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1.
INTRODUCTION 

1.1. PSA Concept. Basic Distinguishing Features and Advantages of PSA Compared to Other Forms of Subsoil Use.

1.1.1. A production-sharing agreement (PSA) is an agreement whereby one party, the State, instructs the other party, the investor, to prospect for, explore and extract mineral resources in designated subsoil area(s) within a specified period of time and to perform works related to the agreement, while the investor undertakes to perform the assigned works at its own cost and risk with subsequent compensation of the costs and receipt of a fee (remuneration) in the form of a portion of profit production. PSA is a special form of subsoil-use relations based on the principles of civil law, contractual relations between the State and a subject of business activity concerning prospecting, exploration and production of minerals.

1.1.2. The basic features and principles of a PSA as a civil law agreement are:

· The subject matter of a PSA is a program of works negotiated by the parties with respect to their types, costs and deadlines and related to the extraction of minerals which must be accomplished by the investor for the benefit of the State. In other words, the State hires the investor as a contractor to perform the work stipulated by the program.
As a result, contractual relations arise between two parties that have legally equal rights as well as mutual rights and responsibilities, the breach of which would result in legal liability.

· The State, hiring the investor as a contractor to perform works related to the extraction of useful minerals, simultaneously assumes the obligation to transfer to the investor for use the subsoil area negotiated in the agreement. In most countries of the world (including Ukraine) subsoil belongs to the State. The State has a monopoly over and the exclusive right to use subsoil and extract minerals therefrom. The assignment to the investor of this exclusive right is the required aspect of a PSA because this means that that the State undertakes, for the term of the agreement, to abstain in this subsoil area from the activities covered by the scope of the agreement and not to allow such activities on the part of third parties. Only the investor can carry out the activity stipulated by the agreement. But this does not mean that the investor obtains unlimited rights. The rights transferred to the investor are limited to: first, the activities stipulated by the agreement; second, the types of minerals indicated in the agreement, third, the terms stated in the agreement.
· A PSA, as a civil law agreement, is made between legally equal parties: the State and the investor. All conditions for using subsoil and performing works are established by the parties by mutual agreement. Nonetheless, it should be taken into account that the State, by participating in the agreement, preserves its authoritative prerogatives. Therefore, in the subsoil use relations that arise from a PSA, the State performs two roles: on the one hand, it performs its obligations under the agreement, and on the other hand it preserves its authoritative public legal functions. These roles may overlap or conflict. In delineating them, one should be guided by the following structure: within the scope of the conditions established by the agreement, the State and the investor are equal partners; outside this scope, the State makes subsoil use decisions on an authoritative, administrative law basis.
· The investor carries out the activities stipulated in the agreement (prospecting, exploration, extraction and other works) at its own cost and risk. The State, as the other party to the agreement, does not bear any costs or risks. If the investor invests funds in prospecting and exploration and does not discover minerals or discovers them but finds that their extraction is economically unprofitable, the funds the investor has expended are not reimbursed to the investor. This is a generally accepted PSA provision. The parties, however, may agree otherwise.
· Under a PSA, the State transfers to the investor only the exclusive rights to carry out activities within a subsoil area, but does not transfer this subsoil area for ownership or lease. Therefore, all extracted or extracted and processed minerals (i.e. produced products) are the property of the State. The State hires the investor as a contractor to perform works for its benefit, however, this is done at the investor's cost and the investor's risk. Naturally, the work is done for payment. The State pays the investor for the work performed not in money, but with a portion of produced production. So-called production-sharing occurs, i.e. the sharing of the results of the work accomplished by the investor.
· Production-sharing is the core and basic defining feature of a PSA. This provision actually gave this type of agreement its name.
In order to determine the quantity of extracted materials and to carry out production-sharing, the concept of "point of measurement" is used, meaning an arbitrary point related to the movement of extracted materials and defined by the parties in the agreement (well head, delivery point, etc.). All extracted materials remain the property of the State up to the point of measurement. Production-sharing is done at the same point and, as a rule, as follows:
· a portion is separated from the production produced by the investor and that portion is used to reimburse the investor’s costs (cost-recovery production);
· that portion of produced production that remains (profit production) is distributed between the investor and the State in a proportion defined in the PSA.
At the time of production-sharing at the point of measurement, the investor obtains title to the cost-recovery production and to it’s the investor's portion of the profit production.

The conditions for production-sharing between the State and the investor are defined in each specific agreement.

As a result of the production-sharing, the State, without investing its own funds into the prospecting, exploration and extraction of minerals and without bearing any commercial risks, receives a substantial portion of the production produced by the investor.

Instead of the production, the investor may transfer to the State the monetary equivalent thereof.

· While carrying out activities under a PSA, the investor enjoys special tax treatment. Within the term of the PSA, the taxes and other mandatory charges imposed by the State are substituted with a portion of profit production. They are taken into account during the drafting of the agreement in order to determine the portion of the production produced by the investor that remains owned by the State. Apparently, no tax benefits are granted to investors. The tax system that exists in the state in question is simply replaced by production-sharing under the PSA.
· Production-sharing between the State and the investor is done on the conditions stipulated by each specific agreement.
There are two known structures for replacing taxes with production-sharing:
· full replacement of taxes with a portion of profit production (e.g. in Libya, the State shares produced production between itself and the investor using the ratio of 81:19 without any taxes and charges);
· partial replacement, when production-sharing is combined with collection of certain taxes (e.g. in Russia, profit tax and subsoil use fees are levied; in Indonesia, income tax and dividend tax are levied).
Therefore, the PSA concept on the one hand fully secures the interests of the State, and on the other hand makes the investor immune to the State's changing tax policies. Production-sharing creates a new procedure for using subsoil, an alternative to the tax system, whereby the individual specifics of using subsoil under each PSA are taken into account on a contractual basis.
1.1.3. Misconceptions of PSA-based subsoil use often hinder successful introduction of PSAs (in particular, also in Ukraine). We shall discuss the most widespread of these:
· PSA is not about tax rate reductions or tax evasion by investors. PSA guarantees only tax stability and assurance, so that a potential investor can fairly evaluate a project and know exactly what taxes it must pay during the implementation of the project.

· PSA is not about losing control of national resources for the benefit of foreigners. The relevant authorized state body has the right to negotiate contract conditions that will be fair both to the government and to the investors involved. This authorized body is also responsible for managing the performance of the agreement to secure compliance with its terms and conditions.

· PSA does not give the investor an opportunity to ignore the interests of the State by using advantages granted under the PSA. PSA conditions include responsibilities of both the government and the investor. For instance, these conditions generally include a minimum plan of operations that requires certain exploration and/or production works. Failing to fulfill the plan, an investor may lose its rights that arise out of the PSA. This way, the State receives guarantees against an investor's unfair conduct.

1.1.4. So, what are the basic distinguishing features and advantages of PSA compared to other forms of subsoil use? Concession and license-based forms of subsoil use are applied world-wide.
Concession is a civil law contract whereby the State grants for payment, and the investor purchases, the exclusive right to use a subsoil area in accordance with the agreed purpose, in particular for prospecting, exploration and extraction of mineral resources. The investor owns the extracted minerals, bears all costs and risks and pays to the State subsoil use fees and all other taxes and mandatory charges stipulated by law. PSA and concession are similar as they establish contractual relations between the investor and the State; however, under a PSA, the State hires the investor as a contractor to develop subsoil, while title to extracted materials is vested with the State until the moment of production-sharing. Concession, by its legal nature is a form of a lease agreement.
The license-based form of subsoil use is, by its nature, administrative and authoritative. Under the license-based from, the investor also purchases from the State the exclusive right to use a subsoil area to extract mineral resources. The investor is also the owner of the extracted materials, bears all costs and all risks, pays to the State the subsoil use fees and other taxes and mandatory charges stipulated by law, but the State builds its relations with the investor on an authoritative, administrative and managerial basis. By granting a license, the State by its authoritative act allows the investor to use subsoil on conditions unilaterally established by the State. The State may also unilaterally cancel its decisions: e.g. by restricting the investor's rights or completely depriving the investor of its rights and canceling a license.

Under a PSA, relations between the State and the investor are contractual, i.e. formally equal. The parties define in the agreement the conditions on which subsoil is transferred for use. Produced production is the property of the State, and after production-sharing at the point of measurement, a certain portion of the production is transferred to the investor for ownership. PSA is a form of works contract whereby title is vested with the customer, and the contractor receives remuneration for accomplished work. In this case, the tax system stipulated by law is replaced with a basically new system of settlements between the parties - production-sharing.
When subsoil is used under a PSA, a license issued by a competent state body is also necessary, but its role is different. The parties' rights and responsibilities are stipulated in the agreement, and the license plays only a formal function when the right to use subsoil arises.
Therefore, certain advantages of PSA compared to the other forms of subsoil use are obvious, since in the environment of a transitional economy and changing legislation, using subsoil on PSA conditions is profitable for both the State and the investor. It is profitable for the State, because:
· significant investments, including (and as a rule) foreign investments, are involved in exploration and extraction of minerals. This is important not only for having a stable economy, but also for ensuring the country's national security by reducing its dependence on imported energy resources;
· exploration and extraction of mineral resources require significant funds that the State does not have. The required funds are contributed by the investor;
· the State can enter into long-term agreements with investors on the basis of which it can actually calculate specific future growth of the scope of extraction of oil, gas and other mineral resources, as well as proceeds to the budget;
· instead of taxes, which, as practice shows, are often difficult to collect, the State receives a defined fixed portion of extracted production.
Funds contributed on PSA conditions are also profitable for the investor, because:

· a PSA makes the investor less dependent on a constantly changing tax system and investment climate;

· the relations between the investor with the State under a PSA are largely built on civil law grounds that, for the most part, cannot be changed by the State unilaterally. This is of particular importance for the investor that seeks stability of legal relations between the State and itself for the term of the agreement, because such agreements are, as a rule, long-term and require considerable costs on the part of the investor;
· the system of settlements with the State (tax payments) is more transparent and clear for a foreign investor.

1.2. PSA Introduction: country case studies.

The production-sharing concept was first applied time in Bolivia in the early 1950s. But production-sharing agreements, in their current form as instruments of legal regulation of relations between the State and the investor in the sphere of the extraction of mineral resources (in particular oil and gas), were successfully applied in Indonesia in the 1960s, and were gradually recognized by leading international oil and gas companies. Since those times, PSAs have been widely used in countries with transitional economies. PSA, as a form of cooperation between the investor and the State in subsoil use, has been actively used in more than 40 countries, including Angola, Vietnam, Libya, Egypt, Malaysia, Peru, Syria, the Philippines, Equatorial Guinea, etc. In recent years, PSAs have been used in such CIS countries as Russia and Kazakhstan. Azerbaijan, where approximately 30 successful PSAs have been signed, is also a striking example of the involvement of foreign investments through PSAs in the CIS. In 1995, the Russian Federation's State Duma adopted a Federal Law "On Production-Sharing Agreements", on the basis of which several projects have been initiated and are being implemented, although this law has not been widely applied in Russia.
After making the decision to adopt the practice of production-sharing agreements for the first time, a government usually refers to a model agreement borrowed from other countries. After comparing it with the country's needs and conditions, the State develops its own version and adapts it to its specific economic, political and legal environment.

For examples, we shall discuss the production-sharing agreements of several countries, in particular: Indonesia, Egypt, Malaysia and Trinidad and Tobago. These countries have been chosen for several reasons. 

1.2.1. Indonesia.

The Indonesian PSAs have been widely used as models for these agreements. PSAs in Indonesia have undergone a steady evolution, with new forms being introduced in 1966, 1976 and 1988. The Indonesian model allows for six to 10 years for exploration with the total term of the agreement being up to 30 years.

Pertamina, a national oil company, is responsible for the management of oil operations, while the contractor is responsible to Pertamina for the execution of such operations. The Indonesian agreement requires the Contractor to pay to Pertamina a management fee for facilitating the work program.

The contractor must drill one well during the first year of the agreement and agree to spend a minimum amount in each of the first five years of the agreement. 

The 1966 model provides for a foreign company to recover 40 percent of the annual output of production to meet its pre-production and production costs. The income tax for which the Contractor is liable is paid by Pertamina. (This feature was changed in subsequent versions due to a foreign investor's difficulty in satisfying tax requirements in its home country). In addition, the Contractor could market its share of production without repatriating the profits gained from the sale.

While the standard PSA underwent modification in Indonesia, the Indonesian standard was adopted in a number of other countries, but with the incorporation of certain specific terms. These specific terms often reflect the economic and legal climate of the host country.

1.2.2. Egypt.

The Egyptian EGPC-ESSO agreement (14 December 1974) is a model PSA for Egypt. This PSA is a hybrid form of a PSA where a joint venture company is responsible for the obligations of the management clause of the PSA. 

The Egyptian PSAs adopt a management clause which calls for the establishment of a non-profit joint company to enable the National Company of Egypt (EGPC) to have more management responsibility than is found in the standard Indonesian model.

The Egyptian form contains a "sole risk" clause which enables EGPC to develop a discovery which a contractor did not regard as commercially significant.

The Egyptian form contains specific mechanisms for monitoring and managing costs. Forty-five days after the end of each quarter, the Contractor is required to provide EGPC with a list of costs incurred for inspection, and necessary supporting documents must be kept available for inspection.

The production-sharing formula stipulated for cost recovery is based simply on the water depth of drilling operations. The PSA provides for a 25 percent recovery of the production costs (at water depths of up to 200 meters) and up to 40 percent (where water depth was in excess of 200 meters). Extracted oil is split 80/20 in favor of EGPC (where water depth was up to 200 meters) and 70/30 (where water depth was in excess of 200 meters).

1.2.3. Malaysia.
The Malaysian model PSA is based on production-sharing agreements entered into between Petroleum Nasіonal Berhad ("Petronas") and Shell on 30 November 1976. The Malaysian PSAs followed the enactment of the Malaysian Petroleum Development Act of 1974, which called for existing petroleum agreements to convert to PSAs. The duration of the agreement was for 20 years, with an extension possible for four more years.

Petronas had full authority to negotiate all terms of any PSA entered into with a Contractor. The government had no right to approve terms and conditions of an Agreement.

The contractor is required to retain up to 20 percent of production for cost recovery and net profit is then split 70/30 (Petronas/Contractor).

A mechanism for dealing with "excess profits" is also provided for in the PSA. If a significant price escalation occurs, the contractor is required to provide a substantial percentage of its sale proceeds over the basic price to Petronas.

1.2.4. Trinidad and Tobago.

The Trinidad and Tobago PSA is most widely utilized for its minimum drilling obligations. The model agreement was adopted in 1974. All aspects of the Trinidad and Tobago PSA differ markedly from the Indonesian model.

The period for exploration is six years. The relinquishment provision calls for two (of the four) sub-blocks making up the contract area to be surrendered no later than in three years.

The production-sharing formula calls for production to be divided into three shares. One portion goes to the Contractor, another one is applied to "taxes" and the remainder goes to the government.

Under the Trinidad and Tobago PSA, the Contractor is required to provide training of nationals in skills related to the petroleum industry during the first six years of the agreement.

1.2.5. Therefore, PSAs have been adopted by a number of countries in all parts of the world, nations with very different political and economic conditions. As adopted in the countries discussed, the standard PSA demonstrates its great flexibility. Each country has incorporated specific terms to meet its own needs. PSAs in these countries reflect not only the economic needs of the specific country, but also the specifics of the petroleum industry in each specific country. The standard PSA has continued to meet the needs of the specific country and the investor. For the investor, it provides for certainty, consistency of terms and transparency. For the host country, it attracts investments and provides revenue and the use of new technologies. Most importantly, the PSA allows the host country to retain sovereignty over its petroleum resources, often a contentious political point of debate in developing economies wishing to open their petroleum sector to development with the help of foreign capital. 

1.3. Significance of PSA for Ukraine in the oil-and-gas sphere.

The development of Ukraine's oil and gas resources is important for strengthening Ukraine's energy security by reducing Ukraine's dependence on imported oil and gas. Obviously, this would reduce imports, improve the trade balance, and also provide certain economic benefits by reducing the cost of supplying oil and gas to meet Ukraine's needs.

Foreign investments from the private sector are critical for the development of Ukraine's oil and gas resources. This is especially true for the exploration and development of deep-water areas of the Black Sea continental shelf that require the application of complex, cutting-edge technologies in the oil-and-gas sphere that Ukraine lacks today. 

Expected investments will also create good, well-paid jobs in the oil-and-gas sector. Besides, other industries will benefit as a result of new jobs being created in this sector. With further development and growth of production, Ukraine's Budget will be replenished due to the taxes being collected on implemented projects, as well as the share in produced oil and gas that belongs to the State.

Foreign companies are also interested in being involved in the development of Ukrainian oil and gas. Some of them already operate in this area. Many of them have expressed a desire to invest billions of dollars in oil and gas production projects. However, they will invest more actively once the investment climate has been improved by creating clear and transparent investor cooperation mechanisms, secured by law. 

A developed legislative base concerning production-sharing agreements, providing comprehensive guarantees to investors compared to other subsoil use procedures, can become one of the bases for attracting said foreign investments. PSAs are especially important now, because the other forms (in particular license-based use) are insufficiently regulated, problematic, and hence more risky for foreign investors. 

Ukrainian authorities understood the advantages of PSAs as far back as 1999. In that year, the Law of Ukraine "On Production-Sharing Agreements" (the "PSA Law") was adopted and entered into force. This Law was based on the generally accepted world standards in this sphere and laid a good foundation for the development of PSAs. However, notwithstanding attempts to put this Law into practice, no significant projects have been implemented on its basis so far. This can be explained by several reasons:

· to ensure effective operation of the Law, it is necessary to adopt a number of regulations and incorporate numerous amendments and addenda into other laws to harmonize them with the PSA Law. This task has been only partly accomplished;

· practice has revealed gaps and unclear provisions in the PSA Law itself that hinder the conclusion of PSAs;

· some bills directly or indirectly related to PSAs often conflict with the PSA Law; 

· public authorities (tax authorities, local self-government bodies, etc.) are still insufficiently aware of PSA specifics, and practical implementation of PSAs is therefore complicated.

On the one hand, the advantages of PSAs, as a mechanism for further development of subsoil use in Ukraine, are obvious. On the other hand, several factors hinder effective introduction of PSAs in practice. In this study, we shall attempt to analyze this situation in detail and suggest general approaches to solving the existing problems.

2. HARMONIZING PSA LEGISLATION WITH OTHER RELEVANT LAWS, ELIMINATING CONFLICTS BETWEEN VARIOUS LAWS AND ESTABLISHING THE CLEAR PRIORITY OF THE PSA LAW OVER OTHER PIECES OF LEGISLATION.

Since the time of adoption of the PSA Law (14 September 1999), (1) the legislation of Ukraine has changed substantially as many legislative acts were adopted without it being checked whether they accorded with the PSA Law, (2) government management in the sphere of subsoil use has changed and some public authorities and national economy branches in the sphere of nature, land and subsoil use have been reorganized, (3) state policy requirements in the sphere of subsoil use
, regulation of land relations and the use and protection of lands
 have been enhanced; and (4) several national programs, in particular in the sphere of protection and restoration of the environment of the Azov and Black seas
 have been adopted.

At this time, the PSA Law already conflicts with many of the updated rules of Ukraine law, which themselves need to be improved because they are not well suited for the application of such a specialized legal regime for subsoil use as production-sharing agreements.

Today, the effective application of the PSA Law requires improvement of and amendments to related legislation.

Based on our review of the legislation, we can advise that the following laws need first and foremost to be harmonized with the PSA Law:

2.1. Subsoil Code of Ukraine.

This code should be adapted to the PSA Law, because the current version of this most important act in the sphere of subsoil use does not provide for the possibility of entering into production-sharing agreements as an alternative civil law (contractual) form of subsoil use. Such a legislative conflict creates substantial risks for the practical application of production-sharing agreements, which in this case will occur within a non-transparent legal framework.

Among other steps, the following measures are required to harmonize the Subsoil Code of Ukraine with the PSA Law:

· to stipulate in the Code a separate special legal framework for the use of subsoil on the conditions of production-sharing agreements set forth in the PSA Law, and to indicate that this Law is one of the laws that regulate subsoil use relations;

· to stipulate that a production-sharing agreement is a lawful alternative basis for granting subsoil for use and for executing all required subsoil use permits;

· to distinguish between the use of subsoil on the conditions of production-sharing agreements and other general and special subsoil use procedures stipulated by the Code or other special laws;

· to stipulate that the requirements concerning a subsoil user's rights, responsibilities and liability are governed exclusively by the PSA Law;

· to stipulate better guarantees of protection of a subsoil user's rights under production-sharing agreements;

· to establish that any restrictions, including termination, suspension and prohibition of subsoil use can only be imposed in compliance with the procedure and on the conditions set forth in production-sharing agreements and the PSA Law;

· to stipulate that subsoil use payments should be made in accordance with the PSA Law;

· to stipulate the possibility of using a special procedure for solving subsoil use disputes regarding the conclusion of production-sharing agreements.

2.2. Law "On Protecting Economic Competition".

This Law restricts substantially any civil law agreements that call for anti-competitive coordinated actions by businesses concerning in particular:

· setting (formation of) prices;

· restricting competition on an entire market or within a significant portion thereof; and

· restricting access to the market by other subjects of economic activity.

This Law stipulates substantial liability for violations of its rules. Therefore, the scope of this Law should be limited with respect to production-sharing agreements.

2.3. Customs Code of Ukraine dated 11 July 2002.

It is necessary to stipulate:

· preferential customs treatment for the importation and exportation of products, goods and property in accordance with the provisions of the PSA Law;

· a simplified procedure for temporary importation and exportation of property; and

· a simplified procedure for customs clearance (declaration) of the importation and exportation of property/products.

2.4. The Land Code of Ukraine dated 25 October 2001 needs to be improved substantially for the purposes of the PSA Law.

Among other things, in this Code it is necessary:

· to stipulate that a production-sharing agreement is a lawful alternative basis for granting rights to use a land plot;

· to stipulate a simplified procedure for granting and withdrawing land plots for the purposes of production-sharing agreements and all required land usage documents;

· to define a single governmental body responsible for timely resolution of land use matters and granting all related land usage documents to the participants of production-sharing agreements;

· to stipulate a separate legal definition of land designated for the purposes of production-sharing agreements and simplified requirements concerning the formalization of the granting (allocation) of such lands for the entire term of a production-sharing agreement;

· to stipulate a special procedure for using land for the purposes of production-sharing agreements (concerning the rights, responsibilities and liability of the participants of a production-sharing agreement);

· to unify the requirements concerning termination, restriction, suspension and prohibition of land use and similar rules proposed to be incorporated in the Subsoil Code with respect to production-sharing agreements;

· to stipulate a special procedure for exercising state control over the use and protection of land granted for the purposes of production-sharing agreements;

· to stipulate better guarantees of rights to land and their protection for the users on the conditions of production-sharing agreements;

2.5. Law "On Lease of Land".

· should be harmonized with the PSA Law by incorporating similar amendments, harmonized in particular with the proposed amendments to the Land Code of Ukraine.

2.6. Law "On Organizing the Use of Land".

· should be harmonized with the PSA Law by incorporating similar amendments, harmonized in particular with the proposed amendments to the Land Code of Ukraine.

2.7. Law "On Protection of Land".

· should be harmonized with the PSA Law by incorporating similar amendments, harmonized in particular with the proposed amendments to the Land Code of Ukraine.

2.8. Law "On Evaluation of Land".

· should be harmonized with the PSA Law by incorporating similar amendments, harmonized in particular with the proposed amendments to the Land Code of Ukraine, or
· stipulating that this law must be applied if this is stipulated by the conditions of a production-sharing agreement.

2.9. Law "On State Expert Evaluation of Documents Concerning the Use of Land".

· should be harmonized with the PSA Law by incorporating similar amendments, harmonized in particular with the proposed amendments to the Land Code of Ukraine, or
· it is necessary to limit the scope of application of this law for the purposes of production-sharing agreements.

2.10. Law "On State Control of the Use and Protection of Land"
.

· should be harmonized with the PSA Law by incorporating similar amendments, harmonized in particular with the proposed amendments to the Land Code of Ukraine.

2.11. Law "On Environmental Audits".

This law establishes that an environmental audit is mandatory in the case of termination of a production-sharing agreement.

In our opinion, among other changes, the following amendments should be made to this law:

· to make a mandatory environmental audit applicable to the issuance of a conclusion or carrying out of activity under a production-sharing agreement;

· to stipulate the exclusive list of the facilities to be subject to environmental audits;

· to stipulate the right of the participants in a production-sharing agreement to have access to all materials and information concerning the course of an environmental audit, as well as to the conclusions based on the results of an environmental audit completed at the request of public authorities;

· to limit the rights of public authorities to conduct environmental audits, to define the persons who will carry out environmental audits and to issue instructions to perform audits without mandatory coordination of these matters with the participant(s) of a production-sharing agreement.

2.12. Law "On Local Self-Government in Ukraine".

This law stipulates several local self-government bodies and their executive bodies, their competence (powers), including inter alia in the matters of regulation of land relations and protection of the environment.

However, whereas the terminology of this law does not match that used in the legislation on use of land and is too general, it is very difficult to clearly define the powers of each local self-government body in matters of land use, and this may result in elevated legal risks during the conclusion and implementation of production-sharing agreements related to the creation of a challenged agreement or certain actions during the performance thereof.

Subject to the foregoing, the following amendments should be made to this Law:

· it is necessary to clearly define which local self-government bodies (oblast or district council and/or their executive bodies) are authorized to resolve (coordinate) all matters in the sphere of regulating land relations and protecting the environment for the purposes of concluding and implementing production-sharing agreements;

· to harmonize the terminology of this Law and the powers of the local self-government bodies with the terminology used and powers delineated in the PSA Law, Land Code and Subsoil Code of Ukraine.

2.13. Commercial Code of Ukraine (Commercial Code).

Under the Commercial Code, economic activities based on production-sharing agreements can be carried out only as a form of making foreign investments (Article 392 of the Commercial Code). Hence, the Commercial Code treats such an agreement as a form of making investments by Ukrainian businesses. Moreover, under the Commercial Code (in contrast to the Civil Code), the State is not a lawful participant in commercial (civil) relations (Article 167 of the Civil Code) and the Commercial Code does not stipulate any legal rules concerning the allowed forms of the State's participation in commercial legal relations and agreements.

Also, the Commercial Code contains many rules that regulate inter alia the use of natural resources (Article 148 of the Commercial Code), general provisions concerning commercial obligations and the procedure for concluding them, requirements concerning the procedure for entering into and forms of commercial agreements, etc., most of which have not been harmonized with the PSA Law.

Therefore, many amendments and addenda should be made to the Commercial Code, primarily the following:

· to stipulate in the Commercial Code (Article 55 of the Commercial Code) that the State can lawfully participate in commercial relations and to stipulate what forms of the State's participation in commercial relations are lawful;

· to stipulate (in Article 151 of the Commercial Code) that a production-sharing agreement is a lawful basis for granting subsoil for use;

· to stipulate that land and subsoil can be granted for use not only to Ukrainian, but also to foreign businesses;

· to expand the list of businesses (Article 55 of the Commercial Code) by adding foreign businesses (investors), etc.;

· to add, in the section entitled "Special Regimes for Carrying Out Commercial Activity" of the Commercial Code, legal regulation of production-sharing agreements.

2.14. Civil Code of Ukraine (Civil Code).

Many amendments should be made to the Civil Code in order to harmonize it with the PSA Law, primarily the following:

· to add (Articles 15 and 16) provisions that allow for the protection of civil rights not only in the courts of the state court system, but also in arbitration tribunals
 and international commercial arbitration
;

· to limit the right of the courts (the state court system), stipulated in Article 213 of the Civil Code, to make decisions concerning the interpretation of the contents of a production-sharing agreement;

· to limit the cases where, under the Civil Code (Articles 215 - 236), such legal consequences as invalidation or voiding of an agreement can be applied to a production-sharing agreement;

· to review all peremptory rules of the Civil Code, Section І "Law of Obligations" and Section ІІ "General Provisions Concerning a Contract" to ensure that they accord with the PSA Law, under which the parties can use an agreement between themselves to settle their relations, i.e. provides for much more freedom of contract as compared to the Civil Code;

· to add to the Civil Code an Article concerning such a separate type of obligation as a "production-sharing agreement", which will contain a legal definition of the agreement and describe the specifics of entering into and performing the agreement.

2.15. Law of Ukraine "On Private International Law"
 dated 23 June 2005 No. 2709.

· to add to this Law's rules concerning jurisdiction in the territory of Ukraine, the right to consider disputes involving a foreign party not only in the courts or regulatory agencies of Ukraine (i.e. state courts or public authorities), but also in arbitration tribunals and/or international commercial arbitration tribunals that are independent from the State;

· to add to this Law a section concerning proceedings involving the State as a "subject of economic activity" (i.e. an actor analogous to a business);

· to clarify the wording of Article 81 of this Law concerning enforcement of foreign courts' decisions in Ukraine, because as we understand it, today, this rule does not provide for the possibility of enforcing decisions of foreign non-state courts (i.e. arbitration tribunals or commercial arbitration tribunals and courts) in Ukraine.

2.16. Law "On Measures Aimed at Ensuring the Stable Operation of Power Sector Enterprises" dated 23 June 2005.

· to limit the scope of application of this law with respect to gas extracting enterprises that are participants in production-sharing agreements.

2.17. Law of Ukraine "On High-Hazard Facilities" dated 18 January 2001
. 

· to limit the scope of application of this Law with respect to activity under a production-sharing agreement, and/or to harmonize it with the PSA Law, including:

· to stipulate the possibility of a simplified procedure for granting a permit to operate high-hazard facilities to participants in production-sharing agreements;

· to harmonize Article 16 of this Law, which regulates compensation of damage caused by an accident at a high-hazard facility, with the PSA Law.

2.18. Law of Ukraine "On Protection of Labor", version dated 21 November 02.

· to stipulate a simplified procedure for granting permits to participants in production-sharing agreements.

3. TO PROPOSE AMENDMENTS TO THE LAW "ON PRODUCTION-SHARING AGREEMENTS" AND THE LAW "ON INCORPORATING AMENDMENTS INTO CERTAIN LEGISLATIVE ACTS ON RELEVANT MATTERS WITH THE AIM OF ELIMINATING GAPS DURING THE SIGNING OF CERTAIN PSAS BETWEEN THE CABINET OF MINISTERS AND INVESTORS WHO BECOME WINNERS OF AN OPEN TENDER"

3.1. The following amendments and addenda are proposed to the Law of Ukraine “On Production sharing agreements”
 (hereinafter – “PSA Law”):
(1) In Article 1 of the PSA Law:

· it is necessary to add to the Article the definitions of "conventional price" and "production acquired into ownership by the investor ".

(2) In Article 2 of the PSA Law:

· we propose to add to this Article a rule that will allow the parties to agree by contract on their relations at their own discretion and that will expressly grant the right to deviate from provisions of civil, economic, and administrative acts in matters that are the essential conditions of the agreement. Said addenda should be in line with the requirements of Article 6 of the Civil Code of Ukraine.

(3) In Article 5 of the PSA Law:

We believe that amendments should be incorporated whereby the State, represented by a sole authorized body such as the Cabinet of Ministers of Ukraine, must in all cases be party to production-sharing agreements, because:

· according to Article 170 of the Civil Code of Ukraine, the State acquires and exercises its civil rights and responsibilities through public authorities within their powers established by law;

· the Cabinet of Ministers of Ukraine is the supreme body within Ukraine's executive branch (Article 113 of the Constitution of Ukraine);

· according to Article 116 of the Constitution of Ukraine, the powers of the Cabinet of Ministers of Ukraine include inter alia the power to exercise any powers stipulated by Ukraine's laws; and

· direct participation of the State in civil relations is implemented through public authorities that act not as separate legal entities but as the State's authorized representatives, i.e. such a body acts on behalf of the State within the scope of its powers as established by law.

Subject to the foregoing, we propose the following amendments, whereby:

· pursuant to the PSA Law, the Cabinet of Ministers of Ukraine will be the sole body authorized to conclude production-sharing agreements;

· the State would acquire rights and responsibilities under a production-sharing agreement; and

· the Cabinet of Ministers of Ukraine will act on behalf of the State in production-sharing agreements.

We also propose clarifying the powers of the Autonomous Republic of Crimea and of local self-government bodies in matters related to the use of land and subsoil and formalizing rights to a land plot or a subsoil area, subject to the following:

· a distinction should be made between the Cabinet of Ministers of Ukraine's powers concerning concluding and signing production-sharing agreements (i.e. with respect to actions in civil relations) and the powers of other public authorities and local self-government bodies concerning management in the sphere of land and subsoil use (i.e. from actions in the administrative sphere);

· according to Article 13 of the Constitution of Ukraine, land, its subsoil and other natural resources located within the territory of Ukraine, its continental shelf, the exclusive (maritime) economic zone are objects of the right of ownership of the Ukrainian people. The owner's rights are exercised on behalf of the Ukrainian people by public authorities and local self-government bodies within the scope stipulated by the Constitution.

Article 142 of the Constitution of Ukraine stipulates that only those natural resources that are owned by territorial communities can be managed by local district and oblast councils;

· according to Article 18 of the Constitution of the Autonomous Republic of Crimea (the "Crimea"), the Verkhovna Rada of the Crimea exercises the rights of the owner of the land and natural resources within the territory of the Crimea, except, however, for such lands and natural resources that are national property or the property of local self-government bodies, individuals or legal entities.

Subject to the foregoing, we therefore believe that when amending Article 5 of the PSA Law, it is necessary to provide for the possibility of prior (i.e. before the signing of a production-sharing agreement) settlement of all matters (including negotiation and adoption of all necessary transactions) concerning the management of land and subsoil in order to secure the subsequent formalization of all required permits in the names of the participants of the production-sharing agreement immediately after it has been signed.

For the purposes of the PSA Law, "local self-government bodies" refers only to those territorial communities that own the natural resources of each specific subsoil area.

(4) In Article 4 of the PSA Law:

· to stipulate a special simplified procedure for granting permits concerning the use of land and subsoil;

· to establish that a signed production-sharing agreement itself should be the basis for granting (executing) permits.

(5) In Article 6 of the PSA Law:

· Whereas in the course of practical application of the PSA Law, the approval of the statutory List of Subsoil Areas turned out to be problematic, and a tender is actually held with respect to the areas of investors' interest for the conclusion of production-sharing agreements, in part 2 of Article 6 it is necessary to provide for the possibility of approving not only the List, but also the specific subsoil areas that can be transferred for use on the conditions of production-sharing agreements;

· Besides, it is recommended to add the following item to the criteria based on which subsoil areas are regarded as areas that can be transferred for use on the conditions of a production-sharing agreement: "the need to involve non-governmental investments in the deposits that are already being developed in order to support or increase the current scope of extraction of mineral resources";

· Today, there is no reasonable explanation for why only those investors who obtained a license as of 1 July 1999 have the right to change, without holding a tender, their mode of using subsoil and enter into a production-sharing agreement. Therefore, it is recommended to delete in part 5 the words "as of 1 July 1999" so as to allow all investors who already hold subsoil use licenses and who have begun work on the conditions stipulated in their production-sharing agreements, to enter into production-sharing agreements without holding a tender. Thus, the investors will actually be able to initiate, at their discretion, a change of their mode of subsoil use and replace the license-based mode with a more attractive subsoil use mode under the production-sharing agreement, provided that the subsoil area in question is approved in compliance with the established procedure as an area that can be transferred for use on the conditions of a production-sharing agreement.

(6) In Article 7 of the PSA Law:

To ensure that tender participants are aware of the environmental condition of a subsoil area, we believe it is necessary to add to Article 7 a requirement that the relevant environmental information be included in the tender documents.

We also suggest:

· in part one, to authorize the Inter-Departmental Commission to approve the initial tender conditions without feasibility calculations, upon receiving the approval of a local self-government body;

· in parts 4 and 6, with the aim reducing the time needed to hold a tender:

· to reduce to two months the time between the publication of the tender notice and the deadline for submission of tender applications;

· to reduce to two months the maximum term for holding a tender.

· to add to Article 7 conditions concerning the consideration of tender participants' complaints with respect to a decision made based on a tender's results, and to indicate the conditions and procedure for challenging such a decision. It is necessary to stipulate that such an appeal can be made before the a production-sharing agreement has been concluded.

(7) In Article 8 of the PSA Law:

· in part 2, to add to the list of the essential terms and conditions of a production-sharing agreement a condition concerning "the procedure whereby the investor obtains into ownership the  portion of the cost-recovery production and a portion of the profit production" that belongs to the investor pursuant to the terms and conditions of the production-sharing agreement;

· to clarify part 3 by adding a provision that stipulates that the essential terms and conditions of a production-sharing agreement cannot be regulated (defined) by the State unilaterally, and that they are only defined by mutual agreement of the parties to the production-sharing agreement.

(8) In Article 9 of the PSA Law:

· it is necessary to settle more clearly the relations in a multilateral production-sharing agreement where the investors consist of several participants that act independently or that intend to act jointly with the aim of observing the terms and conditions of the production-sharing agreement;

· it is necessary to add to the Article requirements concerning the procedure for and conditions of settling relations between the participants of an agreement who act within the framework of the agreement as separate investors who have not joint but rather separately defined obligations under the agreement.

(9) In Article 11 of the PSA Law:

In our opinion, serious complications may arise during the application of part 2 of Article 11 of the PSA Law concerning the implementation of "mandatory State expert evaluation in respect of financial, legal, environmental and other matters" with respect to a draft of a long-term production-sharing agreement, because: (1) the list of such expert evaluations is not exhaustive, (2) such types of State expert evaluations are not stipulated in current legislation, and (3) no bodies authorized to carry out such expert evaluations and to finance them have been defined.

To avoid said problems during the application of the PSA Law, we propose to incorporate relevant amendments in Article 11, subject to the following:

· under current legislation, scientific-technical, environmental, land use, geological, labor protection and other expert evaluations can be done;

· as a rule, laws stipulate exhaustive lists of the cases when mandatory expert evaluation can be carried out and which bodies/experts are authorized to do it, as well as the requirements concerning the procedure for conducting and formalizing such expert evaluations.

Therefore, the amendments to Article 11 should stipulate the types of State mandatory expert evaluation with respect to a draft production-sharing agreement (an exhaustive list thereof), the bodies authorized to carry it out and the requirements concerning the procedure for conducting and formalizing such expert evaluations. In our opinion, such expert evaluations of draft agreements should be carried out at the cost and expense of the State in the case of State expert evaluations. It is also necessary to provide in the law for the possibility of carrying out an alternative independent expert evaluation by specialized professional expert institutions or experts to handle matters that fall within the scope of the mandatory State expert evaluation. This should be permitted upon the investor's request/initiative and at the investor's expense.

We also recommend requiring a legal expert evaluation of whether a draft production-sharing agreement accords with the PSA Law and defining the requirements concerning the procedure for conducting the expert evaluation.

(10) In Articles 11-14 of the PSA Law:

· it is necessary to stipulate special provisions concerning the negotiation, conclusion and extension of a production-sharing agreement with respect to a subsoil area in the exclusive (maritime) economic zone or on the continental shelf with the public authority that is in charge, pursuant to the effective legislation, of the management of natural resources in such Ukrainian territories. We believe that all said responsibilities can be exclusive powers of the Cabinet of Ministers.

(11) In Article 19 of the PSA Law:

It is known that developing continental shelf deposits requires considerably greater investments by and imposes greater risks on investors. Therefore, in most countries, particularly in Russia, investors are attracted by increased cost-recovery production portions for sea deposits. Therefore, the currently effective PSA Law, in which the cost-recovery production portion for any subsoil areas is capped at 70 percent, no longer meets real world requirements with respect to hard-to-reach and high-cost subsoil areas. Therefore, it is proposed to define maximum amounts (rates) of cost-recovery production only with respect to oil and natural gas production, as well as increased rates (up to 90%) for such production on the continental shelf;

Besides, it is proposed to expand the structure of the investor's costs to be reimbursed with cost-recovery production, in particular:

· the costs of development, expert evaluation and negotiation of a production-sharing agreement.

(12) In Article 21 of the PSA Law:

· it is proposed to stipulate that proceeds from the realization of the State's portion of profit production must be transferred to the State Budget.

(13) In Article 24 of the PSA Law:

The effective legislation
 contains a broad legal definition of "geological information", covering in fact any subsoil information, including geological, geophysical, geochemical, geological engineering and other geological data describing the geological structure of subsoil, mineral deposits, composition and properties of rocks, minerals, underground waters, etc., i.e. geological information includes unlimited subsoil data. Therefore, we believe it is expedient to add to Article 24 a requirement to provide geological information within the scope and in compliance with the procedure (on the conditions) stipulated in a production-sharing agreement. This will help stipulate more specifically the investor's responsibilities concerning the scope of geological information that it must collect and submit to the State.

(14) In Article 25 of the PSA Law:

The PSA Law still contains a problematic Article 25 that prescribes a special taxation procedure for production-sharing agreements. Its provisions are interpreted differently by different public authorities, which must stop. For this reason, a primary task is to substantially improve the Article by providing a new version thereof that would prevent the possibility of different interpretations arising during its application. In developing amendments to Article 25, we propose to be guided by the following general understanding of taxation under such a special mode as "production-sharing".

The provisions of Article 25 of the PSA Law are closely related to and can be understood as being based on the provisions of Article 19 of the PSA Law.

Both are key Articles of the PSA Law and should not be considered separately, because:

· Article 19 stipulates production-sharing and production-sharing principles in the interests of the parties to the agreement, and;

· Article 25 explains how and to what extent production-sharing replaces taxation of the investor.

Considering both Articles, one comes to the conclusion that production-sharing is a new alternative system of financial and commercial relations between the State and an investor, which cannot be evaluated from the point of view of ordinary legal, financial and commercial concepts on the basis of which profits and taxes are traditionally calculated. Because of this general distinction, production-sharing represents a new legal form of subsoil use that is actually implemented outside the scope of the currently effective tax system. The principal distinctive features of this new system of financial and commercial relations stipulated by law are:

· the law does not introduce any tax benefits for the investor, nor does it cancel taxes and charges; it only replaces some of them with production-sharing;

· it is not about replacing taxes with the equivalent portion of production to be transferred to the State (that would mean payment in kind rather than production-sharing); and

· the production-sharing procedure is independent from tax issues; it is of a civil law nature, because it is defined by the parties' agreement (made between the State and the investor).

Production-sharing occurs on the conditions, in the proportions and based on the calculations stipulated by the parties' agreement and based on international experience, and numerous economic, technological and financial data that may vary from agreement to agreement. But taxes lost to the Budget do not in any way figure into the calculation. The State's interests under the agreement are not focused exclusively on receiving taxes; they also imply other economic benefits to the State, in particular the attraction of investments and cutting-edge foreign management technologies into the public sector of the economy, and the achievement of prompt solutions to subsoil use and environmental safety problems without the costs to the State that would otherwise have been incurred in connection with these issues.

Subject to the foregoing, with respect to Article 25 it is proposed:

· to clearly stipulate that no taxes, except for those indicated in the exhaustive tax list in section 3 of this Article, are paid, and that production-sharing is used instead;

· for the payment of profit tax, to stipulate that losses incurred at an object of taxation, included in the total costs of an accounting period, can be carried over into subsequent accounting periods (and such carryovers have no expiration date);

· to stipulate that value-added tax amounts, paid by the investor in connection with acquiring goods, works and services, can be included in tax credits;

· to clearly stipulate a list of the operations under a production-sharing agreement that do not give rise to the obligation to pay VAT, in particular the operations related to sharing and transferring into ownership profit production, transfers of production between investors under a multilateral agreement, transfer of property by the parties to the agreement for use by the operator and sharing cost-recovery production;

· to prevent the application to the participants of a production-sharing agreement of a tax pledge on the conditions of the Law "On the Procedure for Repaying Taxpayers' Obligations to Budgets and State Purpose-Oriented Funds".

(15) In Article 27 of the PSA Law
This Article is, without exaggeration, one of the most important (key) in the PSA Law, because it secures the stability of the legislation with respect to activity under a production-sharing agreement throughout its entire term.

However, given that legislation is often improved and the State's tax/administrative pressure on businesses is reduced, relevant amendments should be made to Article 27, whereby the investor should have the option of taking advantage of beneficial changes in legislative, and also the option of insisting upon the status quo at its discretion.. We also propose stipulating in Article 27 a procedure for formalizing and submitting such investor requests.

(16) In Article 29 of the PSA Law
Under current legislation (Article 174 of the Civil Code), the State as a participant of civil relations is liable for its obligations with its property, except for property that by law cannot be attached.

Pursuant to Article 8 of the PSA Law, the essential provisions of the production-sharing agreement include the parties' liability and means of securing their liability. According to Article 29 of the PSA Law, the State as a party to a production-sharing agreement is liable for a default on or improper performance of its responsibilities.

At the same time, current Ukrainian legislation does not stipulate a procedure for making claims against the State's civil liability and its property.

Therefore, for the purpose of applying Article 29 of the PSA Law, it is necessary to add to this Article a new part stipulating the procedure for filing claims against the State, as well as the legal consequences of the State's default.

(17) In Article 31 of the PSA Law
Under the effective legislation, civil (commercial) disputes involving the State cannot be considered in an arbitration tribunal or an international commercial arbitration tribunal, because:

· the Law of Ukraine "On Arbitration Tribunals" (Article 6) expressly precludes filing with an arbitration tribunal (1) cases in which a public authority, public institution or organization is a party; and (2) disputes concerning the conclusion, amendment, cancellation or performance of commercial contracts related to providing for the State's needs.

Therefore, it is necessary to expressly stipulate in the PSA Law the right of the parties to submit disputes to Ukrainian courts of general jurisdiction and independent (non-state) international commercial arbitration tribunals on conditions negotiated by the parties in the production-sharing agreement.

3.2. The Law "On Amendments to Certain Legislative Acts of Ukraine" dated 8 June 2000 (the "Amendments Law")
In connection with the proposals concerning the PSA Law, we recommend preparing similar amendments and addenda to the Amendments Law, namely:

(1)
In the Law "On Taxation of Profits of Enterprises", to draft a complete text of the amendments to all relevant articles concerning the specifics of paying this tax, so as to entirely exclude the possibility of incorrect or inconsistent interpretation of the requirements for taxation of an investor's profits derived from activities under a production-sharing agreement.

This is necessary primarily to prevent the State Tax Administration's interpretation of the above specific taxation at its own discretion, which is the case today, with the result that this dampens investors' enthusiasm about undertaking activities under production-sharing agreements.

(2)
In the Law "On Value-Added Tax", to draft a complete text of the amendments to all relevant articles concerning the specifics of paying this tax, so as to entirely exclude the possibility of incorrect or inconsistent interpretation of the requirements for payment of value-added tax under a production-sharing agreement.

(3)
Amendments to the following laws should be added to the Amendments Law:

(а)
The Law "On Taxation System". These changes should generally stipulate replacement of taxes with production-sharing in the cases prescribed by the PSA Law. Such an addendum should prevent incorrect interpretation and application of Article 25 of the PSA Law generally.

(b)
The Law "On Deliveries of Products for the Needs of the State". Currently, this law permits the establishment of "special quotas (reserved by the State) for mandatory sale" of the most important strategic material and technical resources required for maintaining the country's defensive potential and security.

In our opinion, this right should not apply to participants in production-sharing agreements, because the exhaustive and exclusive list of their responsibilities before the State should be defined by the agreement, and the PSA Law also secures the investor's right to freely dispose of the portion of produced production that belongs to the investor.

(c)
The Law "On Fire Safety". Many licensing provisions contained in this law do not accord with the PSA Law.

(d)
The Law "On the State Geological Service of Ukraine" dated 4 November 1999. This law stipulates broad powers for the specially authorized central executive agency in charge of geological study and use of subsoil concerning the management of the State Geological Service, including: (1) supervision of observance by subsoil users, irrespective of their forms of ownership, of Ukraine's subsoil legislation, (2) established geological subsoil study standards, rates and rules, and (3) the State registration of works and research efforts concerning the geological study of subsoil.

At the same time, according to Articles 8 and 9 of the PSA Law, the scope of and deadlines for work (including prospecting) and statements of production characteristics are to be defined exclusively in a production-sharing agreement.

For the foregoing reasons, we do not believe that the above law accords with the PSA Law.

We recommend, therefore, to incorporate amendments into various Articles of the Law "On the State Geological Service of Ukraine" so as to limit the application of some of this Law's requirements to production-sharing agreements.

We also recommend stipulating in this Law a special procedure for carrying out prospects which should be conducted on the conditions of production-sharing agreements, as well as the scope of such works.

This procedure should be separate from the legislative requirements concerning prospecting ordered by the State.

(e)
Presidential Decree No. 485 "On the Decision of the National Security and Defense Council of Ukraine dated 6 June 2003 'On Urgent Measures Concerning the Improvement of the Efficiency of Subsoil Use in Ukraine'" dated 6 June 2003. We advise deleting the powers of (instruction to) the Cabinet of Ministers of Ukraine to approve the "standard form of a production-sharing agreement", because the existence of a standard agreement expressly conflicts with the provisions of Article 8 of the PSA Law, which states that the essential conditions of the agreement are defined exclusively by the parties' agreement. This, the agreement itself need only meet the requirements of a tender and the PSA Law.

(f)
The Law "On the Permits System in the Sphere of Economic Activities" dated 6 September 2005. We advise harmonizing it with the PSA Law.

4. ANALYSIS, HARMONIZATION AND IMPROVEMENT OF THE PSA BILLS PENDING IN THE VERKHOVNA RADA OF UKRAINE.

Numerous PSA bills are pending in the Verkhovna Rada (Parliament) of Ukraine. Some of these bills directly aim at incorporating amendments and addenda into the PSA Law (e.g. bills Nos. 4344, 3337, 6460, etc.). However, many bills do not directly relate to the PSA Law, but affect or may affect PSAs. This section covers such bills. Frequently, the drafters of said bills did not take into account their impact on PSAs, and thus created grounds for potential conflicts between the PSA Law and other laws. The conflicts may cause problems with the subsequent practical implementation of production-sharing agreements. 

It is impossible to review all bills pending in Parliament within the framework of this research. Nevertheless, we shall highlight the most important ones that have been submitted in the course of the last several years, and shall discuss whether they are in line with the PSA regime as well as the potential risks they pose. We shall also outline the approaches to dealing with the problems covered by the discussion.

4.1. Bill No. 5004.

To best known of the recent PSA-related bills is the Bill "On Incorporating Amendments and Addenda into Certain Legislative Acts of Ukraine", submitted on 16 January 2004, reg. No. 5004 ("Bill No. 5004").

As stated in an explanatory note to the Bill, "the legislation of Ukraine has not taken into account that land, license relations, subsoil use, foreign investment, foreign-economic activity relations in the implementation of production-sharing agreements are regulated by the legislation of Ukraine subject to special legislation. No local self-government body has been defined to enter into production-sharing agreements, the issue of temporary use of subsoil in accordance with the PSA Law has not been fully resolved. It has been noted that 'practical application of the production-sharing agreement legislation shows that the relevant legal framework has not been fully developed, some of the legislative acts' provisions have not been harmonized with the Law of Ukraine "'"On Production-Sharing Agreements"'". Consequently, amendments and addenda have been proposed to some of the law and codes of Ukraine to cure said problems."

At first glance, the purpose of Bill No. 5004 is absolutely reasonable. Besides, it contains some positive improvements (e.g. providing additional protection to foreign investors party to PSAs), although they were not designed to solve all of the problems with the PSA Law that are discussed in this document. In our opinion (which is shared by the majority of the Parliamentary Deputies), the means of solving the problems suggested in this Bill do seem insufficiently well thought out. We shall consider some of them. 

The Bill contains several addenda to the effective Subsoil Code of Ukraine, whereby the latter would expressly stipulate the substantive legal rules that directly regulate certain relations concerning production-sharing agreements. This approach creates the following basic problem: PSA relations would be regulated by both the PSA Law and the Subsoil Code, and conflicts might then arise over which of the acts prevails. A similar situation is found with respect to the Civil and Commercial Codes of Ukraine. It is generally understood that more effective legislative regulation can be achieved through codifying rules of law regulating specific relations within a single act (in our case - the PSA Law), rather than by having these rules broken up among several different laws. We believe, therefore, that incorporating  substantive PSA rules into the Code is inexpedient. On the contrary, it would be desirable to stipulate in the Code that all PSA matters are to be resolved in accordance with the special PSA Law and that this Law prevails with respect to all PSA relations. 

The following addendum to Article 3 of the Subsoil Code proposed in Bill No. 5004 can serve as an example: "Mining industry relations concerning the implementation of production-sharing agreements shall be regulated by this Code, unless otherwise established by the special legislation of Ukraine". The PSA Law does not highlight the issue of "mining industry relations"; it establishes general PSA regulations with certain clarifications (e.g. concerning hydrocarbons), if necessary. It is not clear, therefore, whether the PSA Law should be regarded as being the special law that regulates mining industry relations with respect to the implementation of production-sharing agreements. If not, another problem arises: the Subsoil Code is an outdated instrument that does not provide an adequate framework for regulating PSA relations. The issue of "mining industry relations" is itself unclear within the context of relationship between the Subsoil Code and the PSA Law.

The addendum to Article 7 of the Subsoil Code (and some similar provisions) concerning granting Parliament the power to approve the "List of the Subsoil Areas of Scientific, Cultural or Nature-Reserve Significance that Cannot be Granted for Use on the Conditions of Production-Sharing Agreements" is unclear. This right has already been set forth in the PSA Law. Some of the addenda concerning licensing (in particular in the Law of Ukraine "On Licensing Certain Types of Economic Activities") also seem to be inexpedient, because respective rules already exist in this Law. This opinion is shared, for instance, by the Main Scientific-Expert Department (as stated in its conclusions concerning the Bill).

Bill No. 5004 was rejected by Parliament; consequently, the above problems have been eliminated. Nevertheless, the Bill is a vivid example of the potential danger to PSAs when related pieces of legislation are "improved" without due care.

4.2. Bill No. 5471.

This Bill stipulates the adoption of a new Subsoil Code. It was submitted to the Verkhovna Rada of Ukraine on 30 April 2004 as Bill No. 5471 (the "Draft Code"). The Draft Code creates no problems similar to those that could arise if Bill No. 5004 is passed, because the Draft Code does not create an alternative PSA regulation. The Draft Code only contains references to production-sharing agreements and reiterates some of the essential provisions of the PSA Law that do not conflict with the PSA Law. 

We shall not discuss the Draft Code as this should be the subject matter of separate research. However, we would like to note that, in our opinion, the Draft Code should indicate more precisely the relationship between the Draft Code and the PSA Law. Our proposals concerning the currently effective Subsoil Code set forth in previous sections should also be taken into account in the Draft Code. Otherwise, numerous conflicts may arise between these legal acts, and in particular those concerning the relationship between the PSA and licensing regimes, etc.

4.3. Bill No. 7671.

It will be best if the Bill "On Incorporating Amendments into Article 22 of the Law of Ukraine 'On Oil and Gas' Concerning the Requirements for the Use of Subsoil Within the Continental Shelf and the Exclusive (Maritime) Economic Zone of Ukraine'", submitted on 07 October 2005 (replacement) and registered as Bill No. 7671 ("Bill No. 7671") is never passed. It suggests the following amendment: "The special permit to use oil-and-gas-bearing subsoil within the continental shelf, territorial waters and the exclusive (maritime) economic zone of Ukraine can only be granted to a subject of economic activity in the authorized fund of which the State's ownership interest comprises at least sixty percent, or at least sixty percent of the shares which were transferred to the authorized fund of joint-stock, holding companies and other subjects of economic activity, controlling blocks in which are owned by the State". 

In general, this amendment seems unwise, as it seems to conflict with the provisions of the Constitution concerning the freedom of entrepreneurship and competition (Article 42), and also with the provisions of the Law of Ukraine "On the Foreign Investment Regime", Commercial Code and other laws concerning the rights of foreign businesses and the attraction and protection of foreign investments. Besides, Ukraine objectively lacks modern technical means for deep-water drilling on the continental shelf. This issue can only be resolved by attracting significant foreign investments and the professional and technological capacities of major oil-and-gas companies. These steps require improvement of the investment climate, although Bill No. 7671 suggests the contrary. 

In addition to the aforementioned general problem, this bill also creates specific risks for PSAs. According to part 3 of Article 4 of the PSA Law, the State guarantees to investors the issuance, in compliance with established procedure, of approvals, quotas, permits (licenses) to use subsoil and carry out business activity associated with the prospecting (exploration) and operation of mineral deposits, acts for the provision of mining allocations, documents certifying the right to use land, as well as other permits related to the use of subsoil and performance of works stipulated by a production-sharing agreement.
The Law of Ukraine "On Oil and Gas" expressly states (Article 2) that it does not apply to relations in the use of oil-and-gas-bearing subsoil on production-sharing conditions regulated by the PSA Law. Thus, theoretically, it can be assumed that the threat to foreign investors implied in Bill No. 7671 does not affect PSAs. However, practical complications may arise. The Law "On Oil and Gas" is the basic act for the issuance of the special permits to use oil-and-gas-bearing subsoil. Therefore, as a result of the adoption of Bill No. 7671, the State may find itself unable to accomplish its responsibilities stated in part 3 of Article 4 of the PSA Law because of the lack of a procedure for granting permits to foreign investors.

Subject to the foregoing, in our opinion, Bill No. 7671 should be rejected.

4.4. Bill No. 4024-2.

Some of the bills submitted for consideration by Parliament contain a typical flaw. When regulating some matters, they do not take into account the fact that their provisions may conflict with the PSA Law or cause problems in implementing PSAs. As an example, let us review the Bill "On the Principles of Operation of the Natural Gas Market", submitted on 23 September 2005, registered as Bill No. 4024-2 ("Bill No. 4024-2"). 

The purpose of Bill No. 4024-2 is to define legal, economic and organizational grounds for the operation of the natural gas market and to regulate relations among its subjects. The principal business covered by this Bill is a gas enterprise that carries out one of the following activities: production, transportation, distribution, supply, purchase and sale or storage of natural gas. Therefore, this Bill directly applies to businesses that operate under production-sharing agreements and produce natural gas. However, the Bill does not take into account the specifics of the PSA Law, nor does it settle potential conflicts with this Law as, for instance, the Law "On Oil and Gas" does (the latter does not apply to PSA relations). 

We will not provide a detailed analysis of the potential conflicts between and practical problems of Bill No. 4042-2 and the PSA Law; we cite this Bill only as an example to drive home the principal idea that submitted bills often overlook whether their provisions accord with the PSA Law.

In our opinion, this problem can be solved by reflecting in bills that are related, directly or indirectly, to PSAs any of the following approaches (depending on which one is more expedient for the specific bill):

1)
that the law does not apply to PSAs (this principle is incorporated in the Law of Ukraine "On Oil and Gas");

2)
that the PSA Law and effective production-sharing agreements prevail over the bill in question in case of any discrepancies, conflicts or other problems; or

3)
harmonizing the bill in question with the PSA Law. 

4.5. Bills Nos. 6035 and 7688.

Several versions of a Bill "On the Operation of the Fuel and Energy Complex in the Special Period" have been recently registered in Parliament, in particular versions registered on 11 August 2004 (No. 6035) and on 17 June 2005 (No. 7688) (the "FEC Bills"). 

These bills were drafted by the Ministry for the Fuel and Power Industry of Ukraine in observance of enclosure 3 to Resolution No. 1180-014 of the Cabinet of Ministers of Ukraine dated 17 August 2002 "On the Status of the Development of the Draft of Ukraine's Mobilization Plan for the Special Period and the Measures to Improve Mobilization Preparations". The principal goal of the FEC Bills is to establish a legal and organizational framework for the operation of the fuel and energy complex (FEC) in the special period. [THE MEANING OF SPECIAL PERIOD IS WHAT?]

The FEC Bills establish strict regulation by the State of the FEC with respect to the enterprises, institutions and organizations of the electric power, nuclear industry, coal and oil and gas industries irrespective of their forms of ownership, in particular in relation to planning their operation, granting public authorities broad powers to develop and introduce preparations at the enterprises, impose additional fiscal obligations on the enterprises , directly involve the State in the management of the enterprises in the special period, etc.

In the opinion of the drafters of the FEC Bills, their adoption and implementation will help establish a legal and organizational framework for the operation of the fuel and energy complex in the special period and help prioritize mobilization tasks for the special period at the enterprises of the fuel and energy complex, irrespective of their forms of ownership, concerning production and performance of works and services to meet the needs of Ukraine's Armed Forces, other military formations, the national economy and to support people's lives. The drafters also note that the implementation of the projects does not require cancellation of or amendments to other effective regulations, or new regulations. 

Basically, one could agree with said opinion of the drafters. As to the PSA Law, Article 24 expressly states that the guarantees concerning changes to the legislation do not apply to changes related to matters of defense, national security, maintenance of civil order or environmental protection. However, given that today, significant foreign investments are required in the sphere of subsoil use, in particular for the development of the continental shelf of the Black Sea, we believe it would be expedient to limit the application of the FEC Bills with respect to production-sharing agreements and to grant foreign investors additional rights concerning public authorities' non-interference with their economic activities, at least in times of peace.

4.6. Bill No. 2327.

The Bill "On Incorporating Amendments into the Law of Ukraine 'On Oil and Gas'" is a recent example of an insufficiently harmonized bill. It contains the following provision: "The maximum area of the sites to be granted for geological study of oil-and-gas-bearing subsoil shall not exceed 500 square kilometers, for sites in the Black Sea it shall not exceed 1000 square kilometers. With respect to the conditions of production-sharing agreements, the area of the sites can be defined by the Cabinet of Ministers of Ukraine." These provisions were adopted and are currently effective.

The paradox of this amendment is that, according to part 2 of Article 2 of the Law of Ukraine "On Oil and Gas", it does not apply to the use of oil-and-gas-bearing subsoil on conditions of production-sharing that are regulated by the PSA Law. However, the above provision is directly related to the use of such subsoil on PSA conditions. Thus, the conflict is incorporated into the Bill itself. 

Therefore, this conflict should be eliminated to prevent similar inconsistencies in the future.

4.7. Other Bills.

Along with the above problematic bills, there are also bills that contain interesting positive provisions. We shall not review them all, and rather only note certain positive approaches to PSA harmonization.

First, we would like to mention the amendment already made to the Law of Ukraine "On Foreign-Economic Activities" which is still being incorporated into drafts of the new version of this Law, in particular the Bill "On Foreign-Economic Activities" (re-stated version), submitted on 08 July 2005, registered as Bill No. 7126 ("Bill No. 7126"). 

Both Bill No. 7126 and the currently effective Law stipulate an additional positive guarantee concerning PSAs, namely: licensing does not apply to export and realization of cost-recovery production and profit production received by the investor into ownership pursuant to conditions of a production-sharing agreement that was entered into in accordance with the PSA Law. No restrictions (including quantitative) are allowed for the export/sale of such production, unless otherwise stipulated by the production-sharing agreement.

Another relevant document is the Bill "On the Coal Industry", which was submitted on 22 September 2005 and registered as Bill No. 8190. Article 26 of the Bill contains the following provision: "A non-state investor shall develop a separate site (sites) of subsoil or parts of a coal deposit outside the mining allocations of the operating enterprises on the basis of a production-sharing agreement which shall be made between the Cabinet of Ministers of Ukraine and the investor (investors) in accordance with the Law of Ukraine 'On Production-Sharing Agreements'". In our opinion, this provision is expedient. However, it could be interpreted as meaning that development cannot be conducted on other grounds (other than a production-sharing agreement). It would also be expedient to allow the development on other grounds stipulated by the legislation of Ukraine (e.g. under the licensing regime).

It should also be emphasized that the reform of local self-government has recently been a hot issue. In this respect, all bills relevant to that subject should also be harmonized with the PSA Law or otherwise contain our proposals as stated in the above sections.

5. ANALYSIS AND EVALUATION OF THE EXISTING PSA REGULATIONS (BY-LAWS) AND DEVELOPMENT OF A RECOMMENDATION CONCERNING THE IMPROVEMENT OF THE EXISTING REGULATIONS AND DEVELOPMENT OF NEW REQUIRED REGULATIONS. 

As a rule, a law can only be enforced effectively after the relevant enforcement regulations have been adopted. The same is true for the PSA Law. 

The contents of the PSA Law imply that creating an effective PSA environment on its basis requires several regulations to be adopted. It is understood that formal adoption of such acts would be insufficient. The regulations must stipulate in full detail and effectively regulate the respective legal relations. Also, they should certainly fully accord with the PSA Law's provisions and also, in our opinion, with generally accepted worldwide practices in this respect.

Many regulations and other PSA Law-based acts have been adopted since the adoption of the PSA Law. Nevertheless, no "quality" legal framework has been developed for PSAs. In particular, the adopted by-laws are insufficient, ineffective and imperfect. Some of the required acts have not been adopted yet. Below, we shall discuss these issues in more detail.

5.1. Reviewing and issuing proposals concerning the existing by-laws.

5.1.1. The regulations concerning the Inter-Departmental Commission in Charge of the Organization of the Conclusion and Implementation of Production-Sharing Agreements, approved pursuant to Resolution No. 509 of the Cabinet of Ministers of Ukraine dated 16 March 2000 (the "Commission Regulations"). In our opinion, some of the provisions of the Commission Regulations should be improved. For instance:

· Greater emphasis should be put on closer communication between investors and the Inter-Departmental Commission, its working groups and experts, in particular between meetings of the Inter-Departmental Commission.

· Coordination by the Inter-Departmental Commission of the drafting and negotiation of an agreement should be stipulated in more detail. 

· It would be expedient to stipulate in detail the procedure for carrying out comprehensive inspections of the observance of the terms and conditions of a production-sharing agreement by the Cabinet of Ministers of Ukraine with the participation of the Inter-Departmental Commission (according to part 1, paragraph 4 of Article 28 of the PSA Law).

· It would also be desirable to stipulate the liability of the members of the Inter-Departmental Commission for any damage they might cause, by their actions (failure to act), to investors that operate under a PSA.

5.1.2. Cabinet of Ministers of Ukraine Resolution No. 741 "On Using a Portion of Produced Production that Remains Owned by the State in Accordance with Production-Sharing Agreements" dated 28 April 2000 ("Resolution No. 741"). This Resolution stipulates only the basic principles of the regulation of the issue stated in its title. We believe this issue should be regulated in more detail in Resolution No. 741 itself, and that other acts should be adopted on its basis, in particular covering the following issues:

· To define the powers and stipulate the aspects of the operation of the body that will sell the production that remains owned by the State through exchanges/auctions; and

· To stipulate a procedure for paying and transferring to the State Budget the proceeds from the use (sale) of the production that remains owned by the State during the performance of production-sharing agreements, and the monetary equivalent of the portion of the profit production that belongs to the State, as well as a procedure for reimbursing the costs of using (selling) and carrying out operations with such production.

5.1.3. Cabinet of Ministers of Ukraine Resolution No. 1119 "On Creating the Inter-Departmental Commission in Charge of the Organization of the Conclusion and Implementation of Production-Sharing Agreements" dated 12 July 2000. This Resolution actually only formally defines the members of the Inter-Departmental Commission and individual aspects of its creation.

5.1.4. Cabinet of Ministers of Ukraine Resolution No. 1257 "On Approving the Criteria for Defining Insignificant Reserves of Minerals" dated 11 August 2000. Similar to the above Resolution, the purpose of this Resolution is simple. No remarks. 

5.1.5. Cabinet of Ministers of Ukraine Resolution No. 1756 "On Approving the Procedure for Registering Drafts of Production-Sharing Agreements and Carrying Out the State Registration of a Production-Sharing Agreement" dated 29 November 2000 (the "PSA Registration Procedure"). The PSA Registration Procedure is, in general, satisfactory. However, we have some proposals for improvement, in particular:

· Part one of clause 5 of the PSA Registration Procedure stipulates that the quantity of copies of a draft agreement filed for registration must equal the number of parties to the agreement; the draft must be filed with a cover letter from the drafter, made in observance of the established paperwork rules. The meaning of "observance of the established paper work rules" is not absolutely clear (especially with respect to foreign investors). This part should clearly lay out the requirements (as simply as possible) for execution of the cover letter (e.g. in accordance with the investor's internal paperwork rules, with the date and number of the letter indicated).

· According to part two of clause 5, a submitted draft agreement must be initialed by the drafter. If an agreement involves several investors as the parties thereto, each investor must initial the draft, negotiated with him, on its last page, and if the investor is a legal entity, its signature must be attested with a seal. This clause ignores the fact that many foreign legal entities do not have seals, since the latter are not used in many developed countries from which foreign investors primarily hail. Therefore, the seal requirement should be optional for foreign legal entities.

· According to clause 12 of the PSA Procedure, the Inter-Departmental Commission issues to each investor, party to a PSA, a certificate of the State registration of the agreement. However, no deadline for the issuance of the certificate is stipulated. It is recommended to set such a deadline.

· It is also desirable to add to the PSA Registration Procedure a provision stating that the investor must be provided a certified copy of the PSA and of any related materials if the investor's copy of the PSA/other documents is/are lost (stolen). It should also stipulate that the Inter-Departmental Commission must provide to the investor certified copies of any PSA file materials that it obtains from persons other than the investor if there is no evidence that the investor has yet been provided such materials. 

5.1.6. Instructions Concerning the Drafting, Negotiation and Signing of a Production-Sharing Agreement, approved pursuant to Ministry of Economy and European Integration of Ukraine Order No. 249 dated 23 October 2001, registered with the Ministry of Justice of Ukraine on 12 November 2001, reg. No. 946/6137 (the "PSA Instructions"). The Instructions are perfunctory on some important issues and some of the document's provisions should be improved (clarified). In particular: 

· Clause 4 of the PSA Instructions establishes a rule for the signing of a protocol of intent concerning the procedure, conditions and deadline for drafting an agreement with the investor who wins a tender. However, the PSA Law does not stipulate entering into this protocol of intent. Therefore, we believe it should be stipulated that the protocol is only made when the investor agrees to do so. 

· It is necessary to give more detail on the procedure for the Inter-Departmental Commission's cooperation with public authorities, institutions and organizations and to define clearly the persons responsible for this communication, in particular, with respect to expert evaluations and approvals of local self-government bodies. This procedure should take into account the proposals for improving the PSA Law, discussed elsewhere in this report (in particular those concerning the powers of local authorities). 

· It is necessary to clearly describe the procedure for forming, and the responsibilities and powers of the representatives of the Inter-Departmental Commission and its experts, involved in negotiations with the investor concerning the final approval of an agreement.

· It would be advisable to stipulate the responsibility of the Inter-Departmental Commission to immediately update the investor on all developments relevant to the drafting and negotiation of a PSA.

· It is necessary to stipulate clearly that if the Inter-Departmental Commission and the investor do not reach an agreement with respect to the provisions of a PSA, priority should be given to protecting the investor. It is also desirable to stipulate provisions aimed at preventing groundless delays in the drafting and negotiation of a PSA by the Inter-Departmental Commission. 

5.1.7. Instructions on Organizing the Holding of a Tender for the Conclusion of a Production-Sharing Agreement, approved pursuant to Ministry of Economy and European Integration of Ukraine Order No. 249 dated 23 October 2001, registered with the Ministry of Justice of Ukraine on 12 November 2001, reg. No. 947/6138 (the "Tender Instructions"). The procedure for holding a PSA tender is stipulated in detail in the PSA Law. Therefore, all proposals concerning improving the statutory procedure should be reflected in the Tender Instructions. Below, please also find some proposals concerning the Tender Instructions:

· Most of the Tender Instructions' provisions repeat those of the PSA Law. The Tender Instructions should be more focused on practical issues that may arise during preparations for and holding of the tender (e.g. the document should stipulate a precise mechanism and procedure for filing investors' inquiries on any matters (including via electronic communication), they should identify the persons responsible for handling such communications, establish clear deadlines for replies, etc.) 

· There is no need to impose on investors additional responsibilities and regulations not envisaged by the PSA Law itself. For instance, clause 9 of the Tender Instructions stipulates an additional tender requirement that enterprises previously involved in the geological study, assessment and other works related to the development of a deposit be involved in the deposit's development, or be reimbursed for the costs (some of the costs) of the geological study of the deposit.

5.1.8. Cabinet of Ministers of Ukraine Ordinance No. 627-r "On Including the Artemivske Deposit on the List of the Subsoil Areas (Deposits of Minerals) That Can Be Granted for Use on the Conditions Stipulated by Production-Sharing Agreements" dated 15 October 2003 and Cabinet of Ministers of Ukraine Ordinance No. 59-r "On Including the Prykerchenska Subsoil Area of the Black Sea Continental Shelf on the List of the Subsoil Areas (Deposits of Minerals) That Can Be Granted for Use on the Conditions Stipulated by Production-Sharing Agreements" dated 4 February 2004. Both Ordinances cover the inclusion of the subsoil areas on the list of the subsoil areas (deposits of minerals) that can be granted for use on the conditions stipulated by production-sharing agreements. However, no such list exists. Clearly, such a list should be adopted by the Cabinet of Ministers of Ukraine as required under part 2 of Article 6 of the PSA Law.

5.2. Additional by-laws to be adopted.

In addition to the aforementioned issues, one important problem is the continuing lack of regulations that should have been adopted on the basis of the PSA Law, in particular:

· In each specific case, the list of the subsoil areas (deposits of minerals) that can be granted for use on the conditions stipulated by production-sharing agreements, as discussed above (part 2 of Article 6 of the PSA Law), which must be approved by the Cabinet of Ministers of Ukraine;

· Procedures for state control and supervision over the works, stipulated by a production-sharing agreement, to be effected by the executive agencies in accordance with their powers (part 1 of Article 28 of the PSA Law).

· The procedure and deadline for and records of payment by the investor of the tax levied on the profits derived from production-sharing agreements. The procedure must be stipulated by the Cabinet of Ministers of Ukraine within the scope of its powers (part 5 of Article 25 of the PSA Law).

· Specifics of the payment procedure and deadline for and records of the taxes paid under a multilateral production-sharing agreement or when the investor is an association of legal entities. The specifics should be defined by the Cabinet of Ministers of Ukraine (part 5 of Article 25 of the PSA Law).

· The procedure for paying and transferring to the Budget the value-added tax payable to the Budget by the investor when production is sold within Ukraine, if this is stipulated by a production-sharing agreement, and if the tax can be paid in kind with production transferred to the investor for ownership in a quantity equivalent to the amount of the tax. The procedure should be approved by the Cabinet of Ministers of Ukraine (part 6 of Article 25 of the PSA Law).

6. THE EXISTING LEGISLATIVE FRAMEWORK FOR THE USE OF SUBSOIL OF SEA AREAS COVERING THEIR VARIOUS LEGAL STATUSES.

The principal element that makes the difference in the legal regulation of subsoil use legal relations is the type of the sea areas where the subsoil is located. In this regard, it should be noted that the principal instrument regulating these matters is the 1982 UN Convention on the Law of the Sea (the "Sea Law Convention"). The 1994 Sea Law Convention received the 60 ratifications required to take effect, and hence has become binding upon its member states. Ukraine acceded thereto after Parliament adopted on 3 June 1999 the Law on Ratification of the 1982 United Nations Convention on the Law of the Sea and the Agreement for the Implementation of Part XІ of the 1982 United Nations Convention on the Law of the Sea with four reservations. After Parliament approved the Sea Law Convention as binding, said instrument of international law became part of Ukraine's domestic legislation (part one of Article 9 of the Constitution of Ukraine) and is now applied in compliance with the procedure stipulated for domestic legislative acts (clause one of Article 19 of Law of Ukraine No. 1906-IV "On the International Treaties of Ukraine" dated 29 June 2004). 

The effect of the Sea Law Convention within this country is based on the general rule of the Ukrainian legislation: if an international treaty of Ukraine, which took effect in compliance with the established procedure, stipulates rules other than those envisaged by a relevant act of Ukrainian legislation, the rules of the international treaty control (clause two of Article 19 of Law of Ukraine IV "On the International Treaties of Ukraine" dated 29 June 2004).

The Sea Law Convention is a universal global instrument that defines inter alia the distribution of sea space, general principles of identifying sovereignty over its parts, as well as the procedure and options for using them. Consequently, any legal relations of the member states, including Ukraine, with respect to said sea areas should be implemented and regulated in accordance with its provisions.

Whereas under Article 2 of the Sea Law Convention, a territorial sea is covered by the sovereignty of the coastal country, its legal status is regulated in many respects by domestic legislation, subject, of course, to the Sea Law Convention and other rules of international law.

At the same time, the regime and procedure for using the natural resources of Ukraine's continental shelf and exclusive maritime (economic) zone (these are legally located outside the territory of Ukraine and are directly regulated by international law) are essentially different. Their constitutional and legislative regulation in Ukraine is based on the implementation of international law, and in particular, the provisions of the Sea Law Convention.

Therefore, it can be concluded that the legal status of the subsoil of the sea areas of the territorial sea, exclusive maritime (economic) zone and continental shelf and the procedure for using them include two basic levels, the observance of international law being the primary one. These provisions have established the general principles regulating these special legal relations, namely the status of the sea areas (and respective subsoil) and the scope of the rights vested in the primary subjects of international law with respect to these areas (and relevant subsoil). 

The second element of the regulatory mechanism is the domestic provisions based on those international law provisions that are binding upon Ukraine. The main purpose of said provisions is to establish a legal framework for using the subsoil located in different types of sea areas and specific usage methods. In turn, this level also has two sublevels: Ukraine's Constitution and laws (codes of laws) and subordinate regulations. 

The first of the above, including the Code of Ukraine "On Subsoil" dated 27 July 1994 ("Subsoil Code"), stipulates general principles and regimes for using subsoil. It is this level that defines not specific but general conditions of using subsoil, irrespective of the usage regime. 

Such general provisions include provisions defining the subjects that can use subsoil, their rights and responsibilities and the types of and time-frames for subsoil use. They also prescribe the basic principles of state regulation and supervision of the use of subsoil, collection of fees and protection of subsoil. 

Another group of this level's regulations cover the use of subsoil under specific regimes, e.g. under production-sharing agreements as stated in Article 4 of the PSA Law. 

As to the level of by-laws, these, being based on national laws, stipulate the procedures and specific aspects of subsoil use regimes. 

It should be noted that at the level of the laws of Ukraine, there is no special document that would regulate said general matters with respect to specific sea areas. The only exception is the regulation of the exclusive maritime (economic) zone under Law of Ukraine No. 162/95-VR "On the Exclusive (Maritime) Economic Zone of Ukraine" dated 16 May 1995 (the "EEZ Law"). The EEZ Law, however, improperly regulates subsoil matters in the exclusive (maritime) economic zone. Moreover, the reference to such sea area subsoil in Article 4 is declarative and does not stipulate any specifics on the exclusive (maritime) economic zone of Ukraine. Besides, the last paragraph of Article 4 states that Ukraine's sovereign rights and jurisdiction over the sea bed and subsoil of the exclusive (maritime) economic zone are exercised in accordance with the Subsoil Code and Ukraine's continental shelf legislation.

It should be noted in this respect that the EEZ Law for some reason does not mention the international provisions, in particular the Sea Law Convention, that constitute the primary level of legal regulation of Ukraine's exclusive (maritime) economic zone, which fact can be interpreted to mean that the domestic law expressly conflicts with Ukraine's international obligations.

Even ignoring the above theoretical flaw, the regulation of the use of subsoil in the exclusive (maritime) economic zone is inadequate. The Subsoil Code defines only distribution of the money derived from the use of the subsoil of said areas (Articles 28, 30 and 31). At the same time, Ukraine has no legislation concerning the continental shelf, to which reference is made in the EEZ Law. 

Therefore, it is obvious that the regulation of the use of the subsoil of the continental shelf and the exclusive (maritime) economic zone is inadequate because of the insufficiency and incompleteness of the special legislation. 

7. REVIEW OF THE RUSSIAN FEDERATION LEGISLATION CONCERNING THE USE OF SUBSOIL OF SEA AREAS. 

The above situation looks even more oppressive in light of the legal regulation developed and introduced in the neighboring Russian Federation, that currently has several special regulatory acts, in particular the Laws "On Subsoil", "On the Continental Shelf" and "On Internal Sea Waters, the Territorial Sea and the Contiguous Zone of the Russian Federation". Besides, a new subsoil code is being drafted intensively.

The Law "On Subsoil" is a Russian analogue of the Ukrainian Subsoil Code. Its principal purpose is to establish a classification of subsoil that will determine the subsoil use regime, the powers of the State to regulate and supervise legal relations in the sphere of subsoil use, subsoil use principles and regimes, and the requirements with respect to the rights and responsibilities of subsoil users. 

On the one hand, the Law is similar to its Ukrainian counterpart. 

It should be noted, however, that the Russian Law "On Subsoil" is constantly being changed. For instance, substantial amendments to this Law are pending in the Russian Parliament, including the following innovations:

· state ownership of subsoil is being changed to federal ownership;

· auctions will replace tenders;

· licensing of the use of subsoil will be replaced with civil law use; and

· clear requirements are being written for subsoil use technical documents.

Even more significant are the amendments aimed at preventing termination by the State of the right to use subsoil for subjective reasons (a definite list of the cases when the right to use subsoil can be terminated by court procedure) and establishing a turnover of rights with only auction and not license-based limitations. Finally, various sections stipulate specific types of subsoil use in contrast to the general usage procedure for all types of subsoil that exists today in both Russian and Ukrainian legislation. 

Said amendments will obviously establish a more detailed special legal mechanism for the regulation of the subsoil of different sea areas, which will in turn promote more effective use of these resources. Besides, substantial legislative amendments are aimed at eliminating most of the existing investment risks, maximizing the investment appeal of subsoil use for businesses, creating a clear and transparent procedure for the State's supervision of rational subsoil use and establishing adequate conditions for full-fledged restoration of the material and raw-materials bases.

The Law "On Internal Sea Waters, the Territorial Sea and the Contiguous Zone of the Russian Federation" plays it’s a significant role in the system of legal regulation of the use of sea areas subsoil; it stipulates the specifics of the legal regime of the Russian Federation's territorial sea and the main principles for carrying out studies, exploration and development (production) in the territorial sea. Besides, it stipulates in detail the procedure for obtaining a permit to carry out scientific research.

The specifics of the legal regime of the continental shelf are also established in a special law. Said document covers not only such general provisions as identification of the borders of the continental shelf or the competence of the State and its bodies in legal relations concerning a subsoil area. It thoroughly covers the specifics of the regulation of geological study of the continental shelf, prospecting, exploration and development of mineral resources and drilling operations on the continental shelf.

It should be noted that the regulation of the activity on the continental shelf, including the use of subsoil, is defined clearly. Only Russia's central federal authority has the right to impose restrictions and specific conditions on the use of subsoil, and only in certain areas in connection with prospective development of mineral resources. This automatically cuts off attempts by local bodies to interfere with businesses' operations by establishing special access conditions.

The Law clearly stipulates the rights and responsibilities of all subsoil users that operate on the continental shelf, as well as those of the public authorities. It states the cases when subsoil users' work on a continental shelf can be prohibited. All these steps ensure better protection of subjects of economic activity from unlawful interference in their activity by central and local authorities. Subsoil users have a "transparent" picture of the framework within which they can legally operate without obtaining any additional permits or approvals.

8. URGENT NEED FOR AN IMPROVEMENT OF THE LEGISLATION CONCERNING THE CONTINENTAL SHELF.

The lack of special continental shelf legislation and the deleterious effect of the existence of the EEZ Law make the legal aspects of subsoil use in said sea areas disorganized or non-existent in Ukraine. 

Besides, subsoil activities in the territorial sea, being actually regulated by the general subsoil provisions without due regard for the specifics dictated by the very nature of such work (the main one being the considerably larger investments required), create the possibility of mass violations because any local authority could theoretically interfere with the activity of interested companies by prohibiting operations or groundlessly requiring various documents, approvals, etc.

Subject to the foregoing, there is an obvious and urgent need to update and improve the system of legislative regulation of the use of sea areas subsoil with due regard for the specifics of its different legal status.

It is necessary to draft and adopt, as soon as possible, a special law concerning the continental shelf which stipulates basic provisions on the use of subsoil in the respective sea areas, bearing in mind Ukraine's international obligations. We discuss the specifics of such a special law later in this report.

The EEZ Law should be substantially redrafted given the need to regulate activities in the subsoil of said sea areas, including under production-sharing agreements. Also, taking into account the specifics of legal regulation, it is necessary to draft and adopt a law concerning the territorial sea. Based on the global practice of similar acts, such a law should comprehensively regulate the issues of the territorial sea and inland waters of the country and its contiguous zone.

It is understood that the above acts must cover a significant spectrum of matters concerning the use by Ukraine and its subjects of the mentioned sea areas. At the same time, the following basic provisions of said laws should govern the use of subsoil in these areas: 

· definition of sea areas, territorial waters, etc. as stipulated by international law;

· main principles of carrying out commercial activities related to the use of subsoil. In this respect, clear distinction must be made between subsoil use on the conditions of production-sharing agreements and other subsoil use regimes subject to the specifics of the PSA Law;

· distinction must be made between the powers of public and local authorities to allow use of subsoil by businesses. Clear provisions should describe the distinct administrative functions of both. The latter requirement is important in view of the need to avoid so-called "double authorization", when one and the same action requires permits from both central and local authorities. As mentioned before, matters relating to the use of subsoil in the exclusive (maritime) economic zone and on the territorial shelf should be resolved by the highest executive agency -- the Cabinet of Ministers of Ukraine;

· clear requirements and criteria for the subjects who can use subsoil in said sea areas. In this respect, it is important to establish an exhaustive list of the rights and responsibilities of said subjects in order to prevent abuse of authority by the central or local authorities if they state unjustified requirements for the subjects. Besides, the requirements for subsoil users should accord with the other special laws related to such activities, and in particular the PSA Law;

· the possibilities and procedure for allowing use of subsoil (tender, auction, etc.);

· rates and specifications (organizational, environmental, economic, etc.) to be met by businesses who have received permission to use the subsoil in sea areas; 

· specifics of subsoil operations (exploration, prospecting and development);

· economic and legal guarantees for subjects who have received, in compliance with the established procedure, permission to carry out commercial operations with respect to the subsoil of said sea areas. As to production-sharing agreements, given the technological specifics of the use of subsoil of these sea areas, it is necessary to establish a significantly higher level of cost-recovery production; and

· a single body should supervise subsoil operations in the sea areas, with exclusive powers, and a set procedure for businesses to contact this body. This body should supervise subsoil operations on both the territorial sea and the maritime (economic) zone.

The special legislation should be improved not only through adoption of new legislative acts, but also through improving existing regulations to secure a profound and detailed legal regulation of the special matters in accordance with international law. 

9. ANALYSIS AND EVALUATION OF UKRAINE'S JURISDICTION OVER SEA AREAS OF VARIOUS LEGAL STATUS.

In order to ensure a more comprehensive consideration of Ukraine's jurisdiction over the sea areas of the territorial sea, continental shelf and the exclusive (maritime) economic zone, including the areas' natural resources, it is necessary not only to establish the legal status of the sea areas, but also to identify the authorities that exercise jurisdiction over them, and the scope of their powers. These powers causenumerous problems that can affect both the form and contents of the State's jurisdiction.

As to Ukraine's territorial sea, Article 5 of Law of Ukraine No. 1777-XІІ "On the National Frontier of Ukraine" dated 4 November 1991 (the "Frontier Law") stipulates, in accordance with the provisions of the Sea Law Convention, that Ukraine's territorial sea includes its coastal sea with the breadth of twelve nautical miles calculated from the line of lowest tide, both on the continent and the islands owned by Ukraine, or from straight baselines connecting respective points. In some cases, a different breadth of the territorial sea may have been established by the international treaties of Ukraine, and if there are no agreements, it is established in compliance with the generally recognized principles and rules of international law. Besides, Article 3, clause 2 of the Frontier Law expressly stipulates that the borders of Ukraine are defined based on the external borders of the territorial sea.

The use of natural resources in Ukraine's territorial sea is of national significance and is under the jurisdiction of the Ukrainian public authorities. According to part one of Article 2 of the Constitution of Ukraine, the sovereignty of Ukraine covers its entire territory and in particular its territorial sea. At the same time, Ukraine's territorial sea in the Black Sea around the Crimean peninsula is part of the territory of Crimea - an integral part of Ukraine. According to the provision of part one of Article 7 of the Constitution of Crimea dated 21 October 1998, Crimea's territory is defined by the borders that existed as of 20 January 1991, the date of entry into force of the Law of the Ukrainian SSR "On Restoring the Crimean Autonomous Soviet Socialist Republic Within the Territory of the Crimean Oblast in the Structure of the Ukrainian SSR". Article 1 of this Law states that the Crimean АSSR was restored "within the territory of the Crimean Oblast", which territory was transferred from the Russian Federation to the Ukrainian SSR in 1954.

Relevant provisions concerning the authorities' various jurisdictions are also found in the Subsoil Code. Parliament's powers to regulate mining relations include the right to define the principal goals of the State's policy in geological studies and in the use and protection of subsoil (clause 2, Article 7); the powers of the Cabinet of Ministers of Ukraine with respect to geological studies and the use and protection of subsoil include inter alia the power to implement State control over geological studies and the use and protection of subsoil, as well as over the formation and use of induced deposits and the processing of mineral raw materials; to prescribe operational procedures for state executive agencies in the sphere of use and protection of subsoil, to coordinate their activities; to prescribe the procedure for using and protecting subsoil and to develop and approve respective standards, rates and rules (clauses 2, 3 and 5 of Article 8). The powers of Crimea's parliament and of the oblast, Kiev and Sevastopol City councils in the regulation of mining relations include inter alia the powers to approve applications for granting subsoil for use with the aim of carrying out geological studies and developing mineral deposits of national significance (clause 2 of Article 9).

Besides, the power of the Crimean parliament to approve subsoil use applications extends fully to concluding production-sharing agreements as a special type (one of several effective types) of subsoil use within the continental shelf, because such agreements are entered into through tenders.

Although production-sharing agreements are entered into through tenders, their goal is to obtain subsoil for use (in specific amounts for specific commercial purposes). Such goals are regulated by the Subsoil Code. 

The Subsoil Code establishes the following rule: applications for the granting of subsoil for use for basically any purpose (development of mineral deposits of national significance, geological studies and purposes other than production of minerals) are considered by the Cabinet of Ministers of Ukraine but are also approved in compliance with the established procedure by the Crimean parliament and oblast, Kiev and Sevastopol city councils respectively (clause 2 of Article 9 of the Code). Respective provisions of the PSA Law (clause 1 of Article 4, clause 1 of Article 5) in this respect agree with the provisions of the Subsoil Code.

Whether the aforementioned apply to the minerals on Ukraine's continental shelf is a complex issue. Crimea, Odessa, Mykolayiv, Kherson and other southern oblasts of Ukraine are, from a legal point of view,  units of Ukraine's administrative territorial system (Article 133 of the Constitution). However, the territory of Ukraine is defined by the borders of the existing National Frontier of Ukraine (part three of Article 2 of the Constitution). According to clause 3 of Article 3 of the Frontier Law, the National Frontier of Ukraine in the sea has been established along "the external border of Ukraine's territorial sea". It can be concluded, therefore, that the above statements concerning the approval of applications apply to the use of subsoil within Ukraine's territorial sea, i.e. its coastal sea waters with the breadth of 12 nautical miles (Article 5 of this Law) and do not apply to the subsoil of the continental shelf, because it is outside the National Frontier of Ukraine.

These approvals may be obtained differently when from the Crimea than when from local authorities, depending on whether the investor-applicant participates in a tender. According to clause 6 of Cabinet of Ministers of Ukraine Resolution No. 1540 dated 2 October 2003 "On Approving the Procedure for Granting Special Permits to Use Subsoil" (the "Resolution"), permits to use a specific subsoil area are granted, as a rule, through tenders. The specially authorized central executive agency in charge of geological studies and rational use of subsoil, responsible for the tender, must negotiate tender conditions for each area with the local self-government bodies, the central executive agency in charge of protecting the natural environment and environmental safety, and also, when subsoil is going to be used for the production of minerals, with the specially authorized central body of executive power in charge of State mining supervision. Applicants who apply for subsoil use permits without undergoing a tender must obtain all of these approvals themselves (clause 7 of the Resolution).

Therefore, attention should be paid to the specific powers of the central authority concerning the use of subsoil in the areas in question. The subsoil of the territorial sea and continental shelf is under the jurisdiction of the State Committee of Ukraine for Natural Resources, acting in accordance with the Regulations approved pursuant to Presidential Decree No. 177/2004 "On the Regulations of the State Committee of Ukraine for Natural Resources" dated 10 February 2004. According to clause 1 of the Regulations, the State Committee of Ukraine for Natural Resources is the specially authorized central executive agency in charge of geological studies and rational use of subsoil. 

It should be noted that the jurisdiction of the State Committee of Ukraine for Natural Resources concerning the conclusion of a production-sharing agreement is exercised subject to the aforementioned specifics: on the continental shelf, its jurisdiction is full and unconditional; within the territorial sea it, includes the approvals of local oblast councils and of the Crimea. 

Thus, managing the subsoil areas within the territorial sea is the responsibility of Ukrainian public authorities and is regulated by the legislation based on Ukraine's full sovereignty. The same powers apply to managing the subsoil on the continental shelf and in the exclusive maritime (economic) zone, but in these cases they are exercised with consideration for Ukraine's sovereign rights to these areas and the restrictions established by Ukraine's international obligations, in particular the Sea Law Convention. 

At the same time, Ukraine's sovereign rights in this sphere are exercised by the central executive agencies and the specific level of powers is determined by the location of subsoil areas, the national- or local-significance status of the minerals, the powers of the central authorities and those of the Crimean authorities and of the local self-government bodies as established by Ukrainian legislation. The question of whether an authority has jurisdiction over resource management and whether its approval is required for the preparation and entering into of a production-sharing agreement is resolved based on said elements.

Therefore, if terms and conditions of a production-sharing agreement affect any interests (economic, environmental or social) of an administrative region contiguous to the subsoil area covered by a production-sharing agreement or the powers of local authorities, then it is necessary to obtain the approval of such local self-government bodies in accordance with their territorial jurisdiction.

This situation obviously has a negative impact on production-sharing agreements and subsoil use in general. The need to obtain approvals/permits first from central and then from local authorities has obvious bureaucratic implications for the subjects involved, and the latter must incur additional costs and spend time to obtain the approvals from the different bodies, although the nature of the approvals is absolutely identical. 

Besides, the lack of comprehensive legal regulations on the processes and stages of obtaining the approvals from local self-government bodies creates a clear opening for abuse by these bodies as the latter may make unlawful demands of those who are interested in obtaining approvals. The demands may consist of setting different requirements for different applicants, requiring unlimited amounts of documents, delaying consideration of data presented and delaying making decisions, etc.

Such a situation should not be permitted to arise, as it not only impedes subsoil use, but may also cause its stagnation and create subsequent industry backlogs, block significant investment into Ukraine and related economic and social breakthroughs in the regions. Based on the practical experience of other countries (in particular, the Russian Federation) we can advise that all powers concerning a country's subsoil and the authorization/prohibition of subsoil use should be vested with a single central authority. This will help to create a single "center" that will not only possess all information required for subsoil use and exercise sole control in this sphere but also unify access by interested persons to subsoil use and execution of all required documents. 

Establishing a single subsoil use management body, possessed of full licensing powers, would greatly simplify the obtaining of permits and eliminate most of the aforementioned investment risks involved in subsoil use (including under production-sharing agreements). 

As stated above in this report, we believe that for subsoil in the exclusive (maritime) economic zone and on the continental shelf, Ukrainian legislation permits naming such a single central authority -- the Cabinet of Ministers of Ukraine. 

As to the exclusive (maritime) economic zone, it should be noted that, according to the Sea Law Convention it is a special-status area outside and contiguous to the territorial sea. The breadth of the exclusive (maritime) economic zone does not exceed 200 nautical miles counted from the baselines from which the breadth of the territorial sea is measured. The delimitation of the exclusive (maritime) economic zone between states with opposite or contiguous coasts is defined through agreements based on international law. Before entering into such an agreement, the states usually reach a mutually acceptable temporary practical concord.

A coastal state has sovereign rights over the exploration and development of its sea-bed and subsoil in the exclusive (maritime) economic zone. These rights are exercised in compliance with the procedure stipulated for the continental shelf, which statement, according to the EEZ Law, is also true for Ukrainian legislation. 

Therefore, although the exclusive (maritime) economic zone is not part of the territory of Ukraine, the State has exclusive sovereign rights concerning the exploration and development of the subsoil in said maritime area, which should be carried out in accordance with the rules stipulated for the continental shelf.

As regards the continental shelf, the Sea Law Convention establishes a general rule, whereby the continental shelf of a coastal state comprises the sea-bed and subsoil of the submaritime areas that extend beyond its territorial sea throughout the natural prolongation of its land territory to the outer edge of the continental margin, or to a distance of 200 nautical miles from the baselines from which the breadth of the territorial sea is measured, where the outer edge of the continental margin does not extend up to that distance. Therefore, the continental shelf is limited to the outer edge of the continental margin. This edge cannot exceed the limits of the sea-bed covered by the exclusive (maritime) economic zone. The continental shelf's borders with other coastal states are established in a manner similar to the procedure stipulated for defining the exclusive economic zone.

As to the rights of states to the continental shelf, it should be noted that the Sea Law Convention expressly stipulates that the coastal State exercises sovereign rights over the continental shelf for the purpose of exploring it and exploiting its natural resources. These rights are exclusive in the sense that if the coastal State does not explore the continental shelf or exploit its natural resources, no one else may undertake these activities without the express consent of the coastal State. Also, the coastal State has the exclusive right to permit and regulate drilling operations on the continental shelf.

It is clear that, under the effective legislation of Ukraine, minerals, including those deposited in the continental shelf and the exclusive (maritime) economic zone, are part of the State Fund of Mineral Deposits. This Fund in its turn is part of the State Subsoil Fund (Article 5 of the Subsoil Code), which is public property. According to part one of Article 13 of the Constitution of Ukraine, the land, subsoil, atmospheric air, water and other natural resources within the territory of Ukraine, the natural resources of its continental shelf and the exclusive (maritime) economic zone are objects of the right of ownership of the Ukrainian people. 

The owner's rights are exercised on behalf of the Ukrainian people (in particular with respect to the aforementioned natural resources) by public authorities and local self-government bodies within the scopes stipulated by the Constitution (part one of Article 13 of the Constitution of Ukraine).

According to clause 5 of Article 116 of the Constitution, the responsibility to manage state-owned facilities has been put with the Cabinet of Ministers of Ukraine, while the Crimea is responsible for managing the property that belongs to the Crimea (clause 3 of Article 138 of the Constitution of Ukraine), and the local self-government bodies are responsible for managing municipal property. These facilities include the "natural resources" owned by villages, settlements, cities and city district communities, as well as the facilities jointly owned by them that are managed by district and oblast councils (Article 142 of the Constitution of Ukraine).

The application of these Constitutional provisions to subsoil is further detailed through definition of the territorial jurisdiction of authorities under the relevant special legislation.

It should be re-emphasized that the procedure for using the natural resources of Ukraine's continental shelf and exclusive (maritime) economic zone -- the areas that are legally outside of Ukraine and are directly governed by international law -- is specific. The relevant constitutional and legislative regulation in Ukraine is based on the implementation of international law, and in particular the provisions of the Sea Law Convention.

In view of the aforementioned specifics of the use of the natural resources of Ukraine's continental shelf and exclusive (maritime) economic zone (constitutional and legislative regulation based on the implementation of international law) and pursuant to Articles 56 and 77 of the Sea Law Convention, although the natural resources of Ukraine's continental shelf and exclusive (maritime) economic zone are outside the territorial sea of Ukraine, under part one of Article 13 of the Constitution of Ukraine, they are the property of the Ukrainian people. Accordingly, the subsoil areas of Ukraine's continental shelf and exclusive (maritime) economic zone that are being used, as well as the subsoil areas that are not in use, are parts of the State Fund of Mineral Deposits of Ukraine, and all previously evaluated mineral deposits constitute the reserve of this Fund as stated in Article 5 of the Subsoil Code. 

According to Article 6 of the PSA Law, the subsoil areas (mineral deposits) that can be granted for use on the conditions of production-sharing agreements should be stated in a list, which is approved by the Cabinet of Ministers of Ukraine upon joint application of the Inter-Departmental Commission and the respective central executive agencies (the "List") upon prior negotiation of the List with local self-government bodies (depending on the type and location of minerals) and published in Ukrainian official publications and foreign mass media. It should be noted, however, that no such List exists today as a single document, which means that the specialized legislation has gaps and therefore does not promote investments through production-sharing agreements (as discussed elsewhere in this report).

The legal framework for the use of the natural resources of Ukraine's a continental shelf and exclusive (maritime) economic zone are set forth in detail in Articles 55 - 58 and 76 - 78 of the Sea Law Convention, in Articles 2 - 6, 10 - 12, 22 and 24 of the EEZ Law and Articles 10 - 34 of Law of Ukraine No. 2665-ІІІ "On Oil and Gas" dated 12 July 2001. 

Ukraine exercises over its continental shelf and the exclusive (maritime) economic zone the sovereign rights to explore, develop and preserve organic and inorganic natural resources in the waters covering the sea bed, on the sea bed and in its subsoil, as well as with the aim of managing these resources and carrying out other activities related to commercial exploration and development of the zone; it also exercises its jurisdiction stipulated by the relevant provisions of Ukrainian legislation and international law concerning the creation and use of artificial islands, installations and structures, maritime scientific research and the protection and preservation of the sea environment. 

Ukraine's rights to explore and develop the natural resources of its continental shelf and exclusive (maritime) economic zone are exclusive in the sense that no one may undertake these activities without Ukraine's consent. These rights of Ukraine, however, do not affect the international legal status of these waters and the air space above these waters and should not hinder ship navigation or the exercise of other rights and freedoms of other states in accordance with international law. 

In considering all of these matters, one has to bear in mind that the rules of international law prevail over domestic legislation. According to the provisions of Article 32 of the EEZ Law, if the Sea Law Convention or another international treaty of Ukraine establish rules other than those of said EEZ Law, the rules of the Sea Law Convention or the other respective international treaty apply. 

In this respect, the obligations of other countries party to the Sea Law Convention can serve as an example. When granting permits to use subsoil within its continental shelf, Ukraine must be guided by the conventional definition of the borders of the continental shelf (as discussed in detail earlier in this section). Besides, the State must also exercise over the continental shelf its sovereign rights with the aim of exploring and developing its natural resources in line with the numerous detailed provisions of Article 77 of the Sea Law Convention. According to Article 81 of the Sea Law Convention, Ukraine can exercise its exclusive rights to allow and regulate drilling operations on the continental shelf for any purposes. The State also has the right to exercise the exclusive rights to build, as well as to allow and regulate the construction, operation and use of artificial islands and other necessary installations as established by Articles 60 and 80 of the Sea Law Convention. Such responsibilities as using the natural resources of the continental shelf in a manner as does not affect the international status of the sea waters and air space above the shelf, not violate free shipping navigation and other rights of other states, in particular the right of these states to lay underwater cables and pipelines on the continental shelf, are stated in Articles 78 - 79 of the Sea Law Convention. If the continental shelf is developed outside the 200-mile area, Ukraine must make deductions and contributions in connection with such activities pursuant to Article 82 of the Sea Law Convention. Finally, according to Article 83 of the Sea Law Convention, Ukraine, like any state, must delimit the continental shelf with its neighboring states.

Subject to the foregoing provisions concerning the role of international law in the regulation of subsoil use within the continental shelf and exclusive (maritime) economic zone outside the territorial sea, it is necessary to outline Ukrainian authorities that exercise the State's powers to regulate subsoil use through production-sharing agreements. Within a specific area of Ukraine's territorial sea, continental shelf and the exclusive (maritime) economic zone, a separate permit is granted pursuant to clause 3 of the Resolution with respect to each type of subsoil use. According to the provisions of clause 8 of the Resolution, permits are granted for the following activities: geological study of subsoil, including trial commercial development of mineral deposits of national significance; production of minerals (commercial development of deposits); construction and operation of underground structures not related to the production of minerals, including facilities for underground storage of oil, gas and other substances and materials, for burying harmful substances and operational wastes and for discharging waste and accompanying waters; creation of geological territories and facilities of scientific, cultural, recreational and health improvement significance; and other needs.

The body that grants a permit has the right to establish special conditions for the use of subsoil, the requirements, rules and standards for using specific subsoil areas, the requirements for quality of products/works, mineral production/processing technologies, the procedure for extracting minerals, types, outputs and operational deadlines and other conditions. 

The Ukrainian Ministry for Protection of the Natural Environment is the specially authorized central executive agency in charge of geological study and rational use of subsoil responsible for granting such permits. 

As to the bodies that exercise Ukraine's sovereign rights with respect to the sea bed of the exclusive (maritime) economic zone and its subsoil, the Ukrainian Ministry for Protection of the Natural Environment exercises its powers directly and through the specially authorized executive agency in charge of the environment and natural resources in the Crimea, through the State Departments for the Environment and Natural Resources in oblasts, in Kiev and Sevastopol, through its other territorial bodies and inspectorates, through the body that manages the territories and facilities of the nature reserve fund of Ukraine, as well as through its subordinate institutions and organizations. While performing its responsibilities, the Ukrainian Ministry for Protection of the Natural Environment interacts with other central and local executive agencies, the Council of Ministers of the Crimea, local self-government bodies and relevant bodies of other states and international organizations.

At the same time, Ukrainian legislation states that matters concerning the use of subsoil of the continental shelf and the sea-bed of the exclusive maritime (economic) zone fall within the powers of the Cabinet of Ministers of Ukraine, the Ukrainian Ministry for Protection of the Natural Environment, the Ministry of Ukraine for Extraordinary Situations and Protection of the Population Against the Consequences of the Chernobyl Accident, the Council of Ministers of the Crimea, local councils of People's Deputies and local bodies of executive power. Other state bodies may have other competencies.

Depending on a stage of the conclusion and implementation of a production-sharing agreement and also depending on the location of a subsoil area, deposit category (national/local), procedure for granting the right to use the area and the powers of the management bodies in the territory of which the mineral deposits are located, subjects interested in obtaining the right to use the subsoil should contact the respective bodies. For instance, if an entity wants to develop the continental shelf in an area adjacent to the territory of the Crimea, it should contact the Cabinet of Ministers of Ukraine, the standing committees, the local authorities -- and in particular the executive agencies in charge of protecting the natural environment and ensuring environmental safety and the central executive agency in charge of state mining supervision. The use of oil-and-gas-bearing subsoil requires, in addition to what has been discussed above, approvals from the central executive agencies in charge of land resources and of water resources.

Also, given that Ukraine has no law concerning the continental shelf, in practical terms, based on the specifics of the international definition of the continental shelf, the rules of law regulating legal relations in the exclusive maritime (economic) zone apply thereto by analogy. Therefore, the implementation of rights and obligations of other states, individuals, legal entities and international organizations is supervised by Ukrainian frontier troops, fishing control, environmental protection bodies, etc., in observance of the interests of other primary subjects of international law.

Considering the foregoing, there is an obvious problem with the broad powers given to the central and local authorities to grant permits to use the subsoil of the  territorial shelf and exclusive maritime (economic) zone. An interested person has to obtain permits and coordinate further activity with the central authorities, and is additionally compelled to contact numerous authorities of the region to which the sea area in question is geographically adjacent. The number of permits needed is very large, and their quality sometimes seems to be rather strange given the subsoil use specifics.

The above problem has two aspects. The first one being the complexity of the special legislation that establishes the central authorities' powers with respect to subsoil use in said sea areas. As a result, it is not always clear what bodies should be contacted with the aim of carrying out said activities. Besides, the language of the regulations of some of the authorities is vague and ambiguous, and consequently the regulations can be interpreted to mean that these authorities should also be somehow involved in the regulation of special legal relations.

Another problem is the general power of local self-government bodies to participate in the subsoil use management of areas adjacent to their administrative units. As discussed above, the existing legislation does not actually limit the powers of even the smallest local self-government bodies with respect to said activities. A practical consequence of this may be the need to coordinate actions and obtain permits from all specialized local bodies, even when similar permits have already been obtained from central authorities. This creates a situation of "double regulation": a document issued by a higher authority must be followed by a lower-level document of similar contents and substance.

Besides, by virtue of the general nature of the regulation of the local authorities' activity with respect to the legal relations in the sphere of subsoil use, certain aspects of their powers have not been prescribed. Consequently, said bodies are able to interpret the legislation broadly by stating that they have certain powers, and interested persons have little choice but to comply with their requirements.

Of course, there is a way out. The interested persons can seek protection of their rights and interests in court and challenge the actions of the above authorities. However, litigation is not a cure-all. The legislative provisions are ambiguous to such an extent that one may not be able to prove in court that the authorities' actions are unlawful. Secondly, litigation red-tape is time-consuming and can tie up the potential subsoil users' resources in such a manner that the users will be unwilling to initiate litigation.
10. PROBLEMS OF DELIMITING THE MARITIME FRONTIER OF UKRAINE.

The Sea Law Convention, to which Ukraine is party, establishes the procedure for defining the borders of states with adjacent or opposite coasts. 

As to the territorial sea, the Sea Law Convention stipulates that where the coasts of two states are opposite or adjacent each other, neither of the two states is entitled, absent agreement between them to the contrary, to extend its territorial sea beyond a median line, every point of which is equidistant from the nearest points on the baselines from which the breadth of the territorial seas of each of the two states is measured. 

Therefore, the maritime borders of Ukraine in the territorial Black Sea should be defined in accordance with the above "median line" rule, unless this issue has been resolved in a separate international agreement between states opposite or adjacent.

As to the exclusive (maritime) economic zone, as discussed above, pursuant to the Sea Law Convention, the delimitation of the exclusive (maritime) economic zone between Ukraine and the Russian Federation must be done by agreement on the basis of international law. Until such an agreement is concluded, the states, acting in a spirit of mutual understanding and cooperation, must use their best efforts to reach a temporary practical arrangement.

Therefore, the establishment of Ukraine's maritime borders depends in many respects on the provisions of relevant international agreements.

As of today, Ukraine's maritime borders have not been finally fixed, as unresolved disputes remain with two neighboring countries, namely the Russian Federation and Romania.

10.1. Ukrainian-Russian maritime frontier.

On 28 January 2003, after numerous negotiations, Ukraine and the Russian Federation signed an Agreement about the Ukrainian-Russian frontier. The Agreement was ratified by Ukraine's Parliament on 20 April 2004 (Law of Ukraine No. 1681-IV dated 20 April 2004) and took effect on 23 April 2004.

The Agreement established the on-shore border between Ukraine and the Russian Federation, but the issue of the maritime borders in the Azov and Black Seas remains unresolved.

Article 5 of the Agreement about the Ukrainian-Russian frontier contains only general provisions concerning the maritime borders, stating that the issues of adjacent sea areas are regulated by agreement between Ukraine and the Russian Federation in accordance with international law. Therefore, under said Agreement, the issue of the maritime borders of Ukraine and the Russian Federation must further be resolved through the conclusion of a relevant international agreement.

As to the current status of the issue of the Ukrainian-Russian maritime border, in negotiations with the Russian Federation concerning the delimitation of the Azov and Black Seas, as well as the Strait of Kerch, Ukraine insists on completing, as soon as possible, the delimitation of the Ukrainian-Russian frontier in this region.

Frontier proposals are being developed with respect to the Azov Sea. Ukraine believes that the Azov Sea should be delimited as inland waters. Therefore, the approach should be that same as in delimiting land.

Experts are working on comprehensive frontier proposals with the aim of finalizing a draft Agreement about the Ukrainian-Russian Frontier in the Azov Sea.

The Strait of Kerch issue is a cornerstone in the negotiations, because the parties find themselves unable to reach any compromise in this respect. The Ukrainian party believes the frontier in the Strait of Kerch coincides with the administrative (republican) border between the Ukrainian SSR and RSFSR. The Russian Federation argues that no legitimately established administrative border has been in existence in the waters of the Strait of Kerch, and there is no need to delimit it today.

Whereas a consolidated text of an Agreement for the Delimitation of the Territorial Seas, the Continental Shelf and the Exclusive Maritime (Economic) Zones in the Black Sea has already been prepared by the parties, the negotiations are focused on the initiation of the delimitation to be done in accordance with international law.

During the twenty third round of the negotiations between the state delegations of Ukraine and the Russian Federation concerning the delimitation of the Azov and Black Seas and the Strait of Kerch, held on 7 December 2005, the parties continued working on the drafts of the Agreement about the Ukrainian-Russian Frontier in the Azov Sea and the Agreement for the Delimitation of the Territorial Seas, the Continental Shelf and the Exclusive (Maritime) Economic Zones in the Black Sea and negotiated the texts of these Agreements as basic versions for further work.

Therefore, the Ukrainian-Russian border in the territorial sea and exclusive maritime (economic) zone and on the continental shelf has not been settled by international treaties between said states, although the relevant political process is rather active.

10.2. Romanian frontier.

In June of 2003, the on-shore border between the two countries (over 600 kilometers long) was finally delimited after the two countries' presidents signed an agreement confirming the Soviet-Romanian border as defined in 1961. 

This way, they established the ultimate on-shore point from which the delimitation of the continental shelf and exclusive maritime zone will be initiated. The maritime border is the most complicated bilateral issue. Also, by this Agreement, Romania waived claims with respect to the Ukrainian island Zmiyiny, since the bilateral Agreement confirms that Zmiyiny belongs to Ukraine but prohibits placing offensive arms thereon.

At the same time, in discussing the Black Sea frontier, Ukraine and Romania failed to agree on the legal definition of the status of the Ukrainian island Zmiyiny. The Romanian party wants to have it designated as a rock, without any right to territorial waters, while the Ukrainian party wants to have it designated as an island with the right to territorial waters.

In connection with said conflict, on 16 September 2004, Romania filed with the International Court of Justice a request to delimit the maritime border with Ukraine, including the continental shelf and exclusive economic zones. In its application, Romania argued that the Ukrainian and Romanian parties recognize the jurisdiction of the Court and acknowledge that the application should be filed with the International Court of Justice. The Romanian party reminded that the two countries entered into an Agreement for Relations of Good Neighborhood and Cooperation in 1997 and later made an inter-governmental agreement thereto, and that 24 rounds of negotiations concerning the delimitation of the border have been held since 1998 through the date of submission of the application. In the opinion of Romania, the negotiations have gone on for too long; hence, the Romanian party doubts they will achieve their goal. 

On 15 August 2005, Romania submitted to the International Court of Justice its Memorandum in the Case of the Delimitation of the Continental Shelf and Exclusive Economic Zones between Ukraine and Romania. In accordance with the Court's procedure, authentic copies of this document was delivered to Ukraine. Said step was accomplished in accordance with the schedule for submitting procedural case documents established by the International Court of Justice in October of 2004. Ukraine must file its Counter-Memorandum before 19 May 2006.

On 22 March 2005, the Foreign Ministers of Ukraine and Romania agreed to renew negotiations over the delimitation of the continental shelf and exclusive economic zones in the Black Sea, and the relevant Ukraine-Romania experts' negotiations were held on 14 - 15 April 2005. The experts discussed the coordination of cartographic and geodetic data and delimitation principles and methods and exchanged opinions on both parties' approaches. The negotiations are proceeding parallel to and without prejudice to the International Court of Justice proceedings. The Ministry of Foreign Affairs of Ukraine has stated its hope that litigation can be avoided and that the parties will resolve their dispute by negotiations only.

Subject to the foregoing, it can be concluded that the maritime border between Ukraine and Romania has almost been delimited. However, there remains the problem of defining the status of Zmiyiny island: Romania does not want to have it recognized as an island. The final delimitation of the territorial waters between Romania and Ukraine will be made depending on how the above is resolved (by bilateral negotiations or in the International Court of Justice).

The uncertainty of Ukraine's maritime borders is, of course, a substantial hindrance to using subsoil (including under production-sharing agreements) in the sea areas that have not been identified as belonging to a specific country. The heart of the problem is that, until the sea areas have been finally identified, not only the countries they belong to but also the legal regime of subsoil use to be applied in connection with the identification remain unclear. Therefore, there is no other way out, but to use best efforts to intensify the negotiations to have the sea areas identified as soon as practicable.

11. THE NEED FOR A CONTINENTAL SHELF LAW.

As mentioned earlier in this report, the continental shelf is of utmost importance given its raw materials potential and the directions in the development of subsoil use. Besides, its legal status is special. Consequently, most maritime countries have special legislation exclusively related to their continental shelves and their use. 

Therefore, Ukraine's lack of a special law regulating the continental shelf is one of the major flaws of Ukrainian subsoil use legislation. It is clear that the need for a special law arose as soon as Ukraine became an independent state. One has to admit, however, that progress on this issue has been slow.

In the absence of a continental shelf law, most issues must be resolved via general regulatory subsoil use acts, some issues of which remain unresolved. This situation impedes the development of Ukraine's continental shelf's riches. More importantly, said development requires significant financial contributions, and domestic resources are insufficient for the task at the current stage of the Ukrainian economy's development. Therefore, the best chance for developing the continental shelf is to attract foreign investments, and production-sharing agreements serve as the most effective tool in this respect.

The continental shelf's unclear status, and the ambiguity of some of its specific aspects keep investors from investing significant funds in activities that lack even basic legal grounding. Therefore, the lack of the continental shelf law remains a major obstacle in the development of the continental shelf, in particular through foreign investments.

Consequently, the need for the special law is obvious. It is necessary to define the essential provisions to be incorporated in the law in order to make it as effective and complete as possible (unfortunately, practical implementation of the law does not depend solely on its contents and quality). It is also necessary to take into account the specifics of the continental shelf regulation that must be effected in strict compliance with Ukraine's international obligations, and in particular the Sea Law Convention.

Given these facts, the law must contain a clear definition of the concept and borders of the continental shelf, sea bed and underwater subsoil outside Ukraine's territorial sea along its entire natural prolongation. The continental shelf definition must be applicable to all (without exception) islands of Ukraine.

The law should also include a separate section defining the special concepts related to the specifics of the continental shelf, e.g. use of the continental shelf, doing business on the continental shelf, maritime scientific research on the continental shelf, maritime resource research on the continental shelf, etc. Separate provisions should cover the issue of burying substances and waste on the continental shelf.

The next step would be to define Ukraine's rights to the continental shelf, as well as the public authorities' powers in this area. This issue should be dealt with in a meticulous manner, considering the above-mentioned flaws in current legislation in the area of the public authorities' powers with respect to the continental shelf: local self-government bodies are actually involved in the regulation of special legal relations. Said flaws can and must be cured under Ukrainian legislation, because they create a real problem of "double regulation" of the same matters and promote abuse by local authorities.

Subject to the foregoing, it is necessary to establish clearly the State's rights to the continental shelf in compliance with Ukraine's international obligations. Such rights may include the sovereign rights to explore and develop the continental shelf and its mineral and live resources, the exclusive rights concerning drilling operations and permits with respect to such operations, Ukraine's jurisdiction in laying Ukrainian communications, protection and preservation of the sea environment, scientific research, etc. In this regard, it is necessary to define the exclusive powers of the central public authorities in exercising the powers of the State: regulatory, supervisory, registration, protection responsibilities and organizing the use of the continental shelf, including through the conclusion of production-sharing agreements.

The law should also include provide for the specifics of the regulation of the geological studies on the continental shelf, and for the exploration, prospecting and development of the mineral resources in view of the very nature of the continental shelf. These specific provisions may include particular regulations on licensing, operation fees, restrictions and responsibilities for certain activities. 

Emphasis should be placed on the regulation of types and the procedure for using live resources (exploration, production, commercial cultivation, artificial reproduction), granting the right to use the live resources, the procedure and conditions for granting relevant permits (licenses) and the responsibilities of those who do live resources business on the continental shelf.

Another conceptual issue is the regulation of environmental protection, in particular the burial of wastes and other materials on the continental shelf, and sea accidents. It is important to establish a balance between protecting the State's environmental interests and the commercial development of the continental shelf. 

The persons interested in using subsoil on the continental shelf should see in the special law provisions concerning the possibility and goals of granting continental shelf areas for exploration, prospecting and development of mineral resources, research works, data collection and other activities.

In this respect, it is important to define a procedure for submitting a request for carrying out exploration, prospecting and development of mineral resources on the continental shelf, it’s the contents of such requests and a procedure for considering them. The latter must establish clear deadlines for the consideration of requests, eliminating the possibility of having them extended on more than two occasions provided that all necessary information has been presented (the list of such required information should be specific and exhaustive) and the rights of interested persons within the framework of the procedure for considering requests.

The grounds for denying a permit to carry out exploration, prospecting and development of mineral resources on the continental shelf should be set forth in an exhaustive list. The grounds for denial should be general: Ukraine's security, protection of the environment, securing the exercising by Ukraine of its sovereign rights and failure to carry out only those activities that are stipulated in the request and that are lawful.

In view of the legal status of the territorial shelf as determined by the international law, it would be more rational and expedient to establish a single body authorized to handle all matters related to such operations, including authorizing and supervising such operations, as well as managing natural resources. Taking into account the specifics of the businesses that have the resources required to undertake activities in said areas, the Cabinet of Ministers of Ukraine should act as this single body.

As a separate matter, it is necessary to address the status of information received in the course of operations/exploration conducted on the continental shelf. This information should be submitted to the relevant specially authorized central authority. However, the exclusive right to use this information should be vested with the person that collected this information.

Finally, recognizing production-sharing agreements as being a major tool for attracting the capital needed to develop the continental shelf, the continental shelf bill should be based on the principles of the PSA Law that secure and protect the interests of the investor. 

Given the need for updating such provisions of the PSA Law (as discussed earlier) as the possibility of solving all PSA subsoil use matters before concluding a production-sharing agreement, including the simplified procedure for granting permits, and higher rates (proportions) of cost-recovery production for cases when production is carried out on the continental shelf due to the technological specifics and significant cost of such operations.

12. MAIN PROVISIONS OF THIS REPORT

12.1. Harmonizing PSA legislation with other relevant laws, eliminating conflicts between various laws and establishing the clear priority of the PSA Law over other pieces of legislation.

Efforts to harmonize other Ukrainian legislation with the PSA Law should focus on improving 18 separate Codes and Laws, of which the ones most in need of work are the: 

· Civil Code

· Commercial Code

· Customs Code

· Subsoil Code

· Land Code; and also the

· Law "On Protecting Economic Competition"

· Law "On Environmental Audits" and

· Law "On Local Self-Government in Ukraine".

12.2. To propose amendments to the Law "On Production-Sharing Agreements" and the Law on Incorporating Amendments into Certain Legislative Acts on Relevant Matters With the Aim of Eliminating Gaps During the Signing of Certain PSAs between the Cabinet of Ministers and Investors Who Become Winners of an Open Tender.

Both the PSA Law and the Law "On Amendments to Certain Legislative Acts of Ukraine" dated 8 June 2000 require amendment in their own right. The most important improvements needed can be summarized as follows:

· Freedom of contract between the parties should be paramount;

· The Cabinet of Ministers of Ukraine should represent the State;

· Prior to signing of a production-sharing agreement, all questions relevant to the issuance of the permits necessary to begin operations should have been resolved between the parties and codified in the agreement;

· The procedures for issuance of permits, holding of tenders and conducting of expert evaluations should be simplified and streamlined as much as is practicable;

· The caps on cost-recovery production should be raised; and

· The system of taxation and payment of same with production should be simplified and made all-inclusive.

These are far from the only changes that need to be made, but these are perhaps the most important drawn from a list of many also important changes that need to be made.
12.3. Analysis, harmonization and improvement of the PSA bills pending in the Verkhovna Rada of Ukraine.

· When drafting bills that are not directly related to the PSA Law but affect or may affect PSAs, their impact on PSAs is frequently overlooked, and thus the possibility pf potential conflicts between the PSA Law and other laws is created. When drafting such bills, it is necessary to always take into account their correlation with the PSA Law and to harmonize them with this Law by using such approaches as making them non-applicable to PSAs; giving the PSA Law and effective production-sharing agreements priority over the bill; harmonizing the provisions of a bill with the PSA Law in detail. 

· Provisions of bills that harbor potential conflicts with PSAs (in particular, those concerning the potential conflict between the PSA Law and the Subsoil Code of Ukraine, unnecessary issues already covered by the PSA Law, etc.)should be avoided, e.g. some provisions of Bill No. 5004.

· The correlation between the draft of the Subsoil Code and the PSA Law should be stated more clearly, considering our proposals on the currently effective Subsoil Code of Ukraine. 

· Bill No. 7671 should be rejected, as it can cause practical problems with the introduction of PSAs, in particular with respect to issuance of licenses.

· We agree that Bills Nos. 6035 and 7688 concerning the operation of the fuel and energy complex in the special period are basically in line with the PSA Law. However, given the current need for significant foreign investments in subsoil use, in particular for the development of the Black Sea continental shelf, we believe it would be expedient to limit the scope of these Bills with respect to production-sharing agreements and to grant foreign investors additional rights concerning non-interference with their commercial activities on the part of authorities, at least in peaceful times.

· Lack of harmonization of bills should be avoided. The draft of the Law of Ukraine "On Incorporating Amendments into the Law of Ukraine 'On Oil and Gas'" is an example: a provision was proposed that directly affected the use of oil-and-gas-bearing subsoil on production-sharing conditions that are regulated by the PSA Law, although the Law "On Oil and Gas" itself does not apply to such relations. 

· We believe the provisions of the Bill "On the Coal Industry" (submitted on 22 September 2005 and registered as Bill No. 8190) concerning the development by a non-state investor of a subsoil area (areas) or parts of a coal deposit outside mining allocations of operating enterprises on the basis of a production-sharing agreement are expedient. However, it is necessary to reduce the rate and stipulate that development can also be carried out on other grounds stipulated by the legislation of Ukraine (e.g. under a license).

· The provisions in all bills concerning local self-regulation should be harmonized or include our relevant proposals stated with respect to the effective laws.

12.4. Analysis and evaluation of the existing PSA regulations (by-laws) and development of a recommendation concerning the improvement of the existing regulations and development of new required regulations. 

· The following provisions of the Regulations of the Inter-Departmental Commission in Charge of the Organization of the Conclusion and Implementation of Production-Sharing Agreements, approved pursuant to Cabinet of Ministers of Ukraine Resolution No. 509 dated 16 March 2000:

· establishing closer communication between investors and the Inter-Departmental Commission;

· coordination by the Inter-Departmental Commission of the drafting and negotiation of an agreement;

· procedure for holding complex inspections by the Cabinet of Ministers of Ukraine with the participation of the Inter-Departmental Commission;

· liability of the members of the Inter-Departmental Commission.

· The following issues should be resolved based on Cabinet of Ministers of Ukraine Resolution No. 741 "On Using a Portion of Produced Production that Remains Owned by the State in Accordance with Production-Sharing Agreements" dated 28 April 2000: 

· to stipulate the powers and aspects of the operation of the body that would be selling the state-owned portion of the production;

· to establish a procedure for paying and transferring to the State Budget the proceeds from the use (sale) of production.

· There are several proposals concerning the improvement of the Procedure for Registering Drafts of Production-Sharing Agreements and Carrying Out the State Registration of a Production-Sharing Agreement (Cabinet of Ministers of Ukraine Resolution No. 1756 dated 29 November 2000):

· to expressly stipulate the requirements concerning the execution of the cover letter and to simplify them as much as possible;

· the requirement to affix a seal to certain documents must be optional for foreign legal entities;

· to define the deadlines for the issuance of the certificate of State registration of a PSA;

· to stipulate the investors' right to receive a certified copy of a PSA and of any other materials available in the PSA file. 

· The following provisions of the Instructions Concerning the Drafting, Negotiation and Signing of a Production-Sharing Agreement, approved pursuant to Ministry of Economy and European Integration of Ukraine Order No. 249 dated 23 October 2001 should be clarified: 

· protocol of intent concerning the procedure, conditions and term for the drafting of the agreement should be made only if the investor agrees to do so;

· to stipulate in greater detail the procedure for interaction between the Inter-Departmental Commission and other authorities, institutions and organizations and to define clearly the persons responsible for these links, in particular with respect to expert evaluations and obtaining approvals from local self-government bodies;

· to stipulate clearly the procedure for formation, responsibilities and powers of the representatives of the Inter-Departmental Commission and its experts;

· to stipulate the responsibility of the Inter-Departmental Commission to inform the investor of all developments concerning a PSA;

· to stipulate clearly what happens when no agreement is reached between the Inter-Departmental Commission and the investor with respect to PSA provisions. 

· We have the following recommendations concerning the Instructions on Organizing the Holding of A Tender for the Conclusion of a Production-Sharing Agreement, approved pursuant to Ministry of Economy and European Integration of Ukraine Order No. 249 dated 23 October 2001:

· in addition to copying the provisions of the PSA Law, it is necessary to pay more attention to the practical issues that may arise during preparations for and holding of a tender (e.g. to stipulate a clear procedure for investors to submit their inquiries on any routine matters);

· there is no need to impose on investors additional responsibilities and regulations that are not stipulated in the PSA Law. 

· The following regulations should be approved:

· List of the Subsoil Areas (Deposits of Minerals) That Can Be Granted for Use on the Conditions Stipulated by Production-Sharing Agreements;

· List of the Subsoil Areas of Scientific, Cultural or Nature-Reserve Significance that Cannot be Granted for Use on the Conditions of Production-Sharing Agreements;

· Procedures for the State control and supervision of work, stipulated by a production-sharing agreement, to be effected by the bodies of executive power in accordance with their powers;

· Procedure for the payment by the investor of the tax levied on the profit derived as a result of performing on a production-sharing agreement;

· Specifics of the payment procedure, deadline and records of the taxes paid under a multilateral production-sharing agreement or when the investor is an association of legal entities;

· Procedure for paying and transferring to the Budget the value-added tax payable to the Budget by the investor when production is sold in Ukraine.
12.5. The existing legislative framework for the use of subsoil of sea areas covering their various legal statuses. 

While reviewing the existing legislative framework for the use of subsoil of sea areas covering the various legal statuses thereof, we have considered said regulations in detail and found the following flaws that must be cured in order to optimize the special legal regulation of the use of subsoil of sea areas:

· the system for legal regulation of the use of subsoil of sea areas is incomplete as it does not take into account the specifics of said type of subsoil use;

· lack of special legislative acts concerning the territorial sea and continental shelf;

· imperfect EEZ Law that lacks important subsoil use provisions;

· lack of sufficient regulation of the application of production-sharing agreements as a major tool for attracting investments in the development of subsoil of sea areas;

· scattered and non-harmonized subsoil use regulations.

12.6. Review of the Russian Federation legislation concerning the use of subsoil of sea areas 

Based on our review of the successful legal regulation of the legal relations on the use of subsoil in the Russian Federation, the following substantial advantages thereof should be taken into account in Ukraine's legislative efforts:

· strict control of central authorities over the use of subsoil of sea areas;

· consequently, limitation of interference by local authorities and self-government bodies in this process;

· clear exhaustive requirements of interested subsoil users, to avoid abuse (the law does not prescribe additional requirements but implies they can be stated);

· developed special legislation regulating sea areas, including the use of the subsoil of sea areas.

12.7. Urgent need for an improvement of the legislation 

When reviewing the current legislative framework for the use of subsoil of sea areas covering the various legal statuses thereof, we discovered the following issues that must be resolved in order to optimize the special legal regulation of the use of subsoil:

· a distinction must be made between the use of sea areas subsoil on the conditions of production-sharing agreements and other subsoil use regimes subject to the specifics of the PSA Law;

· a distinction between the powers of central (preferably the Cabinet of Ministers of Ukraine) and local authorities in allowing businesses to use subsoil and a clear distinction between the administrative responsibilities of said two levels of authorities. The latter distinction is important in view of the need to avoid so-called "double regulation" when permits for the same activities must be obtained from both central and local authorities;

· clear and exclusive provisions and standards (organizational, environmental, economic, etc.) in special laws to be observed by the subjects of economic activity who have been authorized to carry out activities with respect to the subsoil of said sea areas;

· it is necessary to define and settle the specifics of subsoil operations (prospecting, exploration and development);

· to improve the PSA Law, in particular to include special provisions concerning the use of subsoil in said areas;

· to develop and adopt special legislative acts concerning the territorial sea and continental shelf, bearing in mind Ukraine's international obligations.

12.8. Analysis and evaluation of Ukraine's jurisdiction over sea areas of various legal statuses

While drafting the relevant report section, we found the principal issues to be taken into account and resolved are:

· confusing provisions of the special legislation concerning central authorities' powers with respect to the use of said sea areas of subsoil: it is not always clear what bodies should be contacted with the aim of carrying out respective activities;

· the regulations concerning local self-government bodies' powers are unclear or ambiguous and can be interpreted to permit said bodies to be involved in the regulation of special legal relations;

· general powers of local self-government bodies concerning their participation in the management of the use of the subsoil in areas adjacent to their administrative units;

· the problem of so-called "double regulation", when a document issued by a higher authority is duplicated by a document with similar contents and/or substance issued by a lower-level authority.

12.9. Problems of delimiting the maritime frontier of Ukraine

Today, Ukraine has two basic problems in defining its sea borders, that hinder the use of the subsoil of the respective sea areas because of their unclear status. These problems exist with:

· the Russian Federation: sea borders have not yet been defined. Although drafts of the agreements for the delimitation of the Azov and Black Sea borders are being actively negotiated and there is a hope they will be signed, the negotiations concerning the border in the Strait of Kerch have actually been suspended because of a lack of agreement between the parties;

· Romania: there is a problem with the legal definition of the status of the Ukrainian island Zmiyiny: Romania wants to have it designated as a rock, without the right to territorial waters, while Ukraine wants to have it designated as an island, with the right to territorial waters. The issue is being resolved in two ways: through negotiations and in the International Court of Justice.

12.10. The need for a continental shelf law

This section states the need for the development and adoption of a special law about the continental shelf in view of its utmost importance given its potential, because:

· without a continental shelf law, the majority of specific and special issues will be governed by the general subsoil use regulations; as a result, some of them remain unresolved;

· this leads to higher investment risks and less interest in the Ukrainian continental shelf on the part of subsoil user investors; the development of subsoil in said areas is actually suspended because the State does not have the funds required for investment;

· lack of a special law does not promote the image of Ukraine as being a rule-of-law State.

Therefore, the continental shelf law should be drafted and adopted without delay. The following provisions must be included in the law: 

· clear stipulation of the State's rights to the continental shelf in accordance with Ukraine's international obligations;

· the specifics of the regulation of geological studies of the continental shelf, of prospecting, exploration and development of mineral resources based on the very nature of the continental shelf;

· possibility and goals of granting continental shelf areas for prospecting, exploration and development of mineral resources, research efforts, data collection and other activities;

· establishing a single body authorized to handle all matters related to such operations, authorizing and supervising the operations, as well as managing natural resources (preferably the Cabinet of Ministers of Ukraine);

· recognizing production-sharing agreements as being a major tool for attracting capital needed to develop the continental shelf's subsoil. The continental shelf bill should be based on the principles of the PSA Law that secure and protect the interests of the investor.
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