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of 1 July

TAXATION OF BAYU-UNDAN CONTRACTORSACT

The Timor Sea Treaty dgned by Timor-Leste and Ausradia on 20 May 2002 and
raified by the Nationd Parliament on 17 December 2002 permits development of
petroleum resources to proceed in the area of the Timor Sea called the JPDA.

The Timor Sea Treaty permits, with certain limitations, each of the two governments
to gpply its tax regime to the petroleum activities in the JPDA. Under the Tresty,
Timor-Leste may gpply its tax regime to 90 percent of the petroleum activities,
Austrdiamay apply itstax regimeto 10 percent.

The Bayu-Undan field is the largest discovery in the JPDA so far. The production and
tax revenues from this fidd will represent a very sgnificant portion of Timor-Leste's
national budget and GDP from mid-2004, when the fidd is scheduled to go into
production.

This Law establishes atax regime for the development of the Bayu-Undan field.

The purpose of this Law is to encourage the Bayu-Undan contractors to proceed with
the gas phase of the project, in addition to the liquids phase. Development of the gas
phase of the project will permit Timor-Leste to maximize its tota revenues from the
Bayu-Undan fidd.

This Law entersinto force when the Joint Commission has gpproved Production
Sharing Contracts JPDA 03-12 and JPDA 03-13 (including annexes thereto providing
for the vauation of naturd gas), the Development Authority has approved the
amendment to the Development Plan relating to the export of gas, and contracts for
the trangportation and sde of natural gas by the contractors have become binding and
effective with conditions precedent satisfied.



The Nationa Parliament decrees, in accordance with article 92, part b of paragraph 2
of article 95, and paragraphs 1 and 2 of article 139 of the Condtitution of the Republic,

with the weight of the law, the following:
PART 1-PRELIMINARY

Article 1
Short Title

This Act may be cited as the Taxation of Bayu-Undan Contractors Act, 2003.

Article2
Definitions

1. Inthis Act:

“Bayu-Undan” means the Bayu-Undan discovery areaas defined in
Production Sharing Contracts JPDA 03-12 and JPDA 03-13;

“Commissona” means the Commissoner of the East Timor Revenue
Savice
“contractor” means a Tax Subject that:

@ has entered into Production Sharing Contract JPDA 03-12 or

JPDA 03-13 or asuccessor Production Sharing Contract
pursuant to Annex F to the Timor Sea Treaty; or

(b) isasuccessor or assignee of a Tax Subject referred to in
paragraph (a) as permitted under Production Sharing Contract
JPDA 03-12 or JPDA 03-13, asthe case may be,

and is registered as a contractor under the Petroleum Mining Code;

“Dedgnated Authority” means the Designated Authority established under
Article 6 of the Timor Sea Treaty;

“Elang Kakatua Kakatua North” means the Elang Kakatua Kakatua North
discovery area as defined in Production Sharing Contract JPDA 03-12;

“export pipding’ means an export pipdine as defined in Production Sharing
Contracts JPDA 03-12 and JPDA 03-13;

“Joint Commisson” means the Joint Commission established under Article 6
of the Timor Sea Treaty;

“Law on Generd Tax Provisions and Procedures’ meansthe Law on Generd
Tax Provisons and Procedures gpplicable in Timor-Leste under UNTAET
Regulation No. 1999/1;



“Law on Income Tax” means the Law on Income Tax goplicablein Timor-
Leste under UNTAET Regulation No. 1999/1;

“Law on Vaue Added Tax on Goods and Services and Sales Tax on Luxury
Goods’ meansthe Law on Vaue Added Tax on Goods and Services and Sales
Tax on Luxury Goods gpplicablein Timor-Leste under UNTAET Regulation
No. 1999/1;

“petroleum” means.

@ Any naturdly occurring hydrocarbon, whether in a gaseous,
liquid, or solid state;

(b) Any naturdly occurring mixture of hydrocarbons, whether ina
gaseous, liquid, or solid Sete;

(© Any naturdly occurring mixture of one or more hydrocarbons,
whether in agaseous, liquid, or solid Sate, as well as other
substances produced in association with such hydrocarbons,

and includes any petroleum as defined in paragraphs (), (b), and (c) that has
been returned to a naturd reservoir;

“petroleum activities’ means al activities undertaken to produce petroleum,
authorized or contemplated under a contract, permit, or licence, and includes
exploration, development, initial processing, production, transportation, and
marketing, aswell as the planning and preparation for such activities;

“Petroleum Mining Code’ means the Code referred to in Article 7 of the
Timor Sea Treaty;

“petroleum project” means petroleum activities undertaken in relaion to
Bayu-Undan and does not include petroleum activities undertaken in relation
to Elang Kakatua Kakatua North;

“subcontractor” means any Tax Subject supplying goods or services directly
or indirectly to a contractor in respect of the petroleum project;

“Timor-Leste’, when referring to a geographic area, means the territory of
Republica Democrética de Timor-Leste as defined in Section 4 of the
Condtitution of the Republica Democrética de Timor-Leste and the East Timor
Maritime Zones Act; and

“Timor Sea Treaty” meansthe Timor Sea Treaty dated 20 May 2002 between
the Government of Timor-L este and the Government of Austrdia

Unless the context indicates otherwise, terms used in this Act and not defined
in sub-article 1 have the same meaning as in the Law on Income Tax, Law on
Value Added Tax on Goods and Services and Sales Tax on Luxury Goods, and



Law on General Tax Provisions and Procedures (astheselaws gpply in
Timor-Leste), UNTAET Regulation No. 2000/18 (as amended), and the Timor
Sea Treaty, asthe case may be.

3. In the event of a conflict between this Act and the Law on Income Tax, Law on
Value Added Tax on Goods and Services and Sales Tax on Luxury Goods, Law
on General Tax Provisions and Procedures (as these laws apply in Timor-
Leste) or UNTAET Regulation No. 2000/18 (as amended), this Act prevails.

PART 2- TAXATION REGIME FOR CONTRACTORSUNDERTAKING THE
PETROLEUM PROJECT

Article3
Taxation of a Contractor Undertaking the Petroleum Project

A contractor undertaking the petroleum project is subject to tax in accordance
with the Law on Income Tax, Law on Value Added Tax on Goods and Services
and Sales Tax on Luxury Goods, and the Law on General Tax Provisions and
Procedures, as modified by UNTAET Regulation No. 2000/18 (as amended),

and subject to the modificationsin this Part.

The gpplication of the Law on Income Tax, Law on Value Added Tax on
Goods and Services and Sales Tax on Luxury Goods, and the Law on General
Tax Provisions and Procedures to contractor s undertaking the petroleum
project isin accordance with UNTAET Regulation No. 1999/1.

The rate of corporate tax applicable to a contractor for afiscd year is 30%.

Notwithstanding sub-article 1, Tax Subjects are exempt from Timor-Leste

taxes, including taxes gpplicable pursuant to the Law on Income Tax, Law on
Value Added Tax on Goods and Services and Sales Tax on Luxury Goods, and
the Law on General Tax provisions and Procedures, asmodified by UNTAET
Regulation No. 2000/18 (as amended) with respect to income and activities
relating to the congtruction, ingtdlation and operation of an export pipeline.

Article4
Decommissioning Costs Reserve

For the purposes of cdculating the taxable income of a contractor for afisca
year and notwithstanding Article 9(1)(c) of the Law on Income Tax, the
contractor is dlowed a deduction for the year for the amount carried to the
decommissoning codts reserve for the year in respect of the petroleum project.

A deduction is not dlowed for any decommissioning expenditure incurred by
acontractor inafisca year (referred to asthe “current fisca year”) except to
the extent that the total amount of decommissoning expenditure incurred by
the contractor in the current fiscal year and previous fiscd years exceeds the
amount cal culated according to the following formula:



(A+B)-C
Where:
A isthe totd amount alowed to the contractor as a deduction under sub-
aticle 1 in the current fiscd year and previous fiscd years,
B isthe total amount alowed to the contractor as a deduction under this
sub-aticlein previousfiscd years, and
C isthe tota amount included in the contractor’ s taxable incomein the

current fiscal year and previous fiscal years pursuant to sub-article 5.

The decommissioning costs reserve is caculated by reference to the Total
Approved Decommissioning Costs. The amount carried to the reserve for a
fiscal year isthe amount alowed to the contractor for that year under the
Production Sharing Contract between the Designated Authority and the
contractor governing the project.

No deduction is alowed under sub-article 1 for any fiscal year prior to 1
January 2008.

Where, a any time, the total amount allowed as a deduction under this article
exceeds the Total Approved Decommissioning Costs, the amount of the
excessisincluded in the grossincome of the contractor for thefiscd year in
which such excess occurs.

InthisArtide

“Decommissoning Plan”, in relation to the petroleum project, meansthe
Decommissioning Plan approved by the Designated Authority under the
Production Sharing Contract between the Designated Authority and the
contractor governing the project;

“Development Plan”, in relaion to the petroleum project, means the
Development Plan approved by the Designated Authority under the Production
Sharing Contract between Designated Authority and the contractor governing
the project; and

“Totd Approved Decommissoning Cods’, meansthe total decommissioning
costs approved by the Designated Authority in accordance with the
Decommissioning Plan for the petroleum project, asrevised from timeto time.

Article5
Depreciation and Amortization

The following modifications apply to Article 11 of the Law on Income Tax as
it gppliesto a contractor undertaking the petroleum project:



@

(b)

(©

(d)

The depreciation of tangible property used in petroleum
activities in respect of the project is calculated individudly on a
draght-line bass only;

The graight-line depreciation rates gpplicable to tangible
property used in petroleum activities in respect of the project
are asfollows

Useful life of the property Depreciation rate
1-4years 25%
more than 4 years 20%

The depreciation of tangible property referred to in paragraph
(& acquired or congtructed before first production commences
from the date of first production; and

Subject to sub-articles 4 and 5, the amount of depreciation
allowed as a deduction for afiscd year in respect of an item of
tangible property is calculated according to the following
formula

AXxXB
where:

A isthe cost of the property; and

B is the depreciation rate determined under paragraph (b).

2. The following modifications gpply to Article 11A of the Law on Income Tax
asit gppliesto acontractor in respect of the petroleum project:

@

(b)

(©)

The amortization of intangible property and other expenditure
of an intangible nature (hereafter referred to as an “intangibl€’)
relating to petroleum activities in respect of the project is
caculated individudly on agraight-line basis only;

The graight-line amortization rates gpplicable to an intangible
used in petroleum activities in respect of the project are as
follows

Usefl life of the intangible Amortization rate
1-4years 25%
more than 4 years 20%

The amortization of an intangible acquired, developed, or
incurred before firgt production commences from the date of
firgt production; and



(d)

Subject to sub-article 4 and 5, the amount of amortization

alowed as a deduction for afisca year in repect of an

intangible is calculated according to the following formula:
AXxXB

where:

A isthe cogt of theintangible; and

B isthe amortization rate determined under paragraph (b).

The following provisons apply where petroleum activities in Elang Kakatua
Kakatua North have ceased, the contractor has made aloss for income tax
purposes in respect of the activities, and the contractor has undertaken the
petroleum project:

@

(b)

(©

(d)

The amount of the loss that has not been deducted under Article
6(2) of the Law on Income Tax is trested as expenditure
incurred by the contractor in respect of the project;

The expenditure is trested as having been incurred at the later
of:

() The date on which the Elang Kakatua Kakatua North
activities ceased; or
(i) The date of first production for the petroleum project;

The expenditure is treated as having auseful life of five years,
and

The expenditure is amortized under Article 11A of the Law on
Income Tax, as modified by Article 5(2) of thisAct, on a
draght-line bass.

Inthefiscd year in which firgt production occurs, the amount alowed asa
deduction under sub-article 1(d) and 2(d) is computed according to the
following formula

where

A xBIC

A is the amount computed under sub-article 1(d) or 2(d), as the case may

be;

B is the number of days from the date of first production to the end of the
fiscd year in which firg production occurs; and



C is the number of daysin the fiscd year.

Inthe last fiscal year of depreciation or amortization, the amount alowed asa
deduction under sub-article (1)(d) and 2(d), asthe case may be, for any
tangible property or intangible to which sub-article 4 gpplied is ca culated
according to the following formula

A-B

A is the amount computed under sub-article 1(d) or 2(d), as the case may
be, for the fiscd year of first production without regard to sub-article
4; and

B is the amount allowed as a deduction for the fisca year of first
production under sub-article 1(d) or 2(d), as modified by sub-article 4.

For the purposes of this Article —

@ Firgt production occurs where there has been aminimum of thirty days
commercial production and the commencement of first production is
on thefirst day of the thirty day period; and

(b) The last fiscdl year of depreciaion or amortization —

0] in the case of any tangible property or intangible with a useful
lifeof 1—4 years, isthefourth fiscd year fter the fiscal year
of firgt production; or

(it) in the case of any tangible property or intangible with a ussful
life of morethan 4 years, isthefifth fiscd year after thefiscd
year of first production.

Article6
Special Calculation Norm

For the purposes of Article 15 of the Law on Income Tax, the net income of a
permanent establishment engaged in oil and gas drilling activities for the
petroleum project is Sx percent (6%) of grossincome. Thisisthe basisfor
cdculating the tax ingalment payments of the permanent establishment under
Article 25 of the Law on Income Tax.

For the purposes of Article 15 of the Law on Income Tax, the net income of a
permanent establishment engaged in shipping or air service activities for the
petroleum project istwo point four percent (2.4%) of grossincome. Thisis
the bagisfor cdculating the tax ingtalment payments of the permanent
establishment under Article 25 of the Law on Income Tax.

Article7
Esimated Net Income



The estimated net income determined under Article 23(2) of the Law on Income Tax
for the purposes of Article 23(1)(c)(2) of the Law on Income Tax applicable to —

@ Compensation paid by a contractor or subcontractor for oil and
gas drilling support services acquired for the petroleum project
istwelve percent (12%) of gross compensation;

(b) Compensation paid by a contractor or subcontractor for
technical, management, accounting and bookkeeping, legd
consulting, and tax consulting services acquired for the
petroleum project is sixteen percent (16%) of gross
compensation; and

(c)  Compensation paid by a contractor or subcontractor for rent or
other income pertaining to the use of property for the petroleum
project is sixteen percent (16%) of gross compensation.

Article8
Withholding Tax

1 The withholding tax rate for the purposes of Article 23(1)(a)(3) of the Law on
Income Tax shall be six percent (6%) of the gross amount paid by a contractor
or subcontractor with respect to the petroleum project.

2. The withholding tax rates determined under Article 4(2) of the Law on Income
Tax gpplicable to compensation paid for services acquired for the petroleum
project shal be asfollows

@ Zexro point eight percent (0.8%) with respect to construction
services, and

(b) One point Six percent (1.6%) with respect to consulting
Services.

3. The withholding tax rate for the purposes of Article 26(1)(c) and (d) of the
Law on Income Tax applicable to compensation paid by a contractor or
subcontractor for services acquired for the petroleum project is eight percent
(8%) of the gross amount of the compensation.

4, Notwithstanding sub-article 3, the withholding tax rate for the purposes of
Article 26(1)(d) of the Law on Income Tax applicable to compensation paid
by a contractor or subcontractor to employees for services acquired for the
petroleum project istwenty percent (20%) of the gross amount of the

compensation.

Article9
Branch Profits Tax
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Article 26(4) of the Law on Income Tax does not apply to a contractor or
subcontractor in repect of income derived from the petroleum project, induding
income from the disposal of an interest in the project.

Article 10
Value of Gas

1 For the purposes of caculating the taxable income of a contractor undertaking
the petroleum project:

@ The vauation of naturd gas produced and saved, and not used in field
operations, is made in accordance with the Production Sharing
Contract between the Designated Authority and the contractor
governing the project; and

(b) No deduction is allowed for any export cost charge incurred by a
contractor in afisca year except to the extent that the export cost

charge has not been taken into account in the determining the valuation
of natural gas produced and saved pursuant to paragraph (a).

2. InthisArticle:
“export cost charge’, in relation to a contractor in respect of the petroleum
project, has the meaning in the Production Sharing Contract between the
Designated Authority and the contractor governing the project; and
“naturd gas’ means al gaseous hydrocarbons, including wet minera gas, dry
minerd gas, casnghead gas and residue gas remaining after the extraction of
liquid hydrocarbons from wet gas.
PART 3- ADDITIONAL PROFITSTAX
Article11
Imposition of Additional Profits Tax

1. A contractor undertaking the petroleum project that has a positive amount of
accumulated net receipts for the project for afisca year isliable to pay
additiond profitstax.

2. The additiona profitstax payable by acontractor for afiscd year is
caculated according to the following formula

A x 22.5%/(1-r)
where:

A is the accumulated net receipts of the contractor for the year; and
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r is the corporate rate of tax as specified in sub-article 3 of Article 3.

Additiond profitstax imposed under this Articleisin addition to the income
tax imposed on the taxable income of the contractor for the fisca yeer.

Additiond profitstax paid by a contractor isalowed asadeduction in
caculating the taxable income of the contractor in the fiscal year in which the
tax was paid.

Article 12
Accumulated Net Receipts

The accumulated net receipts of a contractor for afiscd year for the
petroleum project is caculated according to the following formula:

((Ax116.5%)— (1 x (1-r))) +B

where:

A isthe contractor’ s accumulated net receipts for the project at the end of
the previousfiscd year;

B isthe contractor’s net receipts for the project for the current fisca
year;
isthe interest expense and other financid charges paid by the
contractor in respect of the project in the current fiscal year (and is
entered in the formula as a negative number); and

r isthe corporate rate of tax as specified in sub-article 3 of Article 3.

Where additiond profitstax is payable by a contractor for afiscd year, the
amount of the accumulated net receipts of the contractor & the end of that
year is zero for the purposes of caculating the accumulated net receipts of the
contractor for the next year.

Where component (A x 116.5%) of the formulain sub-article 1 is negetive for
afiscd year, the subtraction of component (I x (1-r)) for that year shal not
reduce the amount of ((A x 116.5%) — (I x (1-r))) to an amount that isless
than A. The amount of any excessisnot carried forward or carried back to any
fiscd year.

The following provisons gpply to a contractor to which Production Sharing
Contracts JPDA 03-12 and JPDA 03-13 apply:

@ Theformulain sub-article 1 is to be applied to the contractor
for the period 25 October — 31 December 1999 on the basis that
theinitid total accumulated net receipts of dl contractors as at
25 October, 1999 was negative $233 million;



(b)

(©

(d)

12

Theformulain sub-article 1 isto be gpplied to the contractor
for the period 1 January — 31 December 2000 on the basis that
the amount ca culated under paragraph (@) is the accumulated
net receipts of the contractor as at 31 December, 1999,

Theformulain sub-article 1 isto be applied to the contractor
for the period 1 January — 31 December 2001 on the basis that
the amount calcuated under paragraph (b) is the accumulated
net receipts of the contractor as at 31 December, 2001; and

The amount calculated under paragraph (c) is the accumulated
net receipts of the contractor as at 31 December, 2001 for the
purposes of applying the formulain sub-article 1 to the
contractor for thefisca year commencing on 1 January, 2002.

Article 13
Net Receipts

The net receipts of a contractor for the petroleum project for afiscd year isthe gross
receipts of the contractor for the project for the year lessthe total deductible
expenditure of the contractor for the project for the year. The net receipts of a
contractor for afiscd year may be a negative amount.

Article14
Gross Recelpts

1. The gross receipts of a contractor for afisca year for the petroleum project is
the sum of the following amounts:

@

(b)

(©

(d)

The gross income for income tax purposes accrued by the
contractor in the year from the project, including amounts
received from the hiring or leasing out of, or the granting of
rights to use property, but not including interest income;

The consderation received by the contractor in the year for the
disposdl, destruction, or loss of any property (including
materids, equipment, plant, facilities, and intellectua property

or rights) used in the project where the expenditure incurred in
acquiring the property was deducted in computing the net
receipts of the contractor for any fiscd yesr;

Any amount received by the contractor in the year from the
provison of information or data obtained from any survey,
gppraisd, or study relating to the project where the expenditure
incurred in undertaking the survey, appraisa, or study was
previoudy deducted in computing the net receipts of the
contractor for any fiscd year;

Any other amount received by the contractor in the year that is
areimbursement, refund, or other recoupment of an amount
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previoudy deducted in computing the net receipts of the
contractor for the project for any fiscad year; and

(e Where property has been destroyed or lost by a contractor, any
compensation, indemnity, or damages received by the
contractor in respect of the property under an insurance policy,
indemnity agreement, settlement, or judicia decison.

Notwithgtanding sub-article 1, and subject to Article 16, the gross receipts of a
contractor does not include any amount received or accrued as condderation
for the transfer of an interest in the petroleum project.

Where an amount referred to in sub-article 1 is attributable to the petroleum
project and some other activity of the contractor, only that portion that relates
to the petroleum project isincluded in the gross receipts of the contractor in
caculating the net receipts of that project.

Article 15
Deductible Expenditure

Thetotal deductible expenditure of a contractor for afiscd year for the
petroleum project isthe sum of the fallowing amounts:

@ Any expenditure incurred by the contractor intheyeer in
respect of the project and allowed as a deduction (other than as
adepreciation or amortization deduction) in computing taxable
income, indluding interest and financing charges,

(b) Any capita expenditure incurred by the contractor in the year
in acquiring or condructing a tangible or intangible asset for
usein the project;

(© Any exploration expenditure incurred by the contractor inthe
year in respect of the project; and

(d) An amount of Timor-Leste corporate income tax of the
contractor for the year caculated by applying the corporate
rate of tax as gpecified in sub-article 3 of Article 3to the
taxable income of the contractor for the year before deduction
of additiond profits tax.

Notwithgtanding sub-article 1, and subject to Article 16, the deductible
expenditure of a contractor does not include any amount incurred as
congderation for the acquisition of an interest in the petroleum project.

Where an amount referred to in sub-article 1 is attributable to the petroleum
project and to some other activity of the contractor, only that portion that
relates to the petroleum project is dlowed as deductible expenditure of the
contractor in computing the net receipts of that project.
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Article 16
Transfer of Interest in the Petroleum Project

Where the whole of acontractor’s interest in the petroleum project is
transferred to another contractor, the transferee contractor istreated as having
the same gross receipts and deductible expenditures in respect of the interest
asthe transferor had immediately before the transfer. For the purposes of
cdculating the trandferee contractor’ s accumulated net receipts for the fiscd
year in which the trandfer occurred, the transferor contractor’ s accumulated

net receipts at the end of the previous fisca year istreated asthe trandferee
contractor’s accumulated net receipts for that previous year.

Where part of a contractor’s interest in the petroleum project istransferred to
another contractor:

@ The transferee contractor is treated as having the gross receipts
and deductible expenditures in respect of that partid interest as
the transferor contractor had in relation to the whole interest
immediatdy before the transfer mulltiplied by the transferred
percentage factor; and

(b) For the purposes of caculating the transferee contractor’s
accumulated net recaipts for the fiscd year in which the
transfer occurred, the transferor contractor’ s accumulated net
receipts at the end of the previousfiscd year multiplied by the
transferred percentage factor is treated as the transferee
contractor’s accumulated net receipts for that previous fiscal
year.

Inthis Article, “transferred percentage factor” means the transferor

contractor’ s percentage ownership in the petroleum project that is transferred
divided by the transferor contractor’ s tota percentage ownership in the
petroleum project prior to the transfer.

Article17
Procedure Relating to Additional Profits Tax

A contractor undertaking the petroleum project in afiscd year shdl ddliver to
the Commissioner an additiond profitstax return for the year.

The additiond profitstax return for afiscal year shal be ddivered in the same
manner and by the same due date as the annua income tax return of the
contractor for that year.

Additiona profitstax for afiscal year is due and payable by acontractor on
the same date as theincome tax of the contractor for that year is due and

payable.
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4, Subject to Article 18, the Law on General Tax Provisions and Procedures, as
modified by UNTAET Regulation No. 2000/18 (as amended) applies, with
any necessary changes made:

@ To the assessment and collection of additiond profitstax and
additiona tax imposed in respect of an additional profits tax
liability, including the keeping of records and investigations,

(b) To appedsrdating to aliability for additiond profitstax or to
additiona tax imposed in respect of an additiona profits tax
lighility; and

(© To the gpplication or refund of additional profits tax overpaid.

5. Chapter X1 of UNTAET Regulation No. 2000/18 (as amended) appliesto the
additiond profits tax on the bassthat:

@ Thereference to “tax” in that Chapter includes the additional
profits tax imposed under this Regulation; and

(b) The reference to “tax form” in that Chapter includes the
additional profitstax return required to be delivered under sub-
aticle 1.

Article 18
Instalments of Tax

1. A contractor shdl pay monthly ingtaments of additiond profitstax for eech
fiscal year. Instalments of additiond profitstax are payable by the 15" day
after the end of the month to which they relate. Where the due date for
payment of an ingtalment of additiond profits tax does not fal on abusiness
day, the due date is the next business day.

2. The amount of each ingtalment is one-twelfth of the amount of additiond
profits tax estimated by the contractor to be due for the fisca year. Every
contractor shdl ddiver to the Commissioner an estimate of additiond profits
tax for afisca year by the due date for payment of the first instalment for the
year.

3. An estimate delivered under sub-article 2 remainsin force for the whole of the
fiscal year unlessthe contractor delivers arevised esimate to the
Commissioner. A revised estimate gpplies to the caculation of instalments of
additiona profits tax due both before and after the date the revised estimate
was ddivered. The amount of any underpayment of instalments made prior to
the revised estimate shdl be paid by the contractor together with the first
instament due after the revised estimate is ddivered. The amount of any
overpad instaments shdl be refunded to the contractor within 30 days of the
revised estimate being delivered.
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4, Where a contractor falsto deiver an estimate of additiond profitstax as
required under sub-article 2, the estimated additiond profits tax of the
contractor for the year is such amount as estimated by the Commissioner. The
Commissioner’s esimate remainsin force for the whole of the fisca year
unless revised by the contractor in accordance with sub-article 3.

5. Where a contractor’ s estimate (including any revised estimate) of additiona
profitstax for afisca year islessthan ninety percent of the contractor’s
assessed additiond profits tax ligbility for that year, the contractor isligble for
additiona tax —

@

(b)

if the under-egtimate is due to fraud or wilful neglect, fifty
percent (50%) of the amount by which the actud additiond
profits tax ligbility exceeded the estimated liahility for the yesr;
or

in any other case, ten (10%) percent of the amount by which
the actua additiond profitstax liability exceeded the estimated
ligbility for the year.

PART 4 - FINAL PROVISIONS

Article19
Regulations

The Minigter respongible for finance may make regulations for the effective carrying
out of the provisons of thisAct.

Article 20
Entry into Force and Application

1 This Act entersinto force on the date when dl of the following are satisfied-

@
(b)

(©

(d)

the Timor Sea Treaty has entered into force;

the Joint Commission has approved Production Sharing
Contracts JPDA 03-12 and JPDA 03-13, including annexes
thereto providing for the valuation of naturd gas,

the Designated Authority has gpproved the amendment to the
Development Plan for Bayu-Undan (providing for export of gas
through the export pipeline and relevant contracts for the
trangportation and sale of naturd gas by the contractors); and

the contracts for the transportation and sde of natural gas
referred to in paragraph (¢) have become binding and effective
with conditions precedent satisfied.
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2. This Act applies from 1 January 2002.

3. The additiona profits tax imposed under Article 11 gppliesfor the fiscal year
commencing 1 January 2002 and subsequent fiscal years.

Approved on 3 June 2003

The Presdent of the Nationd Parliament

Francisco Guterres “Lu-Olo”
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TAXATION OF BAYU-UNDAN CONTRACTORSACT

EXPLANATORY MEMORANDUM

I ntroduction

This memorandum provides an explanation of the Taxation of Bayu-Undan
Contractors Act (referred to as the “the Act”), which providesfor the taxation of
contractors undertaking petroleum projects in Bayu- Undan. The basic effect of the
Act isto preserve the existing income tax trestment of such contractors subject to the
modifications provided for in the Act, including the imposition of additiond profits
tax.

1. Short Title

This article provides that the Act may be cited as the Taxation of Bayu-Undan
Contractors Act, 2003.

2. Definitions
This article provides for the interpretation of words and terms used in the Act.

Sub-article 1 provides definitions of commonly used termsin the Act. The definitions
of “petroleum” and “ petroleum activities’ are the same asin the Timor Sea Treaty.
“Petroleum project” is defined to mean petroleum activities taking place in Bayu-
Undan. It is expressy provided that petroleum activities taking place in Elang
Kakutua K akutua North do not constitute a petroleum project for the purposes of the
Act. Thisis particularly rlevant for article 5 of the Act.

A “contractor” is defined to mean a Tax Subject that has entered into Production
Sharing Contract JPDA 03-12 or 03-13, or a successor contract. The definition aso
includes any successor or assignee of such a Tax Subject. For a Tax Subject to bea
contractor, it must be registered as a contractor under the Petroleum Mining Code.

Sub-article 2 provides that terms not defined in sub-article 1 have their ordinary
meaning under the Law on Income Tax, Law on Value Added Tax on Goods and

Services and Sales Tax on Luxury Goods, Law on General Tax Provisions and
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Procedures, UNTAET Regulation No. 2000/18 (as amended) and the Timor Sea
Treaty, asthe case may be. Asregards the Law on Income Tax, Law on Value Added
Tax on Goods and Services and Sales Tax on Luxury Goods, and the Law on General
Tax Provisions and Procedures, terms have the meaning in those laws to the extent

that those laws are gpplicable in East Timor as determined under UNTAET Regulation
No. 1999/1.

Sub-article 3 provides a priority rule in the event of a conflict between the Act and

Law on Income Tax, Law on Value Added Tax on Goods and Services and Sales Tax
on Luxury Goods, Law on General Tax Provisions and Procedures (as these laws
agoply in Timor-Leste) or UNTAET Regulation No. 2000/18 (as amended). In the

event of such conflict, the Act prevalls.

3. Taxation of a Contractor Undertaking a Petroleum Project

This article gates the generd principle of taxation of contractors undertaking the
petroleum project.

Sub-article 1 provides that a contractor is subject to tax in accordance with the Law on
Income Tax, Law on Value Added Tax on Goods and Services and Sales Tax on
Luxury Goods, and Law on General Tax Provisions and Procedures. Thisis subject to
severd qudifications. Firgt, sub-article 2 makesit clear that it is only to the extent that
those Laws apply in Eagt Timor. Thisis determined in accordance with UNTAET
Regulation 1999/1. Secondly, the application of the Laws is subject to the
modificationsin UNTAET Regulation 2000/18 (as amended). See, in particular,
Chapters VII (wages income tax), X (taxation procedure) and X| (additiond tax,

offences and pendlties). Thirdly, the gpplication of those Lawsis aso subject to the
modificationsin Part 2 of the Act explained in these notes.

Sub-article 3 provides that the rate of corporate tax applicable to a contractor is 30%.

Sub-article 4 exempts Tax Subjects from tax with respect to income and activities
relating to the congtruction, installation and operation of an export pipdine (as
defined in article 2).

4, Decommissioning Costs Reserve

This article dlows a contractor to claim a deduction for the amount carried to the
decommissioning costs reserve for afisca year in respect of a petroleum project.

Sub-article 1 satesthe principle of deductibility. It is expresdy provided that sub-
aticle 1 overrides Article 9(1)(c) of the Law on Income Tax, which provides that no
deduction shdl be dlowed for the establishment or accumulation of a reserve fund.
The amount allowed as a deduction for afisca year is the amount carried to the
decommissioning codts reserve for the year. Decommissioning costs actudly incurred
during afiscd year are e@ther deductible under Article 6 of the Law on Income Tax or
amortized under Article 11A of the Law on Income Tax, depending on the useful life
of the cogtsincurred.
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Sub-articles 3 and 4 provide for two important limitations on the deduction. First, sub-
article 3 provides that the establishment and carrying of amounts to the
decommissoning costs reserve must be based on the total decommissioning costs
approved by the Designated Authority in accordance with the contractor’s
Decommissioning Plan. Thisincludes any revison of the total decommissioning costs
estimated to be incurred, provided the Designated Authority approves the revised
amount. The amount carried to the reserve is determined under the relevant
Production Sharing Contract.

Secondly, sub-article 4 provides that no deduction isto be alowed for amounts
carried to the decommissioning costs reserve for any fiscal year prior to 1 January
2008.

The deduction alowed under sub-article 1 is for amounts carried to the
decommissioning codts reserve. Sub-article 2 ensures that thereis no double
deduction when decommissioning costs are actudly incurred. In broad terms, thereis
no deduction for actua costs incurred unless they exceed the amount carried to the
reserve.

Sub-article 5 gppliesif, at any time, the total amount alowed as a deduction under
this article exceeds the total gpproved decommissioning codts. In this case, the amount
of the excessisincluded in the contractor’ s gross income for the fiscd year in which
the excess occurs.

5. Depreciation and Amortization

This article provides for the depreciation of tangible property, and the amortization of
intangible property and other expenditure in respect of the petroleum project.

Sub-article 1 gpplies to the depreciation of tangible property. The effect of the sub-
aticleisthat the depreciation rulesin Article 11 of the Law on Income Tax apply to
tangible property acquired by a contractor for use in exploration in respect of a
petroleum project subject to the modificationsin paragraphs (a)-(d).

Under Article 11 of the Law on Income Tax, ataxpayer may use either the
diminishing vaue or sraight-line methods of depreciation for tangible property. The
depreciation is to be based on the useful life of the asset and is caculated on the basis
of pooling of assets. Paragraphs (a) — (d) set out four modificationsin the caculation
of the amount of depreciation in reation to tangible property -

Q) Paragraph () limits contractors to straight- line depreciation calculated on a
sangle asst basis.

2 Paragraph (b) sets out the depreciation rate schedule.
3 Paragraph (c) provides that the depreciation of any property acquired before

firs commercid production commences from the date of first commercia
production. Thisis determined under sub-article 6(a).
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4 Paragraph (d) provides for the caculation of the amount of depreciation. As
dated above, thisis Sraight-line depreciation on asingle asset bass.

Sub-article 2 makes equivadent modifications to Article 11A of the Law on Income
Tax inits application to intangible property used, and other expenditures incurred by a
contractor in relation to the petroleum project.

Sub-article 3 provides for the treetment of atermina loss incurred by a contractor in
respect of petroleum activities in Elang Kakutua Kakutua North. If the contractor has
undertaken a petroleum project, the undeducted amount of the lossis treated as an
amount of notiona expenditure incurred by the contractor in respect of the project.
The expenditure is treated as having been incurred at the later of the date the Elang
Kakutua Kakutua North activities ceased or the date of first commercia production
for the Bayu-Undan project. This means that the |oss cannot be amortized before the
date of first commercid production for the Bayu-Undan project. The expenditureis
treated as having auseful life of five years and is amortized under Article 11A of the
Law on income Tax in caculating the contractor’ s taxable income for the Bayu-Undan
project.

Sub-article 4 provides for gpportionment of the amount alowed as a deduction under
sub-article 1(d) or 2(d) in the fiscal year of firg production. Sub-article 5 provides for
an adjugment in the last fisca year of depreciation or amortization (as defined in sub-
article 6(b)) to ensure that relevant asset or expenditure is fully depreciated or
amortized.

6. Special Calculation Norm

This article specifies a Specid Calculation Norm for the purposes of caculating the
taxable income of a permanent establishment of a contractor in certain circumstances.

Article 15 of the Law on Income Tax providesthat Specia Calculation Norms may be
specified for the purposes of caculating the net income of certain taxpayers. The
Specid Cdculation Norms gpply in priority to the normal rules for the calculation of
taxable income under Article 16 of the Law on Income Tax.

Sub-article 1 provides that the net income of a permanent establishment of a
contractor engaged in oil and gas drilling activities for the petroleum project is 6% of
the gross income. Sub-article 2 provides that the net income of a permanent
establishment of a contractor engaged in shipping and ar senvice activities for the
petroleum project is 2.4% of the grossincome. “Grossincome” and “permanent
esablishment” have their meaningsin the Law of Income Tax. It is expressy provided
that the Specid Caculation Norm gpplies for the purposes of cdculating the tax
instament payments of the permanent establishment under Article 25 of the Law on
Income Tax.

7. Estimated Net Income
This Article provides for the calculaion of the estimated net income applicable to

compensation paid by a contractor for certain services relating to petroleum projects
for the purposes of Article 23(1)(c)(2) of the Law on Income Tax.



Paragraph (a) applies to compensation paid by a contractor or subcontractor for oil
and gas drilling support services, acquired for the petroleum project. It reduces the
estimated net income from 30% to 12% of the gross compensation. Tax under Article
23 of the Law on Income Tax iswithheld a the rate of 15%. This means that the
amount to be withheld from such compensation is 1.8% of the gross compensation.

Paragraph (b) applies to compensation paid by a contractor or subcontractor for
technica, management, accounting and book-keeping, legd consulting and tax
consulting services acquired for the petroleum project. It reduces the estimated net
income from 40% to 16% of the gross compensation. Tax under Article 23 of the Law
on Income Tax iswithheld at the rate of 15%. This means that the amount to be
withheld from such compensation is 2.4% of the gross compensation.

Paragraph (c) applies to compensation paid by a contractor or subcontractor for rent
or other income relating to the use of property for the petroleum project. The
estimated net income is reduced to 16%. Tax under Article 23 of the Law on Income
Tax iswithheld at the rate of 15%. This means that the amount to be withheld from
such compensation is 2.4% of the gross compenstion.

8. Withholding Tax
This article modifies the withholding tax rates gpplicable to certain items of income.

Sub-article 1 reduces the withholding tax rate applicable under Article 23(1)(c)(3) of
the Law on Income Tax on royalties paid by a contractor or subcontractor from 15%
to 6% of the gross amount of the royalty paid.

Sub-article 2 provides that the withholding tax rates determined under Article 4(2) of
the Law on Income Tax gpplicable to compensation for construction services acquired
for the project is 0.8% and consulting servicesis 1.6%.

Sub-article 3 applies to compensation paid by a contractor or subcontractor for
services acquired in respect of the petroleum project. It reduces the withholding tax
rate under Article 26(1)(c) and (d) of the Law on Income Tax for such servicesfrom
20% to 8% of the gross amount of compensation. Thisis subject to sub-article 4,
which provides thet the withholding tax rate under Article 26(1)(d) applicable to
compensation paid to employeesis 20%.

0. Branch Profits Tax

This article provides that the branch profitstax in Article 26(4) of the Law on Income
Tax does not apply to a contractor or subcontractor in respect of income derived from
a petroleum project.

10. Valueof Gas
This article provides for the vauation of natura gas (as defined in sub-article 2) for

the purposes of calculating the taxable income of a contractor in respect of the
petroleum project. Paragraph (a) of sub-article 1 provides that the vauation of naturdl
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gas produced and saved, and not used in field operations, is to be made in accordance
with the Production Sharing Contract governing the project. Paragraph (b) makes it
clear that no deduction is alowed for any export cost charge except to the extent that
the charge has not been taken into account in determining the vauation of natura gas
produced and saved pursuant to paragraph (a).

11.  Impostion of Additional Profits Tax

This article provides for the impogtion of additiond profitstax (“APT”) ona
contractor undertaking the petroleum project.

Sub-article 1 imposes APT on a contractor who has a positive amount of accumulated
net receipts for the project for afiscal year. The accumulated net receipts of a
contractor for afisca year is caculated according to the formulain article 12. By
virtue of article 20, APT isimposed for the fiscal year commencing 1 January, 2002
and subsequent fiscd years.

Sub-article 2 provides for the caculation of the APT payable by a contractor afisca
year. In broad terms, the APT payable is the accumulated net receipts of the
contractor for the year multiplied by 22.5%, with the resulting amount grossed-up by
the income tax rate specified in Article 3(3) (i.e., 30%).

Sub-article 3 makesit clear that any APT payable by a contractor for afiscal year isin
addition to the contractor’s ordinary income tax ligbility for the year.

Sub-article 4 provides that any APT paid by a contractor is adeduction in the
cdculation of the taxable income of the contractor for the fiscd year in which the
APT ispad.

12. Accumulated Net Receipts

This Article provides for the caculation of the accumulated net receipts of a
contractor for the petroleum project.

Sub-article 1 provides that the contractor’ s accumulated net receipts for afiscal year
is caculated according to the specified formula. Component A is the contractor’s
accumulated net receipts at the end of the previousfisca year. Sub-article 2 provides
that the amount of component A for afisca year is zero if the contractor paid APT for
the previousfiscal year. This means that component A will dways be either zero or a
negative amount. Sub-article 4 provides atrangitional measure for a contractor under
Production Sharing Contracts JPDA 03-12 and 03-13. Component A of the formula
for the fiscd year commencing on 1 January, 2002 (i.e, the firgt fiscd year of the
APT) isto be calculated on the basis that the accumulated net recelpts of the
contractor as a 25 October, 1999 was negative $233 million. The contractor isto
nationdly apply the formulain sub-article 1 for the period 25 October, 1999 — 31
December, 2001. The resulting amount is treated as component A of the formula for
the fiscd year commencing 1 January, 2002,

Component B isthe contractor’s net receipts for the current fiscd year. Thisis
calculated in accordance with Article 13.



Component | isthetota of any interest or other financid charges paid by the
contractor for the current fisca year. It is entered as a negative amount. Sub-article 3
provides that where component (A x 116.5%) is negative for afiscd year, the
subtraction of component | (1-r) for that year is not to reduce the amount of ((A x
116.5%) —1(1-r)) to an amount that is less than component A. For example, if A is-
$200m for afiscd year, then the amount entered in the formula for the year as|(1-r)
is not to exceed $33m. The amount of any excessis not carried forward or carried
back to any fiscd year.

Component r is the corporate tax rate specified in Article 3(3).
13. Net Receipts

This article provides for the calculation of the net receipts of a contractor for a
petroleum project for afisca year. The net receipts are the gross receipts of the
contractor for the year less the total deductible expenditure of the contractor for the
year. The gross receipts of the contractor are calculated in accordance with Article 14
and the total deductible expenditure is caculated in accordance with Article 15. It is
expresdy provided that the net receipts of a contractor for afisca year may be
negdive.

The net receipts of a contractor for afisca year is component B of the formulain
aticle 12 for that year.

14. Gross Recelpts

Thisarticle provides for the caculation of the gross receipts of a contractor for a
fiscal year for the petroleum project. It isrelevant to the calculation of the contractor's
net receipts for the project for the year under Article 13.

Sub-article 1 provides that the gross receipts of a contractor for afisca year for the
project isthe sum of the following amounts —

@ Paragraph (a) includes the grossincome of the contractor received in the fisca
year for the project. The reference to “grossincome’ is areferenceto the
concept of grass income that forms the basis for the computation of taxable
income under Article 6 of the Law on Income Tax. Thisis bascaly the sum of
the amounts specified in Article 4 of the Law on Income Tax. It isexpressly
provided that the contractor’ s gross income includes any amounts received
from the hiring or leasing out of, or the granting of rights to use property. It is
a0 expresdy provided that gross income for the purposes of caculating gross
recei pts does not include the contractor’ sinterest income.

2 Paragraph (b) includes the consideration received by the contractor in the year
for the disposal, destruction or loss of any property used in the project where
the expenditure incurred in acquiring the property was deducted under article
15 in caculating the net receipts of the contractor for any fisca year.
“Property” isto beinterpreted broadly. It expressy includes any materids,
equipment, plant facilities and intellectua property or rights.



3 Paragraph (c) includes the consideration received by the contractor in the year
from the provison of information or data obtained from any survey, gppraisa
or study relating to the project where the expenditure incurred in undertaking
the survey, appraisal or sudy was deducted under article 16 in caculating the
net receipts of the contractor for any fiscad year.

4 Paragraph (d) includes the total of any other amounts received by the
contractor in the year that is arembursement, refund or other recoupment of
an amount previously deducted in computing the net receipts of the contractor
for any fiscd year.

5) Paragraph (€) includes the consideration received in respect of property
includes any compensation, indemnity or damages received by the contractor
for the loss or destruction of the property.

Sub-article 2 provides that the gross receipts of a contractor does not include any
amount received as consderation for the transfer of an interest in the petroleum
project. Thisis subject to Article 16.

Sub-article 3 provides for gpportionment of any amount derived or received that is
only partly attributable to a petroleum project.

15. Deductible Expenditure

This Article provides for the caculation of the tota deductible expenditure of a
contractor for afiscal year for the petroleum project. It isrelevant to the caculation of
the contractor’ s net receipts for the project for the year under Article 14.

Sub-article 1 provides that the total deductible expenditure of a contractor for afisca
year for the project is the sum of the following amounts—

@ Paragraph (a) includes the total of amounts incurred in the year by the
contractor in respect of the project and alowed as a deduction under Article 6
of the Law on Income Tax in caculating the taxable income of the contractor.
It isexpresdy provided that thisincludes interest expense and financing
charges. Paragraph (a) does not include depreciation and amortization
deductions as the full amount of the expenditure is deductible under paragraph

(b).

2 Paragraph (b) includes the total capital expenditure incurred by the contractor
in the year in acquiring assets (tangible and intangible) for usein the project.

3 Paragraph (c) includes the total exploration expenditure incurred by the
contractor in the year in respect of the project.

4 Paragraph (d) includes the East Timor income tax of the contractor for the
year caculated by applying the corporate specified in Article 3(3) (i.e., 30%)
to the taxable income of the contractor for the year computed before alowance
of the deduction of APT.



Sub-article 2 provides that the deductible expenditure of a contractor does not include
any amount incurred as condderation for the transfer of an interest in the petroleum
project. Thisis subject to Article 16.

Sub-article 3 provides for gpportionment of any amount paid that is only partly
attributable to a petroleum project.

16.  Trander of Interest in a Petroleum Project

This Article applies where a contractor digposes of itsinterest in a petroleum project.
In this case, the transferee contractor takes over the transferor’ s gross recei pts and
deductible expenditure for the fisca year in which the transfer takes place caculated
as at the date of the transfer. The transferee contractor aso takes over the transferor’s
component A of the formulain article 13 for thefiscd year in which the transfer takes
place.

17. Procedure Relating to Additional Profits Tax
This article provides for procedura matters relaing to the impostion of APT.

Sub-articles 1 and 2 oblige a contractor to lodge an APT return for afisca year. The
return must be lodged by the same date as the contractor’ s annua income tax return
for the year. According to Article 3 of the Law on General Tax Provisions and
Procedures, thisis three months after the end of the fiscal year.

Sub-article 3 provides that a contractor’s APT for afiscal year is due and payable on
the same date as the contractor’ sincome tax is due and payable for that year. APT is
collected in ingtalments as determined under Article 18.

Sub-article 4 provides that the procedurd rulesin the Law on General tax Provisions
and Procedures (as amended by UNTAET Regulation No. 2000/18) gpply for the
purposes of the assessment and collection of APT and any additiona tax imposed in
relation to an APT liability, and for appeds againgt a contractor’ s assessed liability for
APT or additiona tax.

Sub-article 5 provides that Chapter X1 of UNTAET Regulation No. 2000/18 gpplies
for the purposes of APT. The combined operation of sub-article 5 and Chapter X1 of
UNTAET Regulation No. 2000/18 resultsin the impogtion of additiond tax in the
following cases—

(@D} A falureto lodge an APT return by the due date.

(20  Afalureto pay APT or aningdment of APT by the due date.

3 An undergtatement of the amount of APT declared in an APT return.

4 A fallure to create and retain records for the purposes of APT.
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The combined operation of sub-article 5 and Chapter XI of UNTAET Regulation No.
2000/18 dso reaultsin the following offences —

Q A failure to create and retain records for the purposes of APT.
2 Obstructing or hindering the Commissioner in enforcing APT.

3 A failure to provide information or the provison of fase information
concerning APT.

4 Evason of APT.
18. I nstalments of Tax
This article provides for the payment of APT by ingaments.

Sub-article 1 provides for monthly ingaments of APT. Each instament is due on the
15" day after the end of the month. The first instalment for the fiscal year isfor the
month of January and is due on 15 February. If that date is not a business day, then
the APT is due on the next business day. This trestment mirrors that gpplicable to the
payment of the ordinary income tax.

Sub-article 2 obliges a contractor to deliver to the Commissoner an estimate of
contractor’ s additiona profitstax liability for afisca year by the payment date of the
firg ingament for that yeer (i.e., 15 February). The amount of each ingament is one-
twelfth of the estimate.

Sub-article 3 provides that the estimate remains in force for the whole of the fisca
year unlessthe contractor delivers arevised estimate to the Commissioner. A revised
estimate gpplies to instaments due both before and after the revised estimate was
delivered to the Commissioner. The sub-article dso provides for the treatment of
underpaid and overpaid tax as aresult of arevised etimate.

Sub-article 4 provides that the Commissioner is to estimate the APT payable by a
contractor for afisca year where the contractor fails to ddiver an estimate as required
under sub-article 2. The Commissoner’ s esimate remainsin force for the whole of
the year unless the contractor revises the Commissioner’ s estimate in accordance with
sub-article 3.

Sub-article 5 provides for the imposition of additiona tax where the contractor’s APT
estimate for ayear islessthan 90% of the actual APT payable by the contractor for
the year.

19.  Regulations

This article provides that the Minister responsible for finance has the power to make
regulations for the effective carrying out of the provisons of the act.

20. Entry into Force and Application
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This article provides that the Act entersinto force upon satisfaction of the conditions
specified in sub-article 1. APT appliesfor the fisca year commencing on 1 January,
2002 and subsequent fiscd years.



