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ABSTRACT

Starting with evidence that United Kingdom Continental Shelf oil and gas companies
have benesfitted very dispropartionately from the recent penod of very high oil prices, this
paper traces the history of this weakness in the UK's petraleum fiscal regime Evidence
15 provided that the progressive relaxations in the UK's petroleum fiscal regime in 1883,
15987-88 and 18993 were” largely unnecessary to stimulate the development of new,
smaller, ‘'marginal’ fields; misgurded in thair assumption that such fields were more costly
to develop than earlier counterparts of larger conmtemporary fields, and impotent
compared with the effects of oil price movements. The paper concludes with a
canceptualsation which illuminates why these failures of policy were not just random:
they ameargad from the UK's 'non-proprietonal’ stance with respect to the country's oil
gnd gas resources, a stance which assumes responzibility for oil company profitability
and vainly tries to counter market forces at the expense of government revenues,
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1. Introduction

& little noticed fact of UK fiscal policy was that as the (Brent) oil price rose from
S55/Marrel to 572 between 2005 and 2007, the UK's tax revenues from its still
substantial oil and gas production actually went down from £9.4 billion to £7.8
billion (Table 1). It is probably safe to assume that no other il and gas-producing
nation had such an experience. Why did the UK - paniicularly given that at $55

per barrel oil prices were already way above costs, and that any increase from



this level would therefore imply pure windfall profit for companies? A superficial
response would be that such a decline in the UK's fiscal revenues at such high
and rising ofl prices must reflect the decline in UK oil and gas production. But did
it? It is certainly true (see Table 1) that since the turn of the century UK oil and
gas production has been declining sharply: oil by 44% from its 1999 peak and
gas by 35% from its 2000 peak. It is also true that between 2005 and 2007 in
particular, the UK's total oil plus gas equivalent production fell by as much as
18%. However, the comesponding inference that it was to be expected that
revenues should decline pro-rata with production is entirely misplaced.
Production may have been declining, but rising prices resulted in rising profits:
the Met (after depreciation) Operating Surplus from the UK Continental Shelf
(UKCS) rose by £4.2 billion between 2005 and 2006 (as tax revenues fell) and in
2007 this surplus was still above its 2005 level, but tax revenues were £1.5 billion

less (Table 1)

Table 1: UKCS Produchon, Prices, Profits and Taxation 1280-2007

Making this particular point though, is just te pick up on a striking symptomatic
anomaly - for there are three more general indications that something 1s amiss
with the UK's petroleum fiscal regime. Firstly, despite the introduction of a
Supplementary Corporation Tax ('Supplementary Charge') of 10% in January
2001, and its subsequent increase to 20% in January 2006 (see Appendix 1), the
surplus which UKCS companies accumulated between 2002 and 2007 was an

astronomical £63.9 billion {Table 2), This is whal UKCS companies were left with



after meeting all their costs in the UK, wmcluding taxes and investment This was
well in excess of the UKCS tax revenue accruing 1o the government during this
period, |t was also, notably, more than three times the fiscal stimulus which the
government has applied 1o the whole economy in the wake of the financial crisis

(HM Treasury 2008).

Table 2: UKCS Company Post Tax and Investment Surpluses Since the Introduction of

the Supplementary Corporation Tax Charge

Secondly, comparing the profitability of the UKCS company sectaor with the non-
UKCS company sector, their average pre-Corporation Tax rates of retumn
between 2002 and 2007 were 26.1% and 12.2% respectively (Table 1), In other
words, after meeting all their special tax obligations including the Supplementary
Charge of 20%, UKCS companies enjoyed an enormous margin of profitability

over non-UKCS companies.

Thirdly, and looking now to Figure 1, while it is the case that the UK
government's fax take per barrel of production has been increasing both
absolutely and as a percentage of the oil price, it is still low in a historical
perspective and in relation to the oil price: claiming only 515 out of a 2007 unit
sales value of 380 per barrel of oil and gas equivalent seems rather generous.’
Moareover, as a share of unit sales value, the government's fake fell from 34% in
2005 to just 25% in 2007. Already we seem to have prima facie evidence that

something is wrong with the UK's petroleum fiscal regime



Figure 1: Tax Take per Barrel Equivalent of UKCS Ol and Gas Production

On the other hand, perhaps this relatively light fiscal burden on the UK's il and
gas production can be justified? Here two arguments are commonplace. Firstly,
and as will be demonstrated in detail in the sections below, it is argued that low
taxation 1s to stimulate investment. Just focusing for the moment on the recent
past, Table 3 shows that this argument is without foundation: the most that has
been reinvested in the UKCS by companies in the last eight years has been 25%
of Gross (including depreciation) Operating Surplus. Three guarters was not.
Secondly, it is argued that companies could not withstand further increases in tax
because of dramatically increasing operating costs (e.g Qil & Gas UK, 2008, p.8;
p.28). While this argument has already been seen to be without foundation given
the increasing profits we have identified, it is still worth consideration with other
data., Table 3 reveals that UKCS operating costs have indeed increased about
threefold to over $11/barrel since 2000, However, as a proportion of unit sales
value the increase has been much less dramatic and in 2007 only represented
19% of the UK's unit sales value per barrel of oil and gas equivalent. To bring
these paints home in another way, In 2007 the unit sales value of a UK barrel of
oil and gas equivalent was 360, operating costs were $11 per barrel and tax was
215 per barrel. This still left the company take for re-investment and dividends at

234 per barrel of oil and gas equivalent — more than half of unit sales value .

Table 3: investment in and Operating Costs of the UKCS 1980-2007



These introductory points indicate that there are weaknesses in the UK
pefroleum fiscal regime which have prevented the UK government and its
citizens from benefiting from the recent dramatic increases in oil prices In the
same way that other oil and gas producing countries have. They also indicate
that there are two lines of enguiry which need to be pursued in order to establish
why this has been the case. Firstly, there are conjunctural questions about why
the current fiscal regime has not been delivering despite the introduction of, and
subsequent increase in, the Supplementary Charge. Secondly, there is clearly a
longer-term historical problem with its roots in the nineteen eighties. Table 1
shows that the government claim on company surpluses was much higher in the

nineteen eighties. Why and how was it reduced?

Answering these latter queshons s the main task in this paper and, as we shall
see, they also provide the historical keys to answer the conjunctural gquestions,
We shall approach them by exploring what changes have been made to the UK's
petroleum fiscal regime since 1980, why they were made and what were their
consequences. Reflecting the relative dearth of academic work on the
performance of government policy with respect to the UKCS, there are few
previous pieces of research which engage directly with this territory and none
which does so consistently over the almost three decades since the UK became
self-sufficient in oil. Martin {1997) is most directly pertinent with an evaluation of
the relative impacts of government tax policy vs. technological change on UKCS

hydrocarbon production between 1985 and 1995, The work of Kemp, Cohen



et |

Stephens and Seymour has partially engaged the termtory (e.g. Kemp and
Cohen, 1980, Kemp, 1992, Kemp and Stephens, 1996, 1997; 2000; Seymour,
1880).° Other work has focused on specialised aspects of the UK's petroleum
fiscal regime (e.g. Devereux. 1983A, 1983E, Devereux and Morris, 1983A,
19838, Faveroc and Pesaran, 1994, Kemp and MacDonald. 1994; Saunders,
1987), taxation principles and future policy (e.g. Bland, 1991; Boyle, 1884, Bond
et al, 1987; Rowland and Hann, 1987, Zhang, 1997) or government strategy
(e.g. Anderson, 1993; Hann, 1988, Noreng, 1980). Rutledge and Wright (1998)
previously established that the UKCS petroleum fiscal regime was weak in the
past {between 1986 and 1996) and that this could not be justified by generic
criteria such as historical and international comparisons, relatively poor UKCS
profitability (both in relation to the rest of the UK company sector and oil industry
investment elsewhers in the world) and the particular risk associated with oil and
gas industry investments. However, missing from the Iterature has been an
evaluation of the UK's petroleumn fiscal regime in terms of the outcomes of
changes to it - seen in relation to the original objectives which it was professed
these changes were designaed to achieve. What were the professed objectives of
the many relaxations in the UK's fiscal regime and did the latter succeed or fail in

terms of these objectives?

2. A Brief History of the UKCS Petroleum Fiscal Regime



Appendix 1 provides an outline of the changes which have been made o the UK
petroleumn fiscal regime since its inception. It reveals, first of all, a steady
tightening as the UK got to gnps with its newly discovered hydrocarbon riches
and the implications which they might have for government revenues. The
starting point, in 1964, was to claim a 12.5% royalty. But it soon became
apparent, particularly after the dramatic increases in oil prices of 1973, that this
was too weak an instrument with which to claim a fair share of rapidly escalating
oil revenues for UK citizens, In 1975 therefore a new tax, Petroleum Revenue
Tax (PRT), a tax on cash flow, was chosen as the preferred instrument for
claiming the government's share of oil rent Tax aveidance was also curtailed by
ring fencing field operations for tax purposes. Subseguently, there were
substantial increases in PRT up to a peak of 75% in 1882 A Supplementary
Petroleum Duty had been introduced by the first Thatcher government the
previous year in response to dramatically high oil prices, but this was dropped in
1982 in favour of a higher basic rate of PRT and the introduction of Advance PRT

in order to accelerate its collection.

From this taxation highpoint the next 10 years showed a progressive relaxation in
the UK's petroleum fiscal regime, This involved three components: (a) targeted
reductions in royalty obligations (b) a set of tax breaks which included breaching
the original ring-fencing of PRT and (c} finally, the reduction of the rate of PRT

and its partial abolition. To these different relaxations were added, coincidentally.



the effects of reductions in standard Corporation Tax from 52% in 1983 down to

33% by 1993.

Figure 2: Indices of UK Production, Taxation and International Gil Prices 1980-2007

Figure 2 illustrates the broad effect of these changes: the index of tax revenues
fell very steeply and its relationship to both production and prices was changed
quite fundamentally, The changes induced may be broadly characterised as the
achievement of a disassociation between taxation and both production and
prices between 1986 and 1991, followed by a disassociation between taxation
and production between 1991 and 2000. These changes may be brought into
sharp relief by looking at the UK government's tax take in relation to production in
1986, 1993 and 1899 (Table 1) in 1986 the oil price was $14/barrel, cil and gas
production was 1656 millions of tonnes of oil equivalent (mtoe) and tax revenues
were £4 8 billion; in 1993 the oil price was $17/barrel, oil and gas production was
160.1 mioe and tax revenues were just £1.3 billion: in 1999 the oll price was
$18/barrel and production of 227 9 mice was associated with revenues of £2.6
bithon. In other wirds, production in 1999 was 38% greater than i hag beem i
1986, but revenues were 46% less in money-of-the-day (considerably less in real
terms) even though the oil price was higher. Significant windfalls therefore
escaped the UK government and UK citizens without, as we shall see, a
commensurate regponse from companies in terms of increasing investment.  If
the tax take per barrel achieved in 1986 (£3.87) had been replicated in 1999,

government revenues would have been £6 6 billion rather than £2.6 billion,
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Locking again at Figure 2 and at Table 2, it might seem that there may have
been a reason for the weakening in the UK's pefroleum fiscal regime: production
had started to decling from its 1986 peak and investment was also in decline,
The measures which weakened the UK's petroleum fiscal regime might therefore
be seen in this light: that they were driven by an apparent decline in UK
production and investment, and that they actually succeeded not only in arresting
that decline but also in stimulating very substantal increases in the production of
both oil and gas. The implication is that the weakening in the UK's petroleum
fiscal regime was not only justified but also necessary in order to secure a future
for UKCS production. It is this general hypothesis, which has underpinned
govermnmment policy, that the rest of this paper is mainly concerned to investigate —
for if it is not true then govermment policy towards the UKCS over the past 25
years would be deemed to have sacrificed government revenue to no avail, an
outcome which would amount to a failure of the stewardship which governments

should exercise over natural resources on behalf of sovereign citizens,

3. The 1983 Relaxations: PRT reliefs and Selective Abolition of Royalties

The first of the relaxations in the UK's petroleum fiscal regime post-1982 involved
PRT reliefs {removal of advanced payments; cross-field offsets of exploration

and appraisal costs against PRT; increased tax free oil allowance for new oil
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fields outside the Southern Basin of the North Sea) and an abolition of Royalties
on fields in the northern sector of the North Sea which had received development
consent after April 1982 ° From simply reading these measures there emerges a
sense that the government was concemed to use fax breaks to stimulate
investment and production in the emerging Central and Northern UKCS area of
production. Was this the motivation? From a contemporary statement of the then

Chancellor, Mr Nigel Lawsaon, this is confirmed to have been the case.

Analysis of the profitability of exsting fields led the Government to conclude
that there was no economic justification for tax or royalty reduction to
improve returns on those fields viewed in isolation. Likewise the prospective
rates of return of the future incremental projects to existing fields that were
looked at appeared attractive enough not to justify special reliefs. But the
Government accepted on the basis of its analysis of the new information on
actual projects provided by the operators that future free-standing fields were
ikely in general to be less profitable. because they would be smaller,
geologically more complicated and propartionately more costly to develop

than previous fields, (Lawson. 1883, p.4)

In the same evidence to the UK Parliament’'s Energy Committee Mr Lawson also
indicated that concern about the industry’'s cash flow and the potentially adverse
impact which this might have on future investment also motivated the abaolition of

advanced payments of PRT (Lawson, 1983, p.9)
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in the light of current pressure on the ol and gas industry's cash flow the
Chancellor has decided ta phase out the acceleration of PRT through the
APRT syztem o provide some easement in cash flow over the nexi few

vears, to help finance new developmeant.
This perspective was shared completely by the then Energy Minister, Mr Hamish
Gray, who told the Fetroleum Hewview that the tax relaxation was significant to the
extent that it would help develop the most marginal fields in the North Sea, and at
the same time encourage the oil and gas companies to keep investing within the

UKCS rather than move elsewhere (Pefroleum Rewiew, May 1983, p.6).

Two questions now present themselves in relation to this policy perspective: was
it appropriate and was it effective in practice? The first guestion can be made
mare specific by way of another guestion — was it appropriate for a8 government
to use the tax system o create an investment incentive, rather than to rely on the
markel (i.e. changes in oil prices) to make investment opportunities viable? An
answer to this question will emerge as part of investigating whether the policy

was effective in practice.

To gauge whether the policy of using the petroleum fiscal regime to create
investment incentives was effective, we use three tests: an ex-post evaluation of
the way the changes to the fiscal reqime affected field-level economics; an ex-
ante evaluation of the same; and data on the behaviour of exploration and
development expenditure in the targeted area (the Central & Northern North

=ea). To do so we first of all need to identify the fields which could have
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benefited from the fiscal relaxation, The locahion of these was given more
precisely by the Finance Act of 1983 (Greal Britain 1983, 5.36, p.200):

Subject to subsection (3) below, in this section “relevant new field’ means an

oil fizld—

(@) no part of which lies n a landward area, within the meaning of the
Petraleum (Production) Regulatons 1982 or in an area to the East of the
United Kingdam and betwaan latitudes 52° and 553" North; and

(o) for no part of which consent for development has been granted to the
licensee by the Secretary of State before 17 Apnl 1982, and

(ch for no part of which a programme of developmeant had been served on the

licensee or approved by the Secrefary of Stale before that date

From the above definition it emerges that 14 offshore fields were embraced by
the 1983 fiscal relaxation. These are identified in Table 4 where the pre-1883 and
post-1983 field economics are also shown. The latter are ex-post evaluations of
the policy based on running Wood Mackenzie's Global Economic Model (GEM) -
in its 2004 version in order to avoid the potentially distorting impact of the very
large increases in oil prices which accurred during the last three years, It shows
us that for four of the 14 fields, Alwyn, Clyde, Cyrus and Balmoral, the impact of
the 1983 fiscal relaxation was insufficient to raise the Internal Rate of Return
{IRR} above the standard industry target rate of 15%. And yet the development of
these fields went ahead anyway - indicating that the contribution of the fiscal
relaxation was unnecessary.” Considering the other 10 fields, eight of them

turned out to have IRRs well in excess of 156% before the fiscal relaxation, again



indicating that the fiscal relaxation was unnecessary in order for these fields (o be
developed. This leaves just two small fields, Duncan and Innes, upon which the
1983 fiscal refaxations might conceivably have had an impact. Both were shut

down along with the Argyll field in 1992 (OPL, 1998, p.63).

Table 4: The Financial Peformance of Offshaore Oil Fielde Developed between April

1982 and March 1987

This though is an ex-post perspective, and although it might serve as a warning
to governments about not taking on board perceived future company risks which
may or may not matenalise, it does not inform us about the ex-ante investment
decision. what were the expectations at the time and how might this have
reflected on field economics? These are of course very difficult to recreate with
such a long period of hindsight, but we can refer to expected oil prices al the
time. These projections generally much higher than the actual outcome which
gave us the ex-post resulis and using one (EIA, 1983, p.xiii) only the Cyrus field
registers an expected IRR of less than 15%, in turn indicating that the
expectations of the time would have made fiscal stimulus appear less rather than

more Necessary,

Other relevant data which we can observe, and which escapes the trap of ex-
post rationalisation, is the behaviour of exploration and development expenditure
From Table 1 it can already be seen that exploration and appraisal expenditure

initially rose after 1983 but then fell away, But what happened in the areas of the
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MNorth Sea which were being targeted (the Central and Northern areas) — was
there differential behaviour as a result of the changes in the petroleum fiscal
regime? Figure 3 shows that this was not the case with the number of exploration
wells drilled: these had been on a rising trend since 1980 in all areas of the
UKCS and fell away in all areas after 1984. Development drilling, in contrast,
continued on a falling trend in the Central and Northern areas of the UKCS, while
Development drlling in the other, older areas of activity actually increased.
Exploration and development drilling in all areas then increased up o and

including 1988

Figure 3: Offshore Exploration and Development Welis Drilled between 1980 and 1987

None of this drilling data indicates that the 1983 tax breaks had any differential
effect on prospective new areas of exploration and development and, in fact, this
15 what one might expect - not because of the changes in taxation, bul rather
because of changing oil prices which fell sharply to a 1986 trough (Table 1)
Actual and prospective oil prices must play the main role in the process of oil and
gas mndustry investment decision-making, as the literature confirms {Pesaran and
Favero, 1990; Seymour 1990). Moreover, Seymour {1990, p.9) points out that
development activities are more likely to be price sensitive than exploration
acfivities, because development involves larger capital expenditure than
exploration. Ol companies might be motivated to explore, whatever the oil price
15, 10 order fo build up a portfolio of reserves for eventual development. These

observations seem to be borne out by the differential behaviour of exploration
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and development activity in Figure 3, with explaration driling seemingly less

sansitive to oil price movements.

For two principle reasons therefore: the ex-post and ex-ante profitability of the
targeted fields; the relaxations in the UK’s petroleum fiscal regime of 1983 were,
of themselves, largely ineffective in achieving their objectives. Only two small
fields apparently benefited and their lives were cut short in the sarly ninetean-
nineties. Moreover, the policy of using the tax system to incentivise companies
towards particular objectives is already emerging as relatively impotent in the
context of the oil market; compared to tax breaks, oil price movements are much

more powerful drivers of exploration and development decisions.

4. The 1987-1988 Relaxations: Further Erosions of the PRT Ring-Fence and

of Royalties

While 1985 and 1986 saw no major changes in oil taxation, the 1987 Finance Act

introduced the concept of the 'Cross Field Allowance’, which stated:

Where an election is made by a participator in an ol field (in this section
referred to as “the recening field”), up to 10 percent of cerfain expenditure
incurred an or after 17% March 1987 in connection with another field, being a

field which is for the purpose of this section a relevant new field shall be



allowable in accordance with this section in respect of the receiving field .

{Great Britain, 1987, 5. 65)

The ‘certain expenditure’ referred to approved categories of devalopment
expenditure (see HM Revenue & Customs. OT13040), 10% of which could be
offset against PRT obligations by offshore fields outside the Southern Basin of

the North Sea and approved for development after the 17" of March 1987,

The 1588 Budget then further extended exemption from Royalties to all Southemn
Basin and onshore fields for which a development permit had been given after
31% March 1982, with effect from the beginning of July 1988 (Great Britain, 1989;
DOE, 1988, p.72: Bland, 1991, p.26). In this regard, the Petroleum Royalties

(Relief) and the Continental Shelf Act 1989 stated:

(1} Petroleum waort and saved from any relevant Southern Basin or onshore
field or relevant onshore area shall be digregarded in determining whether
any and, if 59, what—

12)  payments of royalty, and

{b) delveries of pelroleum, are to be made in relation lo chargeable
periods ending after 30" June 1888 as consideration for the grant of a

licence to which this section applies. (Great Brifain, 1988_5. 1)

The 1988 Budget also sought to reduce the PRT-exempt oil allowance down

from 250,000 tonnes per chargeable period to 100,000 tonnes, with the



cumulative limit reduced from 5 millicn o 2 milllon tonnes. However, some
haggling with the industry led to the reduction being reduced and the new
allowance becoming 125,000 toennes, with a cumulative limit of 2.5 million tonnes

(DOE, 1989, p.85; KPMG, 2000, p.9; Great Britain, 1988, 5.138).

The rationale for these changes was that they were required as a response to the
way in which the sharp decline in the ol price in 1986 had affected UKCS
development activity, At the time the third report from the Energy Committee had
noted with alarm that no entirely new oil developments had occurred between
May 1986 and March 1987 and that only three developments had taken place
earlier in 1986 (HC, 1986, p.xiii), The solution was crystallised in the comments

which MP Mr Sproat made to the committee:

...we have to imprave, bring forward, further developments in the North Sea
We must bring it forward when the pricg is low The way is through fiscal

adjustments. (HC, 1986, p.130)

Moreover, evidence to the Energy Commitlee from the industry had given greater
specificity to the required adjustments. BRINDEX (the Association of British
Independent Oil Exploration Companies) had suggested that permitting PRT
relief for development costs on new fields to be claimed against tax liabilities on
existing fields would encourage the direct re-investment of profits from mature
fields into new development (HC, 1986, p.33). While UKOQOA (the UK Offshore

Operators Association) had suggested that reducing the royalty burden on



19

Southern Basin fields would be an important step towards making the UK oil

taxation system purely profit-related (HC, 1986, p.35)

Later, after the Budget, during a depate in Parliament on June 16", 1988, Mr
Peter Lilley, Economic Secretary to the Treasury, would confirm that government

thinking had indeed reflected the view of the company lobby:

To achieve an improvement in the profit-relatedness of the south North Sea

oil regime, we had to abolish royalty entirely.

He continued:
....the effect of changing the regime in that way was to make it more likely
that marginal fislds would be brought ferward for development and the cost
of reducing the royalty generally was met by increasing the burden tax on
mare profitable fields.

(SC Deb (A), 16 June 1988, c129)

Motice here the undemonstrated assumptions {a) that there was parity between
the impact of reducing the scope of Royalties and reducing the size of the PRT
oll aliowance and (b) thal existing fields were more profitable than as yel

undeveloped discoveries would be in the future

That these tax relaxations bore fruit there was no doubt at the time. For example,

from the academic community, Seymour noted that in 1988 development
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activities returned to pre-1986 levels and linked this turnaround with the new

fiscal incentives, also noting (Seymour, 1990, p.24):

From 1988 onward one can, therefore identify a relationship between
development achvity and the fiscal regime that seems to offset the probiems

created by low and volatile oil prices.

But was this perspective correct, or was it simply that, just like the 1983
relaxations in the petroleum fiscal regime, the claims made for these policies

were never put to the test?

Before proceeding to identify the fields targeted by these relaxations, we need lo
think about how to identify any increases in development activity which they may
have stimulated. Developrment activity could, for example, be examined in terms
of the drilling of development wells or in terms of changes in overall development
expenditure {Seymour's perspeclive). This data might then also be linked to the
areas specifically targeted by the tax breaks Such data reveals (a) an increase
in development drilling and expenditure consequent upon the fiscal stimulus
(Table 3) and (b} some evidence that this activity and expenditure was
disproportionately concentrated in the target areas (Figure 3). However, the
explicit contention of Mr Lilley above was that the objective was to facilitate the
development of marginal fields. In other words, development drilling and
expenditure may have increased but was the tax break essential to this

happening? In order to test whether this was the case, we shall once again look
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at how the relaxations affected the prospective profitability of targeted fields —

using IRRs below 15% to designate marginal fields,

Identifying the target fields, these fall into two groups: those potentially benefiting
from the Cross Field {Development) Allowance and those benefiting from the

abolition in Royalties,

To identify the fields targeted by the Cross Field Allowance, 'relevant new fields',

the 1987 Finance Act stated:

1) for the purpose of the principal section “relevant new field” means.
subject to sub paragraph (2) below, an oil fiedd—

(@) no part of which lies in a landward area, within the meaning of the
Petroleum (FProduction) Regulations 1982 or in an area to the East of the
United Kingdom and between latitudes 52° and 55° Marth; and

(b) for no part of which consent for development has bean granted to the
licensee by the Secretary of State before 17" March 1987, and

(e} for no part of which a pregramme of development had been served on the
licensee or approved by the Secretary of State before that date

{Great Britain, 1987, Sch. 14, Part lIl)

Table 5 lists the 32 offshore fields which would benefit from the Cross Field
Development Allowance: fislds which were developed between April 1987 and

YWharch 1923 {ihe cul-off date determined by the ubseguent pobicy changes n
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1993 which included the abolition of the Cross Field Development Allowance)
However, only 22 of these should be considered as targe! fields because ten of
the 32 (Donan, Gryphon, Hudson, Gannet D, Angus, Hamish, Saltire, Nelson,
Maira and Linnhe) were discovered after April 1987. The point is that the Cross
Field Development Allowance introduced by the 1987 budget was targeting
existing discovered fields, and these 10 fields were yet to be discovered at that

firme.

Looking now just at the 22 targeted fields, Table 5 provides data on their ex-post
profitability, showing how this would have stood pre-1983 and then how it was
affected by both the 1983 fiscal relaxation and the 1987 introduction of the Cross
Field Development Allowance. This data first of all serves to eliminate a further
nine fields: Arbroath, Dunbar, Osprey, Toni, Leven, Glamis, Gannet C, Alba and
Mess, because they already had IRRs above 15% before 1987 (in the cases of
Osprey and Alba because of the impact of the 1983 relaxations) and were not
therefore ‘marginal’ at the time of the introduchon of the Cross Field
Development Allowance. In addition, any fields for which GEM is unable to define
an IRR, or for which the post-tax IRR comes out as negative are excluded:
development of such fields would have been driven by faciors other than the
strict application of commercial criteria and a further six of the original 32 fields

are eliminated on this basis: Lyell, Don, Tiffany, Emerald, Blair and Crawford.

Table 5: Fields Potentially Benefiting from the 1987-88 Peiroleumn Tax Eelaxation
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Following these eliminations, we are left with just seven discovered fields which
were discovered and marginal and whose development might therefore have
been critically influenced by the introduction of the Cross Field Development
Allowance: Chanter, Staffa, Gannet A, Strathspey, Scott, Miller and Kittiwake.
These fields absorbad 41% of the £608 million (DCF value) tax break offered by
the Cross Field Development Allowance — but the bulk of it went on just three
fields: Miller, Scott and Kittiwake. Table 5 then shows us that even after the
combined effects of the 1983 and 1987 tax breaks, three of these seven fields,
Gannet A, Kittiwake and Chanter, did not break through the 15% IRR threshoid
and Chanter and Gannet A remained wvery marginal — such that their
development must have been driven by factors other than the strict application of
profitability criferia  In addition, the Staffa field was the first development for
LASMO, and the company would not therefore have had any accumulated PRT
obligations from other operations against which the development costs of Staffa
might be sel. That the Cross Field Development Allowance might have been a
critical factar in the development of this field is therefore ruled oul. The final count
is therefare that the Cross Field Development Allowance may have been critical

in the development of only three fields: Miller, Scott and Strathspey.

Tuming briefly to the impact of the abolition of Royalties on all offshore South
Basin and onshore fields receiving development consent after March 1982, there
is not a great deal to say. This is because no Southern Basin oilfields were given

development consent after 1982, Apart from affecting a few very small onshore
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fields, this extension in exemption from Royalties merely served to provide

companies operating in the Southern Basin with a windfall gain.

Cerainly the 1987 fiscal relaxation (the Cross Field Development allowance)
does appear to have stmulated UKCS development expenditure (non-
exploration capital expenditure) because it rose by 1686% between 1987 and
1992 (Table 3). However, here we must take account of the impact of the Piper
Alpha disaster which occurred on July 68" 1988, The subsequent Cullen report
into the disaster required companies to invest in major improvements in platform
safety, such that development expenditure was affected by this requirement as
well as by fiscal sbmulus during this period. Forlunately, an approximate
separation of the two factors does appear possible — Cullen reported in
Movember 1990 which means that the increase in development expenditure
which can be noted between 1987 and 1990 (an mcrease of 70%) cannot be
attributed to the repercussions of Piper Alpha. Secondly, in 1991 and continuing
in 1992 and 1993 there was a dramafic increase in non-exploration investment
which seems likely to have been attributable to meeting Cullen's

Tecommendatons.

Nevertheless, even if it is possible to separate out some impact on development
expenditure from the introduction of the Cross Field Development, the
retrospective view is that most of the targeted offshore fields would have been

developed anyway. The policy may have worked in one sense but it was



unnecessary in another. Moreover, the price which the UK government and its
citizens paid for the government seeking to act in loco parentis for company
decisions was high: the government's share of UKCS net operating surplus
slumped from 75% in 1986 to only 28% in 1891, when total revenues plumbed an
all time low of just over £1 billion = and this at a time when oil prices were

actually rising out of their 1986 low.”

5. The Abolition or Partial Abolition of PRT

In 1993, and without having conducted any comprehensive review of the
precading relaxations in the UK's petroleum fiscal regime, the UK government
decided to continue along the path of fiscal relaxation for the oil and gas industry

by introducing a more general tax giveaway:

a. With effect from June 30", 1993, PRT was abolished for il fields which
had received development consent on or after 16" March 1983

b. With effect from June 30", 1993, the rate of PRT was reduced from 75 to
50 per cent for paying oil fields which had obtained development consent
before 16" March 1993

c. All PRT allowances (Oil allowance, Cross-Field Exploration & Appraisal

allowance, Cross-Field Development allowance) were removed ®
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It can be seen from the above reforms that the 1993 petroleum tax relaxation
was different from the two previous relaxations (1983 and 1987-88) in terms of
defining the areas which would benefit from this tax reform, This petroleum tax
relaxation divided oil fields liable to PRT into two groups, according tfo
development consent date. These were: (a) oil fields developed after 16" March
1983 which would not pay any PRT, and (b) oil fields developed before 1993
which would be liable to PRT at 50 per cent, but with no allowances. Mow, in one
form or another, the whole of the UKCS was to benefit — driven, according to the

UK inland Revenue (2003), by the following rationale:

In his Budget speech on 16 March 19983 the Chancelior announced a
number of significant reforms to the PRT regme. The changes were aimed
at encouraging the further development of the UK's cil and gas resources by
allowing companies to keep more of their profits, whether from addibional

investment in existing ol and gas fields, or from the development of new

ones

Again the concern was developmental — the contention being that the UKCS
required sustained tax breaks in order for companies to continue investing.
However, the swilch to a more general tax break did signal disenchantment with
the previous, more targeted regime of special allowances - which had in fact cost
the government money in financial year 1991-1992 (see Table 1) as some firms
were able to register negative PRT returns (see Rutledge and Vright 1998,

p.B06), On the other hand, while the intention may have been to counterbalance



the withdrawal of allowances by way of the reductions in PRT, this recalibration
of the fiscal regime clearly benefited larger PRT-paying companies compared to
smaller independents which had been able to take advantage of the various
allowances (Knott, 1993, p.31). Indeed, an editorial in Ol & Gas Journal

expressed the following, hard-hitting concern (1993, p.19):

Companieg will produce in the UK. and use profits to explore  for
reptacerment reserves somewhere else. What the government has
implemanted, therefore, is a policy of protracted liquidation of the UK.
offshore producing industry’ ... Reducing the 75% rate, thereby easing
the incentive to shelter incomes against PRT, was a good start, Offsetting
the rate cut with elimination of exploration cost deductibility will prove to have

been g horribie finish
What was the actual outcome? Table 3 shows that the anticipated negative
impact on exploration activity did occur. exploration expenditure and drilling tailed
away after 1983, with expenditure in 2000 barely registering a fifth in money
terms of what it had been in 1992, Moreover, while Development drilling did
register some increase, Development expenditure was continuously below its
1992 level throughout the rest of the decade. Perhaps more damningly, total
investiment as a percentage of Gross Operating Surplus declined very
substantially from its 1892 peak of 85.7%. down to just 14.7% in 2000 (Table 3).
In addition, there is alse no clear evidence to suggest that the tax reductions
encouraged companies to invest in old fields. Such mvestment required the

submission of a revised Field Development Programme (FDP) for approval to the
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then Department of Trade & Industry and only nine such FDPs were applied for
between 1993 and 2000 (OT], 2004) - in respect of Brae South, Brent, Claymore,
Magnus, Osprey SW, Scapa, Scolt, Tern and Wytch Farm {an onshore field).
And even with respect to these it is doubtful whether their investment
programmes were exclusively linked lo fiscal stimulus. Redevelopment of the
Brent oil field in 1993, for example, was cerlainly not due to the 1993 petroleum
tax changes because the decision to redevelop was made in 1992 by Shell Qil

i.e. before the tax changes were introduced (OPL, 1998, p. 308, Kuyper, 2002).

Low oil prices throughout the decade would of course also have played a role in
constraining UKCS investment, but this simply poses the policy question more
sharply: are lax breaks largely impotent in the face of market forces? While this
was the case with respect to the government's stated objectives for the policy,
the impact on company finances was substantially positive for the majors. For

example, BP in its annual report noted (1993, p.29):

From 1 July 1993, the Finance Act reduced the rate of Petroleum Revenue
Tax (FRT) on existing fields from 75% to 50%, eliminated refief for
exploration expenditure, and removed the PRT hability for new fields, The
benefit to 1983 afler-tax income of the reduced rate an current production

was about €60 million

Table 6; The PRT Burden on Selected Companies 1890-2000



Consclidating this point. Table 6 shows this beneficial effect of the reduction in
the rate of PRT on three other majors Exxon. Shell and Chevron-Texaco
between 1993 and 2000 and also compares their experience with the impact on
two smaller independents, Premier Oil and Viking. It clearly was the case that the
various allowances had been of greater significance to this latter category of
company - such that they started to face larger rather than lesser tax burdens -
Qil & Gas Journal's ‘horrible finish' being borne out in practice. However, Table 5
also brings into sharp relief the general complexity of the UKCS petroleum fiscal
regime: because each company had a different portfolio of reserves in terms of
discovery and development dates, and in terms field size. the attempts by
government to micro-manage the development of the UKCS simply created

greatly differant tax positions {and therefore incentives) at company level.

Finally, before concluding the paper by identifying the generic policy and
conceptual issues raised by the history of the UKCS petroleum fiscal regime,
Figure 4 facilitates a broad sweep appreciation of how this history was reflected
in the performance of the UK's main vehicle for capturing oil and gas rents —

Petroleum Revenue Tax,

Figure 4: Production and Petroleum Revenue Tax 1980-2000
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The effect of the introduction of the new allowances after 1983 is clear While
FRT revenues did show some recovery after 1993 this was well short of being

commensurate with the increase in production.

6. Previous Research and the Small Field Argument

There is only one piece of research, Martin (1997), which cccupies the same
territory as the preceding sections and it came to more positive conclusions
about the impact of the fiscal relaxations of 1983, 1987-88 and 1993. However,
this was essentally for the following three reasons, Firstly, Martin did not
consider the relaxations in terms of their actual rationales at the time; he did not
research the stated purposes of government policy, instead assuming that this
policy was simply about increasing production in general, Secondly, Martin
divided UKCS fields into two groups. those which had started operations prior to
1985, and thosze which did s0 post-1985. In other words, he did not calibrate his
breakdown to reveal, separately, the impacts of the 1983, 1987 and 1993
relaxations, actually ignoring the 1987 relaxation altogether. Thirdly, he did not
explore when specific fields actually received development consent — thereby
incorrectly relating the production of some fields to fiscal relaxations when in fact
companies had applied for and received development consent prior to the
enactment of the fiscal relaxations. Martin's results were therefore delivered by a
flawed methodology which in effect sought to relate all of the changes in

production of his post-1985 group of fields to the fiscal stimuli of 1983 and 1993,
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Moreover, even results obtained under these terms showed that of the
cumulative production from 'new’ fields (post 1985 fields in Martin's study),
34.3% was attributable to fields with an IRR of less than 15%, and 21.4% to
fields which would have been developed anyway because their IRR was above

15% without any requirement for tax breaks.

A second set of reflections with respect to the preceding literature, and indeed
with respect to government palicy, concerns the ‘small’, ‘marginal’ field argument,
This, as we have seen, figures prominently in all the decisions about changes to
the UK’s petroleum fiscal regime and continues to do so to this day — the 2009
Budget introduces a new tax break for marginal fields (HM Treasury 2009, clause
AB8, p.164 and see below for further details). The image being kindled and
rekindled s that of costly new developments which could not proceed without
special tax privileges (e.g. Moose 1882, Anderson 1993, Corzine 1995). But has
this argument been empirically correct? There are already doubts in the work of
its proponents. Moose (1982), for example, after having indicated that less than
20% of the UK's undiscovered reserves would fall into the small category, uses a
minimum discount rate as high as 17% to delineate the wviability threshold.
Secondly, and also providing evidence from the eighties, Bond et al (1887, p.51)

state that "There is only a weak correlation between small fields. ... and fields

with low profitability.”.
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Consolidating these doubts, we can add our own data, also from the critical
period which launched the UK along the road of seeking to promote exploration
and development by way of tax breaks. Table 7 shows the comparative cost of
production for a selection of fields receiving development consent either before
April 1982 or between April 1982 and 1987, and located in the slrategic areas
which the government was seeking to target. It reveals, first of all, that the costs
of production (lifetime operating plus capital costs per barrel, largely based on
actual outcomes) of small fields were generally significantly lower post-April 1982
than they had been pre-1982. Table 7 also shows that the same applied to the
pre and post 1982 medium and large fields (Tern compared with Murchison:
Alwyn Morth compared with Cormorant North), and that small fields receiving
development consent after April 1982 could also be cost compelitive with both a
medium field {Tern) and a large field (Alwyn North) which received development
consent during the same period. These results would perhaps surprise policy
makers, but they should not do. The point is that one would expect the costs of
certain small fields to decline as an oil basin becomeas more malure — simply
because the investment in expensive infrastructure was made in a preceding,
initial phase. This emerges very clearly from a comparison of the capital costs
per barrel of pre-April 1982 fields compared with 1982-1987 fields (Table 7). New
small fields are often, as they have been in the UKCS, satellite developments of
larger fields or situated conveniently close to existing infrastructure, Qur previous
contention that it is a pron unwise to try and use tax breaks to counter market

signals in the oil and gas indusltry, can therefore now be amplified by an
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awareness that the largel of these tax breaks may turn out to be undeserving for
other reasons. 'Small | 'marginal’ fields are not necessarily more costly than
larger fields and are not, as we have als0 seen automahically incapable of

meeting target IRR thresholds unaided

Table T: Comparative Costs of Produchon for Small and Large Fields

1982-87 and Pre-1982
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8. Why the Windfalls Got Away: The Consequences of a ‘Non-Proprietarial’

Fiscal Regime

The conclusion from the preceding analysis could reasonably be that the fiscal
stimuli afforded to companies operating on the UKCS in 1983, 1987 and 1993
were both misconceived and failed to fulfil thewr original objectives, even after
allowing for a measure of hindsight, However, these were not just simple errors
of judgment at particular conjunctures - they reflected a more general
perspective on a government's role with respect to its ol and gas sector, a
perspective  which  Mommer (2002) conceptualises as 'Mon-Proprietonal
Governance'. The presence of Mon-Proprietorial governance in oil and gas is
signalled by a fiscal regime which in effect assumes a certain responsibility for
the profitability of oil and gas companies operating on its termntory by basing
taxation increasingly just on the profitability of the sector, a perspective which
draws succour from an academic literature concerned to promote the wirtues of
‘efficient’, 'neutral’, Ricardian rent-seeking resource taxation.” This contrasts with
‘Proprietonial Governance' under which a government is more simply a landiord
seeking to maximise rent from sovereign ownership of itz resources - the
profitability of oil and gas companies is a function of international oil prices, and
not a legitimate concern of government seeking to represent the interests of its
citizens. The presence of revenue raising via Royalties is the symbol of
Proprietorial Governance — Royalties express the principle that access to

soversign resources requires a payment whatever the economic circumstances
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faced by companies. Rovallies are more properly seen as a cost of production

rather than a tax

While this distinchion between Non-Proprietorial and Proprietorial governance,
may not be so sharp in reality — as Walde (2003) suggests, most petroleum fiscal
regimes combine proprietorial and non-proprietorial elements — associated with
the Mon-Proprietorial perspective is the controversial contention that revenue
maximisation from a government's oil and gas resources is not at all incompatible
with fiscal stimuli for companies. This argument, expressed most cogently in
support of a ‘Resource Rent Tax' {a tax which does not generate revenue until
the original investment has been recouped plus a rate of return - see Garnaut
and Clunies-Ross, 1975, Smith. 1989} is that there can be a ‘'win-win' situation
for bhoth companies and governments if fiscal relaxations stimulate increased
production. In this way, with a lower rate of tax which attracts companies
governments can actually extract more tax revenue than they otherwise might
have done because production, stimulated by the tax break, is higher than i
otherwise would have been However, as well as finding that the relaxations in
the UK's petroleum fiscal regime did not perform in terms of their stated
objectives, we have also found that this apparently comfortable fallback position

lacks substance

Looking back now to Table 1, it can be seen that between 1993 and 1599, UKCS

oil production increased by 37% and gas production by 50%. These were
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dramatic increases which occurred against the backdrop of low infernational oif
prices. However, to the extent that the reduction in PRT contributed to this
increase by making it more profitable to maximise production in the short-term,
the increase in government revenues was not the commensurate one indicated
by the proponentz of ‘win-win', Non-Proprietorial governance, Indeed, the
generosity of the UK's petroleum fiscal regime in the 1990s caused the leading
industry authority on international petroleum fiscal regimes, Pefroconsultanis

{1996), to comment:

Of the 20 largest producing regimes only the UK, Argentina and the US
generate a State Take of lezs than 70%. The UK stands out as particularly
lemient with @ State Take of only 33% Indeed, of the 110 regimes reviewsd

only Ireland generates a lower State Take than the UK

The main beneficiaries of the UK government adopting an increasingly Mon-
Proprietonial stance were therefore the companies, and in this context it is worth
repeating the cynical view of one of them as previously cited in Rulledge &

Wright (1998, p.811);

The UK North Sea provides a strong stream of earnings and cash flow with
refatively modest reinvestment neads. This is impartant for the funding of the

Company's plans in other strategic areas’ (Oryx Energy, 1996, p.4). "
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For Mommer such an outcome 1 an entirely predictable consequence of non-

proprietorial governance as he pbserves (2002, p.235).

A few years will probably be enough to show the heavy losses in fiscal
revenues that non-propnetonal governance will entall for exporting countnes.

Lessons may be learned In the future. but at what price?

The price for the UK can be calculated in vanous ways, but let's just assume that
the relatively modest tax take per barrel of 1988 (i.e. well after the 1986 slump in
oll pnces and also after the 1983 and 1987 fiscal relaxations) had applied
throughout the decade of the 1990s. The UK's fiscal revenues from its oil and

gas production would have been some £18 billion higher in money of the day

Finally, we have already demonstrated that the UK government's infroduction of
a Supplementary Charge of Corporation Tax, while it might initially have seemed
to indicate a change towards more Proprietorial governance, in fact did not
prevent companies from enjoying a very substantial windfall between 2002 and
2007. This happened because the additional taxation measures were introduced
both within a Non-Proprietorial ¢context, and in a Non-Proprietorial way. Firstly,
the UK's main rent targeting device has been allowed to wither away. even
among those fields potentially liable to pay PRT {93 fields in 2007) only a
minority actually did so (32 fields, see Earp, 2008). Secondly. remaining Royalty
obligations were abolished as the Supplementary Charge was introduced.

Thirdly, a 100% investment allowance against both standard Corporation Tax
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and the Supplementary Charge was introduced at the same time as the
Supplementary Charge. Given the size of the windfalls which UKCS companies
have been enjoying and the small portion of them which they have been
reinvesting in the UKCS, the latter measure particularly exposes the UK's Non-
Proprietorial regime, There i scarcely a lack of investible funds for the

government to be concerned about,

Another windfall has got away and the root cause has been the gradual
development of the UK's petroleum fiscal regime into a fully-fledged Non-
Proprietorial regime, a process which commenced in the early nineteen-sighties
and which continues to be entrenched in the present, With respect to the |atter,
the UK's 2008 Pre-Budget Report reveals that, even in the context of recent ail
price highs, the company lobby has yet again been successful in persuading
government that a special tax relief is necessary for them to develop ‘marginal’

fields

Following further discussions with stakeholders, the Government is today
publishing its proposals for further reforms to the North Sea fiscal regime.
These will encourage investment through incentivising production from

marginal fields, supporting asset trades and simplifying the regime

HM Treasury (2008, paragraph 4.28, p.73)

The 2009 Budget itself then delivered a new 'Field Allowance’ which "will act to
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reduce the initial tax paid by qualifying new developments™ (HM Treasury 2009,

clause A 88, p.164).
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Footnotes

' The unit sales value of UK oil and gas sales is used as the appropriate pricing benchmark
because the UK's hydrocarbon producton includes both o and gas, and gas generally sells for a
lower equivalent price than oil Using the crude oil price as a reference price would therefore
imply a greater company advantage than has actually been the case. Morsover, using unit value,
which is calculaied by dividing UKCS oil and gas sales revenue by UK oil-equivalent hydrocarbon
production, is also more appropriate because d 8 8 measure related 1o actually realised rather

than imputed revenues,

* Wemp and his cabeagues have wntten extensively about UKCS taxaton, but their focus has
generally been on evaliatmg the effec! of fax changes on different fields, not on testing

gavarnmant policy in terms of its stated objectives.

" The PRT "safeguard’ and tapering’ provisions ware still retained — that PRT is reduced to zero d
‘adjusted’ profits were less than 30% of accumulated investment and that PRT should not excead
E0% of the excess of theze profits above the 30% of investrent mark [see Kemp and Cohen,

1979, p.42, for a discussion of these provisions).

* This same point 5 made differently by Rutledge and Wright (1958, p 806) on the basis of the
data in Marbn's 1987 paper — 10.9% of the increase m oulput between 1581 and 1995 came from

fields which weare developed with IRRs kower than 15%

“ It should be noted that Fiper Alpha aise contributed to this outcome and in twe different ways.
First of all. Piper Alpha entailed a mapor and direct kboss of production = the field accounted for T
of UK oil production @ccording ta Martin (1987 p.2) Secondly, as Rufledge & Wright noted {1898,
p.806), tax relief on Piper Alpha-refated safety improvements may have excesded axpenditure in

S50Ma cases
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" The Cross-Field aflowances were aholished far the future but remaned (and theoretcally stil
remain) @vailable for the fields to which they ariginally apphed (see HM Revenue & Customs
2008). Moreover, transitional arrangements ware made to covel cammitments pror to the cut-off

point (zee HM Revenue & Customs, 0T 140400,

" This perspective s, far example, implicit or explicit in the work of Kemp and Deversux
Attermpling to use the concepts of tax efficiency and tax neutrality (o avoid ‘distoting’ investment
decisions) means refying on assumphions about the behaviour of markets which are far from

being presant in any market, and are partcularly not to be found in oil or gas markets



Table 1: UKCS Production, Prices, Profits and Taxation 1980-2007

e o .
Pradustine ol L g PLH“‘;_LT‘ Taxe Muka ot
Production ol dis  (Produsiin of o and|  Brerd araga prics hal ‘Total Norl Sen Tan | of whch Peirohen | &8 % iFE]
T mm"“ Miga gan [Rins] [rre Surplus dribios) | Bevarces eillon) | S Tas Operating | Taeasd Ratemt | FETERN
| Compariv tnor | SOTRANH el
Ty Eig —uEq TLE EE AL EEE] Al 5 oy | 1] i
TR 13 }‘_2'3 A FTE W00 i \g_lﬁ i EA ] [
Ay ] FI ] EET) FLEY [AALLE i LR T ]
THET T 1] LT Bl T4 CETL T [ ¥ na
I S TET 7 T T ARy B9 Ak ETH a T |
asas FEE ) T D i ERRE T3y (1] Eh o [T 1
W k] 5 E i A5 CE ] LTEE i FE] =N
a7 FLF ] E e TR En] Arh ¥ LA [P [T]
HET LEET T [TE] 3 FFF:] T 1.9 i e ™
i BT E| 30 ik T 2 ] [ =] REE]
Tl E 1 L T CRES) FETE] [ —EET [ pl ]
WY IR E1 3T i} iR 076 il 13 : =
1and . L] WYL 1H 34T T [=] a1 | 5
a1 1053 %1 TaL 7. EI ¥ ) i [ n
Tang THE £ “TeAs ELTH L] Tix TR [ &3 1L
| 1953 ga Ta FLT] TH ETi] BIE LR CE [
Tamg TG VT 'ﬁ‘!"ﬁ" el TERT I TR 1l [Eri] ETE] [TE] (]
il ToF W, 73 LD L1 FEY] Cilrd iEL] k]

Tama [EEE) FRET HEE Ty 5 XE -] o Ao [ES ] 54|
e fEL| (] 7370 FET T o i 4] Wk o Wr |
2300 1247 [=T3 o] ] W fa? oty 3] F Y FrN .5
ot =T 1] FIF] FTET] BEETE ] 1507 458 an 4

FLLT [T wn pCiL] RT3 ‘Lhaa’ LTGE Tl 83 - L
2403 L] T I, Al [FEREE] &A1 T e HiH ED
5 X gu [ - ERE] Eird . {] 44 A L
FoT] LT O TP, 4 57 A R L] 3 H ot
. R W {ITF. RE] T AT [T B s W4 = R
20T iR EiH Wi ] 9. 7 A ] 1 1] ST HF

Sources: BERR (various years): UK Department for Business, Enterprise & Regulatory Reform (BERR) Ol & Gas Information;
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Motex: [a} Tax revenue data is provided on g UK tax year basds {to end March) and this was reconciled with calendar year date by

maximising the overlap .2, calemdar y2ar 2007 is matched with tax year 200708 {b) the Fre-Corparation Tax rate of relum for LIKOS
pompanies was anived at by deducting all spacial taves (PRT, Royalhes, SPD, Licence Fees, Supplemeantary Charge) from their Met
Operating Surplus [ONS senes LRWY) and then recalculating the rage of ralum on Mat Capital Employed (OMS series LRXC) (c] the

category of non-UKLS sompanies used in tha final column includes only nen-finencial companies




Table 2: UKCS Company Post Tax and Investment Surpluses Since the

Introduction of the Supplementary Corporation Tax Charge

COMPANY
LKCS GROSS TOTAL LKCS SURPLUS
Emihion OPERATING IL?,.E;'TE,_EE‘?F TAX AFTER UKCS
SURPLUS REVENUES | INVESTMENT &
TAX

2002 189,475 3,987 5117 10,371
2003 19,058 3,746 4,281 11,031
2004 18.646 3,698 5172 9776
2005 23,568 4 831 9,380 9,357
2006 27,394 6,429 9072 11.893
2007 25 683 6,393 7,835 11,455
TOTAL 2002-2007 133,824 29,084 40,857 63,883

Source: BERR Qil & Gas Information

Mote: Gross Operating Surplus = Total Income minus Operating Expenses (except
Depreciation) Gross rather than Net Operating Surplus is the appropriate definition of
surplus for the purpose of this calculation because it includes Depreciation - which 15 not

a cash cost and which 15 therefore available as a source of investible funds.
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Figure 1; Tax Take per Barrel Equivalent of UKCS Qil and Gas Production
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Sources: derived from BERR Oil & Gas Information; DTl {former UK Department of
Trade & Industry) (1980-1952)

Note: the unit value of the UK's hydrocarbon preduction i1s used as the appropnate price
in these calculations — derived by dividing total UKCS Sales Revenue from ail and gas

by oil + gas production in barrels of oil equivalent.
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Table 3: UKCS Investment and Operating Costs 1980-2007
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Figure 2: Indices of UK Production, Taxation and International Oil Prices

1980-2007
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Table 4: The Financial Performance of Offshore Qul Fields Developed between

Apnl 1982 and March 1087
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Source: former DTl (2004} for developmen! songent datas: OFL (2004} for resane

volumes

Motes: (a) the equivalent reserve volumes wera calculated by using former oTi
conversion {OT1 1984, pvi) {b) IRR figures were obtained by apphang Wood
Mackenzie's GEM (2004, v. 3.01] to the aboyve fields (the 2004 verson of GEM was

used ta make Lhe calculations conservative: by not including the ezl of more recent

vary high ol prices) (c] ¥ indicates fields for which GEM was unabla bo define an IRR
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Figure 3: Offshore Exploration and Development Wells Drilled between 1980 and 1987

Source: DTI (1980-1992, Appendix 2)

Motes: [a) asz & customary, Appraisal Wells are inciuded fogether with drilling purely for
exploration purposes (b) the onginal data has been converled to maich the areas coverad by the
legislation by designating East of Scotland' + 'East of Shetland as ‘Central & Northern North
Sed’ (c) there are major discrepancies between this dala and a more recent historical series
compiled by BERR (formerty the Department of Trade & industry), the reasan for which BERR
nates as, "the numbers now published may differ from earlier years Sidetracks in earlier years
(pre-19887) cannot be verified as to whether lhey are geclogical sidetracks’ (BERR, UKCS
Drilling Activity since 1954). For the purposes of Figure 3 we have praferrad o use the data which
was available at the fime and which would have been the dataset referred 1o at the tme for fhe

purposas of palicy-making. However. for comparative purposes, Tabde 2 contains the more recent

BERR nistorical dataset
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Table 5: Fields Potertially Benefiting from the 1887-88 Petroleum Tax

Felaxation
Annex B IRR %
Field Mama Discovery Date | Developrenl ﬁﬁmﬁr
Approval Pro-1883 Pos- 1883 | Post-1987
Ftiraah ooty Gec-ar w0 | wd 6.3 254
Ciunioar RT3 hov-0Z 17.2 18.7 20.1 )
Dispray Jan-14q Mon-HR z4 16,2 3.4 26.3
Slrathspey Fab-T§ Hap-a1 0.1 a3 5.2 3.
Lyl T Jan51 ] 3.8 27 3
Can Jul- har-Sh # [ ] 16.4
Gannat A Apr-T ] 7.2 E. 101 318
¥ Hul-T4 Jul-50 i [T ] 6a.0
T 78 P2 9.8 ] 74.0 0.8
Laven Jun-i Eep-od 1585 2172 J62.0 6
Fitiiwake Sap-B7 Gep-B7 7T 0.5 145 F2.0
Ernerai (3] Jan-ga T ¥ & 8.5
Glamis Bep-H2 e B7 BZE 104 1 EERES 41
Gannel Seg-H7 Sep-A 234 w2 0.5 20.0
Kilker Mar-83 ﬁk“u-se. 120 4 16,7 1335.3
Sooit JanBg ALg-00 .6 4.0 15.6 ard
Flna Buga4 .a.p?'ﬁ‘ 134 51 16.2 371
Stalfa Jul-BE Dck-a0 ZE 0.0 4.0 33
hEmier Cep-45 Dec-A7 10 45 6.9 24
MeEss Way-d8 Apr-ar 1,047 4 1,806.3 B .9
Tanar WMay-&7 -1 5E.0 76 (RN T2
Gryphon Jul-BF Doc-ag 6.0 EF 19.2 i3]
Hudsan Jul-ET Dec-42 72848 PRI 2308, 7 0.0
Gannat Auig-B7 Bep-A0 0.9 22.1 4.4 8.2
ANGUS Oec-BY w5 770 73T R 312.4 23
Hamish Jan-dg Fehb-8{ 5.6 T35 16, 0.9
Saltire Jan-ig Jan-a1 a6 5.6 Tr =
Fel=on ME-dg e 43 773 702 350
Madara Agr-BE Aup-E3 125 0 0.6 27
Linnne -HH Gop-Rg 7] i 7 4.1
Blair Juire Mdar-an 7 7w u 1.1
Crawford Apr-TH Sap-ER i W # T4
Total Cash Benefil far Falds Berwsfilirg from e Cross Fiekd Deaslopement Mloasnce 5ld.3

Source: DTl (2004) for fields and development approval dates. OPL (1998) for
discovery dates

Notes: {a) IRR figures were calculated by using Wood Mackenzie GEM (2004 v.3.01) fo
generate the three scenarios (b) total benefits to oiffields from the Cross Field
Development Allowance were calculated based on each field's annual summary cash

fiow statement generated Waood MackKenzie's GEM (2004 v.3.01).


http://2004.v3.01
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Table & The PRY Burden on Selecied Compames 1930-2000

FPRT Paymants Eftonne of Ol + Gas equivalent produced
Yaar
aP ‘:1[:1"“[2;" Shall Exxontdobe Pramiar Sking

940 X E 363 ara ard 0.5 3T
199 85 k! 154 152 AR 8.2
1982 71 304 15.1 154 L 1.3
1983 253 3za 170 172 L -3.6
1984 175 1645 4.5 4.6 L 24.7
1995 T8 0.7 53 5.4 218 4.2
1996 2.0 204 @1 9.1 19.3 1.2
94T Pli ] TR ) 115 i 23
1398 109 10.3 ki 5.4 138 2.6
1994 L 259 6 248 j4.2 3.7
Za0n 154 B.5 10.9 114 e i

Source: calculations based on data extracted from Wood MacKenzie's GEM (2004, v,

3.01)
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Figure 4: Production and Petroleum Revenue Tax 1880-2000
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Source: BERR Oil & Gas Information

Table 7: Comparative Costs of Production for Small, Medium and Large Fields
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1982-1987 and Pre-1882
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Source and Motes on next page
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Source; demvad from Wood Mackenzie GEM (2004)

Notes: (a) the selection of fields was armved at (1) by omitting some vary small figlds which were
developed betwesn 1882 and 1987 {Cyrus, lnngs, Duncan, Deveron and Pelronells) becsuse
these developments were not friggered manly by commercial considerations (2) Alwyn Norh is
selected as the only large field developed between 1982 and 1987 (3) Eider was the anly small
fiald to be developed in the Morthern Marth Sea (4) Clyde, RobRoy, lvanhos, Scapa, Balmoral
and Highlander are the small fields developed in the Central Morth Sea between 1982 and 1987
(5) the sebection of the Pre-1982 fiekds sought to acheve comparability with the 19862-1987 group
in terms of size and location {8) Tern and Murchison provide the available comparson for
medium-sized fields (b) Reserves are proven + probable cil {+ proven + probable ail-equivalent
gas whera a field has assocated gas) as estimated in 2004 (¢) Reserve size categorisation as
large or small reflects convention in the literature a.g. see Martin (1987) and Kemp and Rose
(1983) {d) the basis of the costing 1= an undiscounted lifetime average per bamel expressed in
real termsa; the pre-2004 annual data are actual outcomes converted to 2004 constant prices (Jan
2004 £ converted 10 %) the post-2004 to anticipated end-of-ife cost data are projected and
incorporate Wood Mackenzie's inflaton assumption (2.5% pa). GEM 2004 rather than the latest
version was preferred to avoid the effect of the post-2004 incresse in il pncas on resenve
psfimates (upward reyaluations which could distort cost comparisons) (@) the production life

information indicatas the axtent o which the costings are based on actual culcomeas



APPENDIX 1

THE EVOLUTION OF THE LU O & GAS PECAL REGIME

VLN Ry + Tox bl romar Tor has e as of P ke, ik Fie decaciSity of inaes mads on rocUS, 2pa s

tdemonal by 1 1L ER ity Pateabinet Riviresn Too LT infeocuced, Paliad p ot 0P, rig b @304 (187808 ] e Lhiei Ti | 104421 PAT wnr 'nng:
Jowreo e T e b o Vit ozl v b e g i oy i o o . D vt o checuchionm s mbowad | Mowaiea. § ope-led DR Frpiokan
Awirn, UpST [irsnharcemes o) scial captsl svpeeghin] $50 irkdlie @2 e proflete feid s protecisd by @ Saftant aag THETY Cpintiss
Tow s charged ot S baiwwmi 1ETT dad 1803 ared ‘ring-bemce? agmin ron-LK kst il i whitin v UE Tos vl ikl

Sepplarsapimry Paromium Delp infeaduced oh - rele of 3 or G S, R N i Uty bow @loreaea of 271 0K barey® £or day

sappisrnaniary Poroleen Dyiy Mhﬁ_mmq-mpmmwgumh_wdbu:nm
Sy T

igharrced Petrolsum Passsim Tas phaasd o Rapdities it on i in Horthems Marth Sss secabing Gesepmist] cosesnc s sl T8IE PRT

O P ke, 15 Foir [ el Outieda S B of Higrih San. Crop-Fle Expiongion &l s eirodicdd @28 repsc bz P

plicmng b ol Beaach # 102 PAT rigfeace asd sk PRAT V] P O kT ctekt e ofbid agairm ! PRT bty oo esciar, b (8

TaaREn A0) v v ied CapRat surms mcad oo or sk of BOOR) 500 TS0 L e wiT pET e PET el
b ity B g o rroal et

pLLi

EmTﬁ_mmmmnth-mﬂlhﬂlﬂlﬂhﬂ ﬁtlmﬁ’qm“ﬂﬁ'ﬂ'ﬂrm
e L] Wi & 2 e eraied aldwebon oém

Gorpenition o we L 3 T A Crori Pl il Dverih Al i krthe e of The dng dondd PIVER SO e
-lllﬂl'-'-'mﬂﬁ‘ HiFt & et CaEL Dol i Oo il re il Baniche. with o FRT=inbus Gy aguawesl sleoh. S0 il ng ookl b 3 agurard s |
“PRT ikl il of nifed Tikdi

1N Rrrpaltisx wuchupion wopriied . Rapiibs Sbiksbed for rersining oftehors and aaghors Mg rthiing diss oust il aa mionf Hier Apnl 100

Corgonsion T esd uced in T%.
Corproraficn Tas sed ucasd oo 1%
Pﬂfl_ duced fo M for P macd Hmmﬁmimmmwmm.wnpmduﬂ
" Al st Tl il il il chrv ot Lo trarsional & Tar sy 15 asotd Bidrraiind thpindfunis)
Mo Lt goverrrensi srrounoes wovses 3 e Hoan Boa f =, b STy S T i Bl e Pitrven

HawiH Tan Eehe: of Doca sEEIwg bl by tm = Porpatian. Haswer il @aTeded will Feprranbied. T Te THE dos na
mmm]-hﬂﬂm‘mm!Hllhmmmmhlnlﬁ |

Corpaiatien Tin redwced I H%

Ryriiining Foyaky sbiigetions sbakxhed from Lesiary B3 for dhe 3 Fesds wiveh 56 pas ham. As sddtionsl Sepplsnsndary Chagt" o 10% of Tag: |
farroeF proftt wethoad wry descurion by BRISCeN] GRS, A e dies 1w i peraifrs which quallel for o 1% ATEsg=dr. SIS o0 L I pist!
mnd W A e and S om g ot s e w0 ST ol year atoearcn org b S50 WY CLITRRRY ede d 35 ariegpdoan

nheance mavy ediebie lor 1 % B i @bewao

Jurniary HH ) B v ety Chargs raned From 5% Lo 3P




HE

References

Andersen, S S 1993 The Stuggle Over North Sea Od and Gas' Govermment

Strategias in Denmark, Britain and Norway, United States, Oxford University Press

BERR {the UK Department for Business, Enterpnse & Regulatory Reform), OFf & Gas

infarmation via http:www berr.gov. ukfenergyfindex hitml

BERR (various vyears), Oigest of UK Energy Statistics, available wia

hitp:/hwoww. barr. gov. uklenergyindex, himl

Bland, D (1991), UK OF Taxation, Third Edition, K, Longman

Band, 5. Deversux. M. & Saunders, M, 1987, North Sea Taxabon for the Mineteen

Ninefies, London, Longman

Bayle, A. 19B84. Oil Taxation and the Norh Sea, Petroleumn Accounling and Financial

Mapagamant Journa!, po, 859-7T4 (Summer

BP (1923}, Annual Report & Accounts

BP Statistical Review of World Energy (vafious years), available on-line from

hittp./fwww . bp com



http://www.berr.oov
http://www.berr

57

Corzine, R 1985 The years of plenty are not over yet, Optimism Is growing that the
UK's reserves will last well into the next century’, in Survey of North Sea Qil and Gas,

Financial Times, September 4th

Devereux, M. P, 1983A Changes in the Taxation of North Sea Qi Jowmal of the

Institute of Fiscal Sfudies, Vol 4, Number 2, (May), pp. 75-79

Deveraux, M P. 19838 Changes to the North Sea il Tax System in the 1983 Budget,

Joumal of the Institute of Fiscal Studies, Vol. 4, No. 2. pp. 75-78

Deveraux, M. P, and Moris, C. N, 1883A, North Sea Oif Tax Revenue: A Disaggregaled

Mode!, Institute of Fiscal Studies working paper, No 40, London (February)

Devereux. M, P. and Marris, C. N, 1983B. North Sea OF Taxation: The Development of
fhe MNorth Sea Tax System, Institute of Fiscal Studies report seres, Mo, 6 londan

{December)

DOE {former UK Department of Energy). 1888, Development of the Ol and Gas

Resourcas of the United Kingdom, London, HMSO (the Brown Book)

DT (former UK Department of Trade & Industry), 1980-1982. annual volumes of the
Development of the Cif and Gas Resources of the United Kingdarm, Lendon, HMSC (the

‘Brown Book')



58

OT! (farmer UK Oepariment of Trade and industry} 1884 e Energy Repart Vol 2, O
and Gas Resources of the United Kingdom. Londen, HMSO (continuation of the ‘Brown
Boak'

DTl (former UK Department of Trade and Industry), 2004. UKCS Offshore Field

Approvals Since 1/1/1976

Earp, M. 2008. 'The UK's Approach to Upstream Petraleum Taxation', Depariment of

Energy & Climate Change, slide 33

ElA (US Energy Information Administration), 1983. Annual Energy Outiook

Favern, C, A, and Pesaran, H. M. 1884 il Imvestiment in the Marth Sea, Economic

Modediing, Vol 11, No 3, pp 308-329

Garnaut, R, and Clunies-Ross, A. (1875), Uncertainty, Risk-Aversion and the Taxing of

Matural Resource Projects, Economic Joumal, Vol B5, pp 272-287

Great Britain, 1983, Finance Act 1983, Chapter 28 in the Taxes Acts, 1987 edition.

MNorwich, The Stationery Office

Great Britain, 1987, Finance Act 1987, Chapter 16 in the Taxes Acts, 1997 edition,

Morwich The Stationery Office



i

Great Bntain, 1988. Income and Corporation Taxes Act 1988 Pefrofeum Exiraction
Activities (Ch. V). Chapter 1 in the Taxes Acts, 1997 edition, Norwich, The Stationery

Office

Great Britain, 1985, Petroleum Royallies (Reliefl and Continenfal Shelf Act 1988,

Chapter 1, Lendan, HMSO

Hann, D. 1286. Government and North Sea Oil, Hong Kong, Macmillan Press Lid

HC. 1986. 3% Report from the Energy Commilttes of the House of Commans on The
Effect of Oit and Gas Prices on Activity in the North Sea, HC (175), Session (1986-87),

Londan, HMSO

HM Revenue & Customs, OT13040 - oil taxation schedule with this code number

available from http.iwww. hmre gov uk/manuals/otmanualiol 3040 htm

HM Revenue & Customs, OT14040 - oil taxation schedule with this code number

available from hitp:/Aweew hmre gov. uk/manualsiotmanualiot1 4040 him

HM Revenue & Customs, 2008, Guide fo UK and UK Continental Shelf Oil & Gas

Taxation, available online at hitp (fwww hmre gov ukfinternationalins-fiscal3.him

HM Treasury, 2008. UK Pre-Budget Report, Facing global challenges: Supporting

peaple through difficult imes._ availabie at,

http-Mfanww. hm-treasury gov. uk/d'pbr08 completereport 1721, pdf



http://www
http://www.hmrc
http://qov.uk/manuals/otmanual/oT14Q40
http://www.hm-treasurv.qov.uk/o7pbr08

&0

HM Treasury, 2008, Budget 2009, Bullding Britain's Future, {Apnl}, available at,

htte: ffaenw. hm-treasyry gov.uk/bud budd9 repindex him

Inland Revenue (UK), 2003 PRT. Changes- FA 83

Kemp, & G and Cohen, D. 1980. The impact of Pefroleum Taxation in the UK on Cil

Operations and Govemment Revenue, The Fraser of Allander Institute, Research

Managraph Mo &

Kemp, A.G. 1992 Development of UK Policy Towards Qil and Gas and Their Effects. in

Cairns, WJ., North Sea Oif and the Emdronment, Elsewier Applied Science, pp. 93-114

Kemp, A G and Macdonald, B. 1994, Prospects for the UKCS Under Low Oil Prices
After the 1993 Finance Act, Oil & Gas Law & Taxation Review, November, Val. 12, Part

11, pp. 342-348

Kemp, A.G. and Stephen, L. 1996, The UK Pefroleum Fiscal System in Relrospect. In

The UK Energy Experience A Model or a Waming? impenal Coliege Press, pp. §1-78

Kemp, A. G. and Stephen, L 1887 The Qil Pnce Changes and Government Revenue,

Energy Utilities, January, pp 20 -22, 19597

Kemp, A. G and Stephen. L 2000 Exploration and Development Investment and
Taxable Capacity in the UKCS under Different Oil and Gas Prices, The Internalional

Energy Experience: Markels, Reguiation and the Ernvironment, pp. 191-202


http://hm-lreasurv.QOV.uk/bud

61

KPMG. 2000 A Guide lo UK O and Gas Taxation, 10" editon, UK, Summerhouse

Communications

Knott, D, 1983, Watching the World, OFf & Gas Journal, Tulsa, Penn\Well Publications,

weak of March 22nd, p. 31

Kuyper, R. 2002. Brent Field Depressurisation, SHARP IOR eNewslefter, former UK
Department of Trade & Industry OQil & Gas Directorate online publication for the UK

reservoir engineenng and IOR community in the UK, no. 2 (May)
Lawson, N. RT Hon MP 1983 Minufes of Evidence Taken Before the Energy
Cormmittee on Ol Prices. Parliamentary Papers, HC (332), session (1982-83), Vol. XXXI.

London, HMSO

Martin, 5. 1997. Tax or Technology? The Revival of UK North Sea O Production.

Oxford, Oxford Institute for Energy Studies, (October)

Mommer, B. 2002, Global Ol and the Nation State, Oxford, Oxford University Press

Moose, J. S 1982 British and American Tax Treatment of U.K. North Sea Oil Fields,

Energy Joumal, Veol. 3, No. 2, pp. 55-63

MNoreng, O. 1980, The Qif indusly and Govermment Strateqy i e North Sea, London,

Croom Helm



il and Gas Journal, 1993, PRT Change in UK. a Ligwdation Palicy, Tulsa. PennWWeil

Fublications, week of March 21st

Qil & Gas UK, 2008. Ecomomic Report 2008

OPL (Qilfield Publications Limited), 1988. The North Sea Fleld Develapment Guide, sixth

edition, valume aneg, Ledbury.

OPL {Oifield Publications Limited), 2004 The North Sea Field Development Guide,

ninth edition, velume ane, Ledbury

Pezaran, H. M. and Favero, ©. A, 1890 O Investment 1n the North Sea: An Economic
Analysis of Exploralion, Development and Extraction of O in the United Kingdam

Continental Shelf, Quean Mary and Westfield College, papear No. 223, London

Petroconsultants, 1996 Rewew of Petroleum Fiscal Regimes (RFR), London, Acreage,

Laws & Tax

Petroleum Rewiew, 1983, It Could be a Mew era for the North Sea, Petroleum Rewview,

May, pp. 7-5

Rowland C and Hann, D. 1987. The Econormics of Noith Sea Cif Taxation. Hong Kong,

the Macmillan Press Ltd



63

Rutiedge, | and Wright, P\W. 1985, Profitability and taxation in the UKCS ol and gas
industry. analyzing the distribution of rewards between company and country, Energy

Falicy, Vol 26, Ne.10, pp 795-812

Saunders, M. 1987 Oil Taxation: The Cross-Field Allowance, Fiscal Studies, Vol B. No.

4, pp 55-68

SC Deb (A) 16 June 1988. c129. Standing Committee A, Finance (Mo.2) Bill. HC. Minth

Sithng. Thursday 16 June 15988, Clause 124

Seymour, A, 1980 The Gif Prce and Non-OFEC Suppiies, Oxford Institute For Energy

Studies Papers on the World Petroleum Market (15). Aldgate Press

Smith, B. 1999 The Impgossibility of a Neutral Resource Rent Tax. Warking Paper in
Economics and Economatrice No 380, Faculty of Economics and Commerce and
Ecanomics Programme, Research School of Social Sciences, Australian National

University

UK Office for National Statistics, online at http./iwww statistics gov. uk

Walde. T. 2003. Review of Mammer, B, Global OF and Nahon State. CEOMLP Intemet
Jourmal httgd dundes.ac. uk/capmil rrall reyiswB0 himl

Woad Mackenzie, 2004, Global Economic Mode! (GEM v.3 01), with kind permission

Wood Mackenzie, 2008 Global Ecanomic Model, (GEM v.3.22), with kind permiission


http://www

G4

Zhang, L 1997 MNeutrality and Efficiency of Petroleum Revenue Tax: A Theoretical

Aszsassment. Thae Economic Jourmal. Vol 107, part 443, pp 1106-1120



