for incorporating
these preferences into contract design.

Table A7.1

Assumptions for Calculation of Government Take Statistics

Model assumptions

Field and production assumptions

Field discovery size 100MMBBL
Peak production rate 12% of field size, in year 6
Decline rate 12.5%
Field life 20 years
Price and cost assumptions—base scenario

Capital costs as a percent of gross revenue 18%
Operating costs as a percent of gross revenue 12%
Total costs as a percent of gross revenue 30%
Price and cost assumptions—high profitability scenario

Capital costs as a percent of gross revenue 9%
Operating costs as a percent of gross revenue 6%
Total costs as a percent of gross revenue 15%

Source: These assumptions are drawn from Johnston (2003) on contract cash flow analysis.
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Table A7.2

Information on Contract Availability by Country

Argentina

1958, 1959, 1961, 1967, 1968, 1979, 1980, 1985, 1986, 1987, 1988, 1989

Bolivia

1973, 1974, 1977, 1982, 1985, 1988, 1989, 1991, 1992, 1996

Chile

Colombia

1955, 1964, 1971, 1973, 1974, 1976, 1977, 1979, 1980, 1981, 1982, 1987, 1995, 1998, 2000, 2002
Ecuador

1964, 1973, 1985, 1986, 1988, 1995, 2002

Paraguay

Peru

1957,1971, 1972, 1973,1978, 1980, 1981, 1982, 1984, 1989, 1990, 1991, 1992, 1993, 1995, 1996
Venezuela

1971, 1996, 1997

Source: PL (1967).
Note: Bolded years contain more than one contract.
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