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On 16 January 2017, a new regulation of the Indonesian Ministry of Energy and Mineral Resources (“MEMR”) came into effect in
Indonesia (“Regulation 8/20177).

Regulation 8/2017 implements the “gross split” production sharing mechanism and applies to all oil and gas production sharing
contracts (“PSC”) entered into after 16 January 2017.

The Indonesian PSC has been the mechanism for investing in the Indonesian petroleum sector for many years. Although aspects of
the PSC structure have changed over time, in general the PSC allowed the production sharing contractor (i.e., an oil company) to
deduct its historic capital and operating costs from the proceeds of sale of oil from the field (“cost recovery”), even before the oil
revenue was shared with the Indonesian State. This advantage will not be granted to the contractor any more under the new “gross-
split” mechanism (explained below). In early PSCs, there was a cap on the gross revenue that could be used for cost recovery

purposes; however, this was later removed.

The portion of the revenue allocated to cost recovery (i.e., the historic capital and operating costs portion) will be shared between the
State and the contractor as profit oil once the approved cost recovery has been fully paid. However, given the magnitude of the
accrued capex and operating costs, this could be many years after sales of petroleum commence.

This newsletter is the product of its authors and does not reflect the views or opinion of Nishimura & Asahi. In addition, this newsletter is
not intended to create an attorney-client relationship or to be legal advice and should not be considered to be a substitute for legal advice.
Individual legal and factual circumstances should be taken into consideration in consultation with professional counsel prior to taking any
action related to the subject matter of this newsletter.
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The 1988 incentive package introduced the concept of “First Tranche Petroleum”, which gave the State and the contractor an
entitlement to profit oil in advance of cost recovery. The First Tranche Petroleum mechanism allocates the first 20% of gross revenue
from the sale of petroleum to the State and the contractor (to be shared in agreed percentages), with the remaining 80% being used for
approved cost recovery. This allows the State and the contractor to receive a portion of the petroleum income as “profit oil”

immediately, rather than having to wait for the cost recovery obligation to reduce to zero before receiving any “profit oil”.!

The “gross-split” system simply divides the proceeds of production between the contractor and the Indonesian State into agreed
percentages. As this new system will provide an immediate split of revenues, the concepts of cost recovery and “First Tranche
Petroleum” will no longer be necessary.

Rather than specifically allocating revenue for approved cost recovery (as in the current system), the contractor is required to recover
its sunk capital and operating costs out of its production share after the split with the State—meaning that the contractor is taking
more risk on field production over time, as recovery of sunk costs will take longer. As under the new system the contractor is
expected to repay all of its capital and operating costs out of its production share (rather than having a priority right to recover sunk
capital and operating costs), it is argued that there is an inbuilt incentive for the contractor to keep these costs to a minimum.

From the State’s perspective, the State will receive a larger portion of the proceeds from the sale of petroleum immediately from the
start-up of production.

The calculation of the gross-split amount received by the contractor is determined by:

- The base split percentage; and

- Any “variable adjustments” and “progress adjustments” to be applied to the base-split percentage.

The base split percentage is as follows:

Contractor State
Qil 43% 57%
Gas 48% 52%

The base split percentage may be adjusted in the initial contract, and it may also change over time (depending on a number of factors)

by “variable adjustments” and “progress adjustments”. These adjustments take into account issues such as:

- Field location (e.g., frontier or deep-water areas)

- Type of field (conventional or unconventional)

The MEMR has reported that cost recovery in 2010 was about US$11.7 billion and increased to US$16.2 billion in 2014. Unaudited 2015 and 2016
data suggests that the amount of cost recovery has declined to US$13.7 billion (in 2015) and US$11.5 billion (in 2016) due to the lower oil price.
Notably in 2016, the oil and gas revenues of the Government are only US$9.9 billion, and are therefore lower than the cost recovery amount.
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- Depth of the reservoir
- Oil price

- Total cumulative production of oil and gas from the field

In addition, the State can increase the contractor’s share of the gross split by up to 5% where the field does not perform as well as
initially expected, or decrease it by up to 5% where the field exceeds certain expectations.

The diagram below illustrates the difference in cash-flows between the two systems.

Diagram 1: Traditional PSC Diagram 2: Gross-split PSC
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NOTE: the percentage splits in diagram 1 are illustrative, and different PSCs will have different percentages depending on various
factors (e.g., whether exploration and production is in conventional, deep-water or frontier areas).

As a consequence of the removal of the cost recovery mechanism, neither First Tranche Petroleum nor the “cash waterfall” will be

necessary (see diagram 1). Instead of cost recovery, operating costs that have been incurred can be included as a deduction against the
income tax liability of the contractor.

We do not expect other standard features of the Indonesian PSC regime (such as the domestic market obligation for supply, local
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content requirements, and abandonment fund) to be affected by Regulation 8/2017.

No. PSCs that are entered into before Regulation 8/2017 will continue in effect in accordance with their current terms until the end of
their term.

Regulation 8/2017 provides that existing PSC contractors can elect to amend their existing PSC arrangements to the gross split
mechanism, but are not required to do so.
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