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Tax Appeal Tribunal affirms that
statutes supercede any contractual
arrangements
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In brief

In December 2015, the Tax Appeal Tribunal (TAT) ruled that an upstream company can deduct capital
allowances (CA) on capital expenditure incurred in line with the Petroleum Profits Tax Act (PPTA),
regardless of whether or not such costs have been approved by a counter party under a contractual
agreement. This ruling was issued in a case brought before the TAT by an International Oil Company
(“IOC” or “Appellant”) against the Federal Inland Revenue Service (“FIRS” or “the Respondent”).

This decision provides some clarity on the long standing debate on whether tax deductibility is
dependent on cost recoverability for upstream oil companies in Nigeria. While both concepts are separate
and should be treated distinctly, the complex nature of contractual agreements in Nigeria’s upstream
industry can make the lines between both very blurry.

In detail

Background

A joint venture (JV) is an
arrangement between the
Nigerian National Petroleum
Corporation (NNPC) and oil
companies, under which both
parties provide funding for
exploration and production
purposes. This arrangement is
typically governed by a Joint
Operating Agreement (JOA).

Each partner in the JV
contributes to the costs, and
shares the benefits or losses of
the operations in accordance
with its proportionate equity
interest. However, due to
incessant delay by the NNPC in

meeting its funding obligations,
some IOCs execute a Modified
Carry Agreement (MCA) with
the NNPC.

An MCA typically provides that
the IOC would single handedly
bear the cost meant to be
incurred by both parties for oil
exploration purposes. The IOC
would then recover the cost it
incurred on behalf of NNPC
from oil production, including a
premium as cost of capital. The
mode of cost recovery varies
from one contract to another,
including actual oil allocation or
cash payments.

The MCA also provides that any
cost overrun or any cost
incurred outside the specified

projects outlined in the MCA,
which is not approved by the
NNPC, cannot be recovered by
the IOC.

Facts of the case

The Appellant and the NNPC
were in a JV arrangement, with
participating interest of 40:60
respectively. Both parties later
executed an MCA which
requires the Appellant to bear
100% of the JV’s capital cost. In
essence, the Appellant is
required to incur a “Carry
Capital Cost” of 60% of the total
capital expenditure on NNPCs
behalf, in addition to its own
40% share of the required cost.
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Under the MCA, the Appellant is
entitled to recover 85% of the
capital cost incurred by claiming
capital allowances (which the
MCA refers to as “Carry Tax
Relief”), while the balance of
15% is to be recovered from the
share of crude oil production
due to NNPC.

The Appellant deducted Carry
Tax Relief over the 2006 to 2011
assessment periods, on the basis
that it incurred Carry Capital
Costs in line with the MCA.

The FIRS rejected the
deductions made by the
Appellant on the basis that only
costs approved by NNPC could
be deducted for tax purposes.
The FIRS issued two additional
assessments after disallowing all
costs in excess of those
approved by the NNPC. The
Appellant was dissatisfied with
both assessments and lodged an
appeal with the TAT.

Appellant’s position

The Appellant argued that it
relied on Sections 10, 20, 30,
and the 2nd Schedule of the
PPTA to claim the tax
deductions. In essence, as far as
the expenses were incurred in
the course of its petroleum
profits, they should be allowed
as valid tax deductions.

The Appellant also
demonstrated ownership of the
assets in relation to which the
capital costs were incurred, by
referring the TAT to Article 6.8
of the MCA, which vested full
ownership of the assets
purchased on the Appellant
until it has been fully
compensated (through capital
allowance and share of oil) for
the cost incurred on them.

The Appellant further added
that the provisions of the PPTA
override those of the MCA, and
that the former does not require
any such approval for tax
deduction.

FIRS’ position

The FIRS countered on the
grounds that as far as the capital
costs remained unapproved as
required by the MCA, the
Appellant does not have the
right to deduct such a cost.
The Respondent relied on a
decided Supreme Court case
between another IOC and the
erstwhile Federal Board on
Internal Revenue (FBIR), to
support its position that the
Appellant was bound by the
MCA because it entered into the
contract willingly.

The FIRS also argued that it
could not permit the tax
deductibility of the capital cost
because it does not have the
power to approve the cost
incurred like the NNPC does.

The decision

In making its judgment, the
TAT referred to the PPTA, the
FIRS Establishment Act
(FIRSEA), the Supreme Court
case referenced by the FIRS,
and a decided TAT case between
another IOC and the FIRS.

According to the TAT, the
question of tax deductibility
should be determined by the
PPTA. And since the PPTA does
not stipulate any approval as a
prerequisite to be fulfilled by
taxpayers, the question of cost
approval should not interfere
with tax deduction. The tax
deductibility of the capital costs
is further strengthened by the
fact that the Appellant had

demonstrated ownership of the
assets. The TAT alluded to the
role of the Respondent, by
referring it Section 8 of the
FIRSEA, which authorises it to
collect taxes in Nigeria. The
court stated that since the FIRS
is responsible for tax
implementation in Nigeria, its
first point of call in discharging
its obligation should be the tax
laws and not any agreement
between taxpayers. The Court
cited an earlier decided TAT
case between another IOC and
the FIRS where the TAT ruled
that the FIRS is required to
examine the provisions of the
tax laws in enforcing its duties,
and not to the content of an
agreement between taxpayers.

The TAT also debunked the
relevance of the Supreme Court
case cited by the Respondent,
because the contentious issue of
the case was whether or not
certain expenses claimed by the
IOC in question fell under the
definition of “petroleum
operations” as defined in the
PPTA, to which the Supreme
Court ruled in the affirmative.

In conclusion, the TAT allowed
the appeal in part, stating that
the provisions of the MCA are
only applicable if they do not
affect the Appellant’s liability to
pay tax under the PPTA. The
TAT ruled that the Appellant is
to make deductions in
accordance with the PPTA,
regardless of the NNPC’s failure
to verify such costs.

The takeaway

The issue of tax deductibility
versus cost recoverability has
been an area of dispute between
upstream companies and the
FIRS for quite some time. Most
notably for companies that have
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Production Sharing Contracts
(PSCs) with the NNPC, as the
very nature of a PSC entails the
oil company bearing NNPC’s
after which such costs can be
recovered from crude oil
production.

While the judgment is a positive
development for such
companies, it is not likely that
we have heard the last of this
issue, as it is currently the
subject of many other disputes
between some oil companies
and the FIRS.

There is a school of thought
which holds that the party
which incurs the cost initially
should not always have the right
to deduct the attendant capital
allowances, depending on the
contractual terms stipulated.
Proponents of this view see a
carry arrangement as a
financing scheme whereby the
carrying party simply provided a

loan to the carried party to
finance its petroleum
operations. For example, where
a business obtains a loan from a
bank to purchase say a plant,
the business would still have the
right to claim the capital
allowances on the asset where it
uses the plant for its business.
This is because it has simply
purchased the asset through
debt financing. Although, the
bank might retain the legal title
to the plant, it would be
ludicrous to expect the bank to
claim capital allowances on the
asset.

At a stakeholders’ forum held on
19 September 2014, the FIRS
alluded to the supremacy of
equity interest over economic
interest in computing PPT. We
had published a Tax Alert on
this previously (Link).

However, the judicial system
has shown a tendency for ruling

in favour of whoever incurs the
capital expenditure originally.
This is evident in a 2006 ruling
between Express Petroleum &
Gas Company Ltd V the FBIR.
In the referenced case, the court
ruled against the taxpayer
because it claimed capital
allowance on capital costs
incurred on its behalf by one of
its partners, and could not prove
ownership of the assets on
which the capital allowances
had been claimed. This is where
the case at hand differs – the
Appellant was able to clearly
prove ownership through Article
6.8 of the MCA.

We are of the view that this
judgment is in line with the
intent of the tax law and sound
common law principles, it is
equally important that every
similar case is examined on its
merits and specific facts.
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