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Abstract:

Different oil producing countries adopt differegpés of oil and gas agreements to
regulate their relationships with international aild gas companies. These countries
tailor petroleum fiscal regimes to fit their ownsttes. However, in some cases a host
country may amend its petroleum fiscal regime duehianges in the internal and/or
international economic and/or political environmemtdue to changes in the host
government’s energy policy. The story of the UKrpletum concession and fiscal
regime may be unique; this is due to the employroéiat unique concession type of
agreement which no longer includes a royalty chage key element of its fiscal
regime. The UK concession model is described asmagmdating private interest
under public control.

This paper details the UK petroleum fiscal regimé&s historical context. The aim is
to illustrate the development of the UK oil and ¢gsation system on one hand and to
highlight the many trends that developed in trgsdl regime over time. Our approach
will be based on detailing the many changes toukKepetroleum tax regime and on
calculating the resulting marginal petroleum taxeras a consequence of any
petroleum tax reform.
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I ntroduction

The UK has been using the concession type of algas agreements to regulate its
oil and gas operations. This introduction will lfigedescribe this type of agreement
and how it is applied in the UK.

Concession agreements were established in the2@Hgentury, and this system was
the fashionable form of petroleum agreement betwbest governments and
international oil and gas companies until the 19508 the 1940s concession
agreements on their traditional principles stattetbe less frequently used. In 1943,
Venezuela set taxes on the profits of internatiomialcompanies in addition to

royalties, and in 1948 Venezuelan tax law presetttedconcept of a 50-50 profit-

sharing scheme. This was taken up by Saudi Arabi9b0, and then most of the
concession agreements around the world starteollowf suit. So, profit-based taxes
became a main financial feature of the new coneassibesides royalties which are
not profit related duties. Other changes to thditi@aal concession forms started to
appear, such as changes to royalty rates, and etleothof paying them. In 1952 the
Iragi Government and Iraq Petroleum Company (IR@pduced a new agreement
based on a 12.5 % royalty to be paid in kind ocash equivalent. Furthermore, the
introduction of a different types of bonus paymettis introduction of price controls,

and the removal of tax holidays were all new fegguof the new concessions.

Generally, under the concession system the landoymmeprietor) receives his rent
for granting a lessee a right to his land in thenfof royalties in kind, cash or even a
percentage-based royalty. The landowner receivesdnt, which may or may not
take account of issues such as limitations on ptolu volumes, selling prices, and
profit. Under concessions, the tenant, ‘the oil gad company’, is the legal owner of
the minerals during the concession period, butafdhe land or the sea where the

! See, e.g., T. N. Machmu@he Indonesian Production Sharing Contrathe Hague, Kluwer Law
International (2000).

2 See, e.g., Ibid; Z. Gadnternational Petroleum Contracts: Current TrendedaNew Direction
London, Graham & Trotman Ltd. (1994).



minerals lie. At the end of the concession agreértten ownership of the minerals
returns to the state, ‘the land/sea owner’, unkbgsconcessionaire carries on by
making a new agreement with the state or by somension of the concession

agreement.

Further, according to this system the oil and gasgany, or ‘the contractor’, pays all
of the costs associated with exploration, develogmdrilling, and production
activities without any view to recovering thesetsatoil and gas are not discovered.
However, if commercial reserves are discovered @h@nd/or gas produced, then
title to the oil or gas resources (‘production’ the UK case) will pass to the
contractor’ At this stage, the contractor should pay royalt@eshe host government
when production occufs.In terms of a concession period, because thereois
standard format for concessions, duration is exhgriong as it could run for about
75 years as in the Middle East and Indortesidnile in terms of concession area, the
agreement may bound a whole country or a defined af the country in questién.
Countries having concession systems are, sometinedstred to as tax/royalty

countries.

However, the case of UK concessions is differehe Taw grants the concessionaire
the right only to obtain the products from the cession area of the UK land or sea
and gives him a title to these products only. Tightrhere is similar to the right
granted to catch fish. Hence, it gives the conoessie a title to the production but
not to the mineralg situ. Also the Government keeps the right to changeddrie
concession terms.In other words, In the UK case the concession@irgranted

mining rights and economic rights, but not mineigihts®

® R.A. Gallun, C.J. Wright, L.M. Nichols, J.W. Stex®n, Fundamentals of Oil & Gas Accounting
(4th ed.) Tulsa, PennWell (2001) (the ownershi@ gfiece of land that contains minerals could be
separated into ownership of the surface and owipeodhthe minerals. In such a case a piece of land
might have two owners: one has the right to théasarand another has the right to the minerals. So,
minerals rights refer to the ownership of any matebeneath the surface).

* See, e.g., Ibid.

® See, e.g., Machmud, supra note 1.

® See, e.g., E. E. SmitRrom Concession to Service Contra@3 TULSA LAW JOURNAL 493, 493-520

(1991).

" See, e.g., H. AbddReadings in the International Oil and Gas Agreemeantd the Economic Rent

Concept: The Governance of Petroleum Resouiek 9, Issue 3 INERNATIONAL ENERGY JOURNAL

163-173 (September 2008); D. P. Camefenaperty Rights and Sovereign Rights: The CaseoofhiN



The old concept of concessions was no longer usefutountries wishing to place
more control on their petroleum resouréds. this regard, Mikeséfl argues that

most of the old concession agreements in developimd) producing oil and gas
countries were established and negotiated whilsetheountries were under the
control of developed countries. So, when these Idpuey countries became
independent, they started to put extra control logirtnatural resources with the
purpose of gaining extra revenues and developimgy tbwn national resources.

Government action gradually took two forms:

1. Renegotiation of old concession agreements witkrnational oil and gas
companies;
2. Establishment of national oil and gas compart@scarry out national

petroleum policies and dominate the countriesaai gas operations.

Thus, the management issue was a major reasomtiotres to start thinking about
reforming the old concession system into a new &rwhich would enable them to
have more control over their oil and gas resouraepresent a new type of agreement
providing the required control. The alternativestite concession were production

sharing contracts and/or service contracts. Machmdds'*

“If one’'s aim is to achieve a level of control anvolvement in the
exploration and production activities greater thizat offered by the usual
concession agreements, the solution must be songhtrisk-service or
production-sharing type of agreement.”

If production sharing and service contracts arernfust suitable alternatives to the
concession system, the question arises of why \Westaintries continue to use the
concession type of agreement. Machmud argues keatrdason the West never

adopted the PSC system is that the concession ofiisethe Western way of doing

Sea Oi] New York, Academic Press Inc. (1983); HMR&L Guide to UK and UK Continental Shelf
available athttp://mww.hmrc.gov.uk/international/ns-fiscal3mh{2010).

8 Machmud, supra note 1 at 37, (defines mineraltsigls: “the rights that deal with the ownership of
the minerals in the ground”, mining rights as: “thights to bring the minerals to surface”, and
economic rights as: “economic rights deal with tvenership of the minerals once they have been
mined.”).

° See, e.g., Gao, supra note 2 ; see, e.g. Smijiha siote 6.

10 See, e.g., R. F. Mikesell, Petroleum Company Qjuere and Agreements in the Developing
Countries. Washington, Resources for the Futud84)L

1 See, e.g., Machmud, supra note 1 at 22.



business as the concession provides governmertisangiood level of control over
their oil and gas industry. Moreover, it ensuresleble supply of oil and gas, even if
private oil and gas companies are running the imguslachmud continues by saying
that Western governments are able to control {hetiroleum industry indirectly, and
this can be done through representation or shatelgpltaxation is also used as an
instrument of collecting rent. As a result, Machrfudoints out that the UK found
that there was no reason to change its regulatolicigs. This is because the

Government decided to retain more influence oveplaation, development, and

production activities. The current fiscal policyadated the Government to have more

control and manage its oil and gas resources throlig concession system. In this
regard, the UK had her own concession model that imaact, a modified version of
the traditional concession concept. This modeldits been referred to as ‘the North

Sea Model'. The main features of the North Sea Mackeas follows:

1. Due to lack of knowledge and experience in theaed gas industry and the
need for such experience, dependence on the intaraboil and gas industry
was essential for the UK.

2. Licences were granted according to administeatilocation in smaller areas
than in other producing oil and gas countries.

3. Gaining the required experience in the oil aas ipdustry, and at the same time
benefiting from the oil and gas wealth, was to lehieved through state

participation and the introduction of special aiddial petroleum taxation.

The North Sea Model allowed private and internatiarl and gas companies to be
granted licences to participate in exploration,edepment, and production activities
and to be regulated under which royalties and sp&xation to be paid in addition to
ordinary company taxes. In other words, and comsistith Noreng’s statement, “it

accommodates private interests under public caftrol

The next section characterises the evolution oliKepetroleum fiscal regime under

the concession system by explaining the taxatictesy applied to the UK upstream

125ee, e.g., Machmud, supra note 1.
13 See, e.g.[]. Noreng,The Oil industry and Government Strategy in thethN@ea London, Croom
Helm, (1980).



oil and gas industry. Therefore, developing tremasthe legal, regulatory and

contractual instruments are clarified based oma-{cale method.

THE EVOLUTION OF THE UK PETROLEUM FISCAL REGIME

Oil and gas are arguably the most important natesburces to be discovered and
produced in the UK during the last century. Thepvite energy and essential
chemicals for the home, industry, and the transpgsatem, as well as earning
valuable export and tax revenues to support theetishomy** UK North Sea oil has
become an important source of world energy sudplyL985 the UK produced more
oil and gas than Saudi Arabia4.58 % of the world’s daily oil and gas producttn
its world ranking was fifth at this time in termbautput. In many subsequent years it

ranked sixth.

The North Sea has three unique characteristics;hwmmake it a recognised oil and
gas region. These are: 1) rapid development whenvtirld demand for energy was
heavy, and when the Organization of the PetrolexpoEing Countries (OPEC) was
at its most powerful; 2) location in the centreaaiajor refining and consuming area;
and 3) the creation of highly active spot and fadwvmarkets for crude off. On the
other hand, the water depth and the weather conditnake the North Sea different
from other oil and gas producing areas, for exantple Middle East and the Gulf of
Mexico. However, during the 1960s, the North Sea stdl a new oil region, and it

had development and production probléfhs.

This paper aims to provide a basic descriptionhefftscal regime which applied to
companies engaged in oil and gas extraction aetsvin the UK Continental Shelf
(UKCS) up to the year 2010. This is to highliglgnds in the developmental process

4 See, e.g., R. Mabro, R. Bacon, M. Chadwick, M.liwall, D. Long, The Market for North Sea
grude Oil Oxford, Oxford University Press (1986).

Ibid.
16 See, e.g., Petroleum EconomBatistical AnnualLondon, The Petroleum Economist Ltd., CHASE
Oil & Gas Group (1995).
7 See, e.g., Mabro et al, surpa note 14.
18 See, e.g., Noreng, supra note 13; A. Seymdhe Oil Price and Non-OPEC Supplie®xford
Institute for Energy Studies Papers on the WorlgdReum Market. Aldgate Press. (1990).



of the UK fiscal regime which uses a concessiore tgpoil and gas agreements. It
will address the history of oil and gas legislationthe UK focusing on the period
from 1964 onwards. For the purpose of this resedihehhistory of the UK oil and gas
industry will be divided into six periods: up to@4 from 1964 to 1974, from 1975 to
1982, from 1983 to 1992, from 1993 to 2001 and f&082 to 2010. The justification
for these divisions is that in 1964, the UK Goveeminapproved the international
legal framework with regard to division of the ss#m bed resources. The other
periods’ starting dates have witnessed signifidant changes and these are worth

highlighting in some detalil.

Over the last 40 years or so, the UK has developedone of the world’s major oil

producing countries. Successive administration® ltkeweloped a fiscal regime under
a concession, which provides taxation incentivegitand gas companies to explore
and develop the UK oil and gas reserves while at $ame time securing an
appropriate share of these resources for the ndfigoal policy has had to remain
flexible enough to cope with changes in oil prited at the same time provide the
industry with the necessary stability for futurambing. From the introduction of the
first duty (royalty) on UK oil and gas productiomp until 2010, four special taxes
were used beside the standard ring-fenced Corpardax (RFCT). These taxes are:
Petroleum Revenue Tax (PRT), Supplementary Petrol@wty (SPD), Advance

Petroleum Revenue Tax (APRT) and the Supplemer@drgrge (SC). Removing

PRT, SPD and APRT duties defines the UK petroleisovaf regime as one that

would fall into the non-proprietorial reginte.

In the subsequent sections the specific detaith@fintroduction of, and changes to,
these taxes will be charted along with definingndes to the petroleum marginal tax

rate after each change.

Components of UK Petroleum Fiscal Regime

Royalty
Royalty on oil and gas is, in fact, not a taxsitai charge on the value of production,

¥ See, e.g., Abdo, supra note 7.



and therefore it is not a profit-related duty. he tUK oil industry, a royalty was
introduced at a rate of 12.5 % of the landed valuide petroleum production less an
allowance for the costs associated with the comggyireating and initial storage of
the oil and gas between the well- head and thet pbivaluation, usually the terminal
onshore?® However, as royalties allowed for costs of conmgyitransportation and
treatment, this meant that the actual rate of tgyalccording to this basis, was less
than 12.5 % of the well-head valtfeln the UK, royalties were not charged on a field
basis but on the licence. There are several calseseva licence covers more than one

field, or where a field is covered by more than boence?

All petroleum production licences were to pay rtigal to the Secretary of State for
Energy. The Secretary of State formerly had théopnd power to require royalties
to be paid in kind, but this option was abolisheshf I January 1988° A royalty
was paid even if the international oil and gas canys profit was zero as it was not
a profit-related duty? Royalties were deductible against PRT and RFCTitprahey
were entirely abolished effective frorf January 2003.

Petroleum Revenue Tax (PRT)

PRT was introduced in 1975 to target economic réhis tax is similar to Resource
Rent Tax (RRT) and Cash Flow Tax. The UK Governmetgnded that PRT, the
royalty charge, and Corporation Tax (CT) would sect0 % of oil net revenues for
the United Kingdom Exchequer, and would, therefbee available to the nation for

the achievement of wider economic objectifes.

PRT is applied on a field-by-field basis, or imgifenced’. This ring-fence concept

means that profits arising from each field are ghdrto tax separately from other

2 See, e.g., HMRC (2010b).

% See, e.g., Mabro et al, surpa note 14.

% gee, e.g., S. Bond, M. Devereux, M. Sauders, N®eth Taxation for the 1990s, IFS, Report Series
No. 27 (1987); HMRC, supra note 7; C. NakhRetroleum Taxation: A Critical Evaluation with
Special Application to the UK Continental Sh&lhD Thesis, Surry University (2004).

% See, e.g., KPMGA Guide to UK OIL and Gas TaxatiodOth Edition. UK, Summerhouse
Communications (2000).

% See, e.g., A. G. Kemp and B. Mommerps and Cons of Petroleum Royalti@§ O<FORD ENERGY
FORuUM 12-15 (1996).

% See, e.g., Department of Ener@ie Challenge of North Se@m. 7143. London, HMSO (1978).



fields’ profits. Therefore, losses in one field nahbe deducted from profits in other
fields. The Secretary of the State for Energy aetees the extent of each field. PRT
is a deductible charge when calculating profitsR&CT purposes.

The aim of PRT was to allow each project to recatgecosts rapidly, then to tax it
highly. The various allowances and the safeguaw gaotection to a number of oil

and gas fields from PRT where no economic rentlikaly.

Supplementary Petroleum Duty (SPD)

SPD was introduced in 1981 and it was one of thelfail profit taxes, like PRT, that
were used to curb international oil companies’ pgofGovernments set such taxes
against international oil and gas companies’ regsnn cases where present fiscal
regimes did not secure a fair share of profitstf@ host governments, in particular
during periods when oil and gas prices were ining&8 SPD was introduced mainly
to take a reasonable share of the high profits oocuin the industry as a result of
the oil price increase in the late 1970s and tmky 4280s. SPD was charged at a rate
of 20 % of gross production revenue, minus an anallawance of one million
metric tonnes a yedf.Like PRT, a ring-fence was applied to this taxDSRas a
deductible charge against PRT profftSPD was abolished in 1983.

Advance Petroleum Revenue Tax (APRT)

APRT was charged from*lJanuary 1983 to $1December 1986 on oil and gas
revenues, less an allowance of the value of 5000080ic tonnes of oil per field in

each chargeable period. APRT was introduced tolerete the receipt of PRT into
the early years of fields’ lives. This duty was ganto SPD, apart from the fact that it

was not deductible when calculating PRT prdfitdPRT was credited in full against

% See, e.g., J. A. Fleites Melbevelopment in the World Oil Industry, ProfilesM&jor Non-United
State Oil Companies and State Contractual Framewdkport Commissioned (1991).

%" See, e.g Finance Act 1981Ch. 35 in The Taxes Acts, 1997 Ed. Great Brit&lorwich: The
Stationery Office (1981, S. 124).

% See, e.g., HMRC, supra note 20.

# |bid.



normal PRT liabilities when they arose and, if @uld not be set off in this way

within five years, it was repaid, and no further®Pwas collected’

Corporation Tax (CT)

RFCT is charged on oil and gas companies’ profitthhe same way as on any other
industry’s profits. CT was first introduced in ti®64 Budget to be applied with
effect from 1965 as the only tax on the profitcommercial bodies. The rate of this
tax was changed many times and the current r&@ %, which represents one of the
lowest company tax rates in the wofidf RFCT is applied to all corporate bodies in
the UK; therefore UK oil and gas companies areextitip this tax. In the case of oil
and gas fields which were developed during theogeMarch 1993- April 2002,
RFCT was the only tax on profits. Moreover, foreign oil and gas companies
producing in the UK are subject to this tax forfiisogenerated from UK oil field'
Unlike PRT, RFCT is levied on the oil and gas complut not on the individual oil
and gas fieldd® In calculating oil and gas companies’ profits RFCT, royalties,
PRT and SPD were deducted for this purp8se.

Supplementary Charge (SC)
This tax was introduced on " April 2002 at a 10 % rate; this rate was raise@ad6
on T January 2006. The profit subject to this tax i $hme as for the RFCT, apart

from not allowing the deduction of financing codts.

% See, e.g.Finance Act 1982: Advance Petroleum Revenue Thx39, Part VI, in The Taxes Acts,
1997 Ed. Great Britain. Norwich: The Stationery i€df (1982, S. 139); Department of Energy,
Development of the Oil and Gas Resources of théedidingdom London, HMSO (1982); D. Nigg
and P. Keeling,Accounting for United Kingdom Taxes on QOil and Q&®ducing Activities
PETROLEUM ACCOUNTING AND FINANICAL MANAGEMENT JOURNAL 59-84 (Winter 1983); C. A.
Favero, Taxation and the Optimization of Oil Expliton and Production: The UK Continental Shelf.
Oxford, Oxford Institute for Energy Studies (1990).

3 See, e.g., Department of Trade and Indudbgyelopment of the Oil and Gas Resources of the
United KingdomLondon, HMSO (2000).

32 Department of Energy, Development of the Oil arab ®esources of the United Kingdom at 29.
London, HMSO (1985); See, e.g., HMRC, supra note(2be CT rate was raised from 40 % to 52 %
in 1974. In 1983, the rate was reduced to 50 %tadd % in 1984, then to 40 % in 1985, and to 35 %
in 1986. In 1990, the CT rate was reduced to 34ébta 33 % in 1991. This rate was further reduced
to 31 % in 1997 and with effect froni April 1999 the rate was reduced to 30)

¥ See, e.g., Department of Trade and Indudirgyelopment of the Oil and Gas Resources of the
United KingdomLondon, HMSO (2000, para. 3.27).

% See, e.g., D. BlandJK Oil Taxation 3rd Ed.. UK, Longman (1991).

% See, e.g., Mabro et al, surpa note 14.

% See, e.g., DTI, supra note 31.

37 See, e.g., HMRC, supra note 7.
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The above-mentioned duties were the main onesduted in the UK fiscal regime

between 1964 and 2010. The next sections will destnate the historical changes and
trends to the UK fiscal regime, under the conces$ype of oil and gas agreements,
based on periodic divisions, as was mentionedegarii this paper. In so doing, tax
reforms and their effects on the marginal tax takkbe discussed and illustrated in
detail. This research focuses on the period 198@20ut historical events before
1980 will be outlined in this paper as a historicatkground to the UK fiscal regime.

The Period Up to 1964 a historical background

Britain had been producing oil for more than a hmeddyears before the discovery of
North Sea oil. The history of the exploration amd&lopment of oil and gas resources
in the North Sea is extensive. For centuries sopadintities of oil were extracted in
Britain from shale to produce kerosene, known aplail. In 1913 production was
over 3.25 million tonnes. The First World War cdrmahs created difficulties in
importing oil to the UK® Therefore, the UK Government considered the idea o
exploring and drilling for oil in UK territory. Tlsiidea was officially expressed in the
Petroleum (Production) Act of 1918. This Act grahtee Crown the right to control
petroleum activities in the UK and to grant licemder exploration and production
purposes? In 1934 a new Petroleum (Production) Act was psard this new Act
replaced the 1918 Petroleum Act. The PetroleumdiRrtion) Act of 1934 established
the national ownership of petroleum resources iexjsih natural conditions in the
UKCS and granted the Crown property rights to onshpetroleum exploitation and
the power to grant licences for its exploration desgtelopment’ In other words, this
Act established the Government’'s authority to ratpland grant applications for

issuing licences, to define the licences’ contanis set licence feéds.

The international oil and gas industry first tookiaterest in the UK North Sea waters
in 1959. This was after one of the biggest natgea fields had been discovered by

¥ See, e.g., Department of Trade and Industhe Energy Report, Oil and Gas Resources of the
United KingdomVol. 2. London, HMSO (1996).

% See, e.g., HMRC, supra note 20.

0 See, e.g., Ibid; DTI, supra note 38.

“1 See, e.g., Arthur AnderspBuide to Upstream Oil and Gas Taxation in the (2K00).
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the Shell and Esso oil and gas companies in thel®&®s in the Netherland$.In
1962 the UK Government received the first applaratior agreements to explore for
oil and gas within the UK Continental Shelf. The Ws not able at that time to
respond positively to these applications, as theti@ental Shelf had not at that time
been divided among UK, Denmark, West Germany, Nkthds and Norway. In
1964 the UK approved the international legal framdwwhich was provided by the
1958 Geneva Convention with regard to the divisibrsub-sea bed resources. The
most significant rule of the Geneva Convention Bb&8 was that countries with
coastlines were given rights to explore and prodinee natural resources in the
Continental Shelf to a distance of 200 miles frohore®® In 1965 the above-
mentioned five countries were able to establishrtteglian line, which divided the
area of the 62 Parallel between the UK and Norw4y.

The Period 1964-1974

In 1964-65 the UK Government put into operationfihet comprehensive regime for
exploration and production of petroleum in the HdBea. The important features of
this regime were that the UK Government had thétrig control the working
programme, and that a system of relinquishmenttesh adopte. In June 1970,
the Conservative Government came to power. The Gewernment reviewed the
existing licensing system. At that time, becausé¢hef price increases caused by the
1973 Arab-Israeli War, the UK had to consider thesgibility of domestic oil
production to cover local demand. The new Britishpolicy aimed to maximise
exploration and development efforts, and to gramoad representation of British

interestg®

In the mid 1970s there were some remarkable changée UK oil industry. These
were a sharp increase in the oil and gas pricedtirgs from the 1973 Arab-Israeli

conflict; the recovery of oil and gas productiondalO new offshore discoveries over

2 See, e.g., C. Robinson and E. Marshall's Contribution to UK Self-Sufficiency.ondon, Policy
Studies Institute and the Royal Institute of Inggional Affairs (1984).

*3See, e.g., HMRC, supra note 20.

4 See, e.g., Robinson and Marshall, supra, note 42.

> See, e.g., Noreng, supra note 13.

“ See, e.g., A. G. Kempevelopment of UK Policy Towards Oil and Gas andiffBffectsat 93-114,
in Cairns, WJ, MRTH SEA OIL AND THE ENVIRONMENT. Elsevier Applied Science (1992).
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the period of 1970-1974. These changes, besidexitfentage of the proximity of the
North Sea to the European market, led to a bootariJK oil and gas industry and
resulted in high profit§’ This in turn created a need for the new legistatb1975 in
order to capture the expected high profits. Of' Duly 1974 the Government
published a ‘White Paper’ entitled “United Kingdo®il and Gas Policy*® This
paper was presented to Parliament by the Secretahe State for Energy. Besides
an optimistic vision aiming at a higher productiand tax take, the White Paper
encouraged the adoption of a new system of stateipation in new licences, and
renegotiating existing licences to obtain moreesgadrticipation. The Government
hoped to do this without causing harm to licenses# recognised that the costs of
exploration and development had been heavy. Fumntbrer, the White Paper proposed
the creation of the British National Oil CorporatiBNOC), to act as a Government
representative in the oil industry. It was suggeédteat the BNOC would gain the
power to extend its future activities to the rafippiand distribution of oil and gas

products*®

In 1974 when oil prices increased, the Labour Gowvent introduced a policy aimed
at providing more protection for national interestgelation to North Sea oil. This

protection was seen through state participatiomiirand gas operations alongside
international oil and gas companies. Liverman estat

“Mr Wilson’s Government of March 1974 pursued themg principal

objectives as Mr Heath’s, namely the increase ekgument take and an
improvement in security of supplies, together wathgreater degree of
government regulation over development and prodaocti The Labour

manifesto included a commitment to bring UKCS ailagas operations
under full government control with majority pubparticipation.”

The Period 1975-1982
The year 1975 was significant for the UK oil indystn this year, as the White Paper
of 1974 had proposed, the UK Government created Bhgsh National Oil

*" See, e.g., J. G. Livermawithout Precedent: The Development of North Sea6licy, 60 RBLIC
ADMINISTRATION 451-469 (1982).

“8 See, e.g., Department of Energnited Kingdom Offshore Oil and Gas Poligym. 5696. London,
HMSO (1974).

9 See, e.g., Noreng, supra note 13.

0 See, e.g., Liverman, supra note 47- 458.
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Corporation (BNOCF? the aim of which was to represent the state inothand gas
industry. In doing so, and to involve the BNOC ihamd gas operations, negotiations
began with private oil companies that already hetilvities in the North Sea. The
consequences of such negotiations resulted inmedid@d companies, such as BNOC
and the British Gas Corporation (BGC), acquiringtipgoation rights. The aim of
these rights was that national companies shouldraoat least 51 % of the oll
extracted from the UKCS. This was achieved throtinghright to purchase this 51 %
of produced oil from private companies at markétegrThe UK Labour Government
aims of this policy were as follows: 1) The BNOC wka be used as a device to
secure the national ownership of produced oil; B BNOC would be used as a
control device over the conduct of the oil industithin the UKCS; 3) State revenues
would be increased from the oil industry througis orporation; 4) The 51 % share
would help the Government to control fluctuationoih prices in the short term; and
5) The 51 % share would secure access to oil ardmpch was produced in the

UKCS, and would be employed to ensure securitylisupply>?

The interesting point here is that the UK form @irtgcipation in the oil and gas
operations was different from participation elsemeheéboth under concessions and
PSCs, in the industry. This is because the BNOCgunasn the option to buy up to 51
% of the oil at market price. This form of partiatpn is referred to as ‘a purchase
agreement’. Furthermore, the Labour Governmentstedi that the BNOC should
have representation on all of the operating fieldse Corporation was allowed to
obtain licences outside the normal licensing rouads it was exempted from paying
PRT. The BNOC was given a seat on the licence tipgraommittee. These features
gave the BNOC a very powerful position in comparisath other private oil and gas

companies operating within the UKCS.

In 1975, recognisable profits were generated antem@re expected and received
from UK North Sea oil in the 1980s and 1990s duéntweases in production and

prices. These profits resulted from an increasediymstion rate, and also from the

*! |bid. (The BNOC was formally established on 1 Jagul976).

2 See, e.g., Robinson and Marshall, supra note é&; &g., Machmud, supra note 1.; Kemp, supra
note 46.

%3 See, e.g., Robinson and Marshall, supra note 42.
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very sharp increase in oil and gas prices arigiognfthe Arab-Israeli conflict in 1973.
In the light of these events, the UK introduced Betroleum Revenue Tax (PRT) to
tax a high proportion of the high profits from téeploitation of the UKCS'’s oil and
gas. In other words, PRT was a suitable deviceetamire more economic rent, or
‘take’, in accordance with the aims of the Whit@&aof 1974. In this regard, the Oil
Taxation Act, 1975, stated:

“A tax, to be known as petroleum revenue tax, Isbal charged in
accordance with this part of this Act in respectpabfits from oil won
under the authority of a licence granted undereeitthe Petroleum
(Production) Act 1934 or the Petroleum (Productidxgt (Northern
Ireland) 1964.”

The Oil Taxation Act of 1975 introduced a ‘safegliaoncept’, which aimed to
encourage the development of explored marginadidieThis concept meant that a
participator would pay PRT when his adjusted psdiir a period exceeded 15 % of
his accumulated capital expenditure, provided thtal tpayment of PRT did not
exceed 80 % of the participator total gross prdfifEhe safeguard concept aimed to
provide a form of marginal relief that would bendéiss profitable fields, regardless
of the fields’ reserves. Also in this year (1978 tconcept of a ‘ring-fence’ was
introduced for the CT payments around any oil comfgaNorth Sea trade. This
concept meant that losses from abroad or from @bgvities could no longer be set
against profits from North Sea production to redtee liabilities. The ring-fenced
RFCT was an instrument which helped the UK Govemtnte capture more of the
high profits earned by oil and gas companies duting period®® Based on a
combination of royalty at 12.5 %, PRT at 45 % ark€CR at 52 % the marginal tax
rate for PRT paying fields was 76.9 %, and 58 %ifdds not paying PRT.

In March 1978, a White Paper entitled “The Chaleergf North Sea Oil” was
presented to Parliametit.This White Paper listed the benefits of North ®éalt

would: 1) boost the total national income; 2) h#ip balance of payments; and 3)

> See, e.g.Qil Taxation Act 1975Ch. 22 in The Taxes Acts, 1997 Ed.. Norwich: Btationery
Office (1975, S. 1).

%5 See, e.g., Nigg and Keeling, supra note 30 ; tie@ge and P. WrighfTaxation Petroleum: Don’t
Forget the Upstreanil-12, Energy Economist Briefing,INANCIAL TIMES ENERGY (Oct. 2000);
Mommer (2002); KPMG, supra note 23; Great Britaumpra note 54 ( S 9).

% See, e.g., HMRC, supra note 20; KPMG, supra ndtes2

" See, e.g., DOE, supra note 25.
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increase the Government’s revenues by about fidrbél year by the mid 1980s. The
White Paper presented very ambitious plans basddomme from the extra oil and
gas revenues. It proposed using the oil revenuesaimy different ways: a) investing
in industry; b) improving industrial performance) investing in energy; and d)
increasing essential servicé¥In this regard the DOE stated in the White Paper:

“North Sea provides a unique opportunity for Brtao improve her
economic performance, raise her living standardsyerforward to full

employment, and develop as a socially just socletyill also put her in a
stronger position to discharge her internationgpoasibilities, not least in
relation to developing countries.”

The main fiscal changes during 1979 were to redinee uplift for allowable
expenditure from 75 to 35 %. The oil allowance tbe purpose of PRT profits
calculations was reduced from 500,000 to 250,00@ien®nnes a yed’ Also, in
1979, the rate of PRT was increased from 45 to §6 By so doing, the Government
marginal tax take rate from its petroleum resourneseased from 76.9 % to 83.2 %
(58 % for non PRT paying fields).

By the early 1980s, the UK was experiencing a §icant decrease in the number of
new oil and gas projects being brought forward bg tndustry. Therefore, the
Government made changes to the oil taxation systenorder to encourage

exploration and development activitf&s.

When the new Conservative Government came to paowenid-1979, the advantages
of the BNOC compared with private companies dee@dsr two main reasons. The
first was the change of policy of the new Governtnewhich focused on and
supported the private sector; the second was hieadit volumes that the BNOC had
to purchase were very large and inflexible in thersterm. This caused problems as
the BNOC did not have major storage facilities, aindl not operate actively in the

*% |bid.

*9 |bid, supra note 57-5.

0 'See, e.g., Finance (NO.2) Act 1975, Ch. 45 in Taees Acts, 1997 Ed. Great Britain. Norwich: The
Stationery Office (1975).

¢l See, e.g., Great Britain, supra note 54.

%2 See, e.g., H. Abddvaluating the Usefulness of the Interventionispdpch as a Policy Tool to
Influence Oil and Gas Investment Activities: thes€af the UKV. 10, Issue 2NTERNATIONAL
ENERGY JOURNAL 1-9 (June 2009).
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forward markef® It was suggested that while the BNOC could opecatea self-
financing basis during times of rising oil pricésexperienced increasing difficulties
when oil prices decreased from their peaks of #iyd980s. Oil and gas companies
refused to buy back their own oil, which had beesvipusly sold to the BNOC to
fulfil the 51 % requirement. This was because thwsapanies could purchase the oil
from other suppliers for cheaper prices on the -spartket. Therefore, the BNOC
experienced losses during the periods of decréasgbkprices® In this year the rate

of PRT was increased to 70 %o:this consequently increased the Government
marginal tax rate from 83.2 % to 87.4 % (58 % fonpaying PRT fields).

On 17" December 1981 the Oil and Gas (Enterprise) Bils wablished® The Bill
provided for the disposal of the BNOC oil-produatiousiness to the private sector. It
was proposed to carry out the disposal by transfgrthe BNOC's oil-producing
assets into a subsidiary named ‘Britoil’. It waarmpied that 51 % of Britoil's shares
would be offered for sale to the public. The Goweent hoped that this would be
done before 1982, and that the BNOC would remaialiytstate-owned, principally
to trade in oil to which it had access through ipgration agreemenfs. The
remainder of the BNOC, ‘the trading sector’, kdp briginal name of the BNOC and
retained one main role. This role was to take 5bf9%lorth Sea oil production at
market price, plus the ‘in kind’ royalty oil takdyy the stat&® One more reason for
the disposal of the BNOC was that the strategyhefThatcher Government, which
disliked any kind of state interference, led to these of the BNOC and the selling of
Britoil. Therefore, the UK no longer had a statecompany to fulfil the role played
by state oil companies elsewhéfe.

% See, e.g., Liverman, supra note 47.

% See, e.g., Fleites Melo, supra note 26; Kemp,asnpte 46.

% See, e.g.Finance Act 1980Ch. 48 in the Taxes Acts, 1997 Ed. Great Britélorwich: The
Stationery Office (1980, S. 104).

% See, e.g., HCG4th Report from the Committee of Public Accountsvancial Control of BNOC;
Advances to the British Gas CorporatidtiC (30), London, HMSO (Session 1981-82).

7 See, e.g., DOE, supra note 30.

% See, e.g., Robinson and Marshall, supra note 42.

% See, e.g., Fleites Melo, supra note 26.

17



Following the substantial increase in oil prices 1879/80, the 1981 Budget
introduced a new tax called Supplementary PetrolBuny (SPD). The Finance Act,
1981, stated®

“Every participator in an olil field shall, in accaadce with this part of
this Act, be chargeable with a tax (to be known sapplementary
petroleum duty) on the gross profit accruing to Hnom the field in any
chargeable period to which this section applies.

SPD was initially introduced for 18 months but ihsvextended to two years ending
on 3F' December 1982 In this regard Lawson statéd:

“it was introduced on a temporary basis in ordegite the oil industry an
opportunity to suggest alternative ways of raisegsimilar level of
revenue if there was a better structure.”

By introducing SPD, there was thus a combinatiote®és on oil and gas production
during the period 1980-1981, and UK North Sea aMation became extremely
complex and unstable. The instability of the petwoh fiscal regime came from nine
major changes over the period 1975-188the many changes of tax rates over this
period, and the introduction and abolition of SR &APRT. The complexity of this
fiscal regime arose from the existence of four smpataxes at the same time, i.e.,
Royalties at 12.5 %, Petroleum Revenue Tax at 78 pplementary Petroleum Duty
at 20 %, and Corporation Tax at 52 %. This commna¢xpresses a total of 89.9 %
as a marginal tax take for the UK Government ouheffinal revenues (output) of the
UK oil and gas resources during that time periof.46% from non-PRT paying
fields).

With an 89.9 % marginal tax rate; the Governmentiddzl that exploration and

development activities were affected by the taxmeg and the development of North

' See, e.g., Great Britain, supra note 27 ( S. 122).

" See, e.g., Ibid; Department of Energy, Developmeinthe Oil and Gas Resources of United
Kingdom. London, HMSO (1981); DOE, supra note 30)

2 See, e.g., RT Hon. N. Lawson, MRinutes of Evidence Taken Before the Energy Comenith Oil
Pricesat 8, RRLIAMENTARY PAPERS HC 332, vol. XXXI. London, HMSO (Session 1982-83)

3 Major changes to the petroleum fiscal regime dkerperiod 1975-1983 were: the Oil Taxation Act
1975, provisions contained in seven Finance Acdtsthe Petroleum Revenue Tax Act 1980.
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Sea oil was put at risk by the high marginal tae &nd the frequency of changes. In
other words, the Government may have decided 4t tiihvee that the policy of
increased taxation was harming UK oil and gas prtdn’® Therefore, the
Government view was that there should be a relematf the tax burden, as a
necessary corrective action to maintain exploragind development activitie& In
this year, the rate of PRT was increased to 75 % effect from 3% December
19827° this brought the marginal tax rate up to 91.6 46% from non PRT paying
fields).

On 37" December 1982, SPD was replaced by another tiedoativanced Petroleum
Revenue Tax (APRT). APRT was abolished after oree.ye was scheduled to be
phased out in four stages with reducing rates bews: 1) I January 1983 to 30
June 1983 = 20 %; 2§'Duly 1983 to 3% December 1984 = 15 %; 3y January 1985
to 3T December 1985 = 10 %:; and 4)January 1986 to 31December 1986 = 5 %,
after which time the APRT was to be completely @tmd’’ These tax reforms
brought the marginal tax rate back to 89.5% (58#mtm PRT paying fields)

The Period 1983-1992

The year 1983 was a time of change for the UK petra fiscal regime. In this year
and in the Chancellor's 1983 Budget Statement, liegawere abolished in the
Petroleum Royalties (Relief) Act 1983 for qualifgirields receiving development
approval from the Secretary of State for Energyoomfter £' April 1982”8 In this
sense, the Finance Act 1983 exempted a humbelevfirg new fields from royalt{?
The Finance Act, 1983, stat&l:

“Relevant new field” means an oil field—

" See, e.g., Liverman, supra note 47.

5 See, e.g., Abdo, supra note 62; Robinson and MHyshipra note 47.

% See, e.gFinance Act 1982: Advance Petroleum Revenue Thx39, in The Taxes Acts, 1997 Ed.
Great Britain. Norwich: The Stationery Office (19& 132).

" Ipid, S. 139.

8 See, e.g., Finance Act 1983, Ch. 28, in The Tadeis, 1997 Ed. Great Britain. Norwich: The
Stationery Office (1983).

" See, e.g., Bland, supra note 34.

8 See, e.g., Great Britain, supra note 78 — S. 36.
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(a) no part of which lies in a landward area, withie thmeaning of
the Petroleum (Production) Regulations 1982 omimaiea to the
East of the United Kingdom and between latitude’ &l 55°
north; and

(b) for no part of which consent for development waanggd to the
licensee by the Secretary of State before 1st Ap8R2; and

(c) for no part of which a programme of development haen
served on the licensee or approved by the Secretaigtate
before that date.”

According to this change, the new fields, which eveeveloped on or after thé' 1
April 1982, were subject to a tax rate of 89.5 98 ¢ for non PRT paying fields)
against 88 % in old fields. This tax reform wadratfstage of abolishing royalties.
Moreover, offshore fields outside the Southern Basi the North Sea that had
development consent afters3March 1982 were entitled to double oil allowanoe f
the purpose of calculating PRT profits, i.e., 500,0netric tonnes per chargeable
period up to a total of ten million tonnes per di&t Furthermore, since feMarch
1983 exploration and appraisal expenditure outardexisting field were allowed to

be deducted against the PRT income from theserexistoducing field$?

In brief, the 1983 oil tax changes consisted of ftiwing: 1) Phasing APRT out,

which was completed by the end of 1986; 2) PRTwallice was doubled for new
fields; 3) Royalties were abolished for fields adésthe Southern Basin of the North
Sea area that were developed after March 19824 phdmediate PRT relief against
any field for expenditure incurred after 3arch 1983 on searching for oil or
appraising reserves discovered. The RFCT rate adigced in this year to 50 %; this
reduction made the marginal tax rate for old fie889062 % and from new fields 87.5
%. However, the expected adverse effects yieldethlsytax relief package was a
sacrificing of £800 million of the Government’'s exwe over the four years 1983-
1987, through substantial reductions in taxesdturk fields®

The rate of the RFCT was further reduced to 45 %04, 40 % in 1985 and to 35 %
in 1986; these changes brought the petroleum mergax rate down to 87.97 %

8 bid.
8 bid, S. 37.

8 See, e.g, Department of Energy, Development ofQheand Gas Resources of United Kingdom.
London, HMSO (1983).
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(86.25 % in new fields), 86.87 % (86.25 % in neglds), and to 85.78 % (83.75 % in

new fields) respectively.

During the period 1985-1986 there were no majongka in oil taxation, as the aim
was to provide stability in the tax regime appliedhe oil and gas industry. However,
in 1985 it was announced that immediate PRT rdt@h exploration and appraisal

expenditure was to be withdra®h.On 258" July 1986 the Gas Act allowed the
property rights and liabilities of the British G&vorporation to be transferred to a
public limited company (British Gas plc). From tladove date British Gas plc

became one of the private companies with upstrgagmations and was subject to the
same controls and restrictions as private comp&niééso in 1986, the Advance

Petroleum Revenue Tax Act (APRTA) stated that ibparator who had never won a
profit from UK oil and gas fields had paid APRT farchargeable period before31

December 1986, the APRT was to be paid back topeeator*®

The Finance Act 1987 introduced the concept of‘@ress Field Allowance’. This
concept allowed 10 % of the development expendibdreffshore fields outside the
Southern Basin of the North Sea and approved feeldpment after 17 March 1987
to be deducted from income in other fields for piepose of calculating PRT. In this
regard, the Finance Act of 1987 staféd:

“Where an election is made by a participator irodrield (in this section
referred to as “the receiving field”), up to 10 peent. of certain
expenditure incurred on or aftéf Karch 1987 in connection with another
field, being a field which is for the purpose oistisection a relevant new
field, shall be allowable in accordance with thestson in respect of the
receiving field...”

8 See, e.g., Department of Energy, Development ®fQi and Gas Resources of United Kingdom.
London, HMSO (1986); Great Britain (1985, S. 90).

% See, e.g., Department of Energy, Development ®fQi and Gas Resources of United Kingdom.
London, HMSO (1987).

8 See,e.g.Advanced Petroleum Revenue Tax, Ait. 68, in the Taxes Acts, 1997 Ed. Great Britain
Norwich: The Stationery Office (1986, S. 1).

87 See, e.g.Finance Act 1987Ch. 16, in the Taxes Act, 1997 Ed. Great Britaitarwich: The
Stationery Office (1987, S. 65).
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The Chancellor of the Exchequer announced in tH&8 IBudget that all Southern
Basin and onshore fields for which a developmentnfievas given after $1March
1982 would be exempted from royalties with effecini I July 1988 In this
regard, the Petroleum Royalties (Relief) and Cemtial Shelf Act 1989 statéd:

“1. —(1) Petroleum won and saved from any relevant SontBasin or
onshore field or relevant onshore area shall begésded in determining
whether any and, if so, what—

(@) payments of royalty; and

(b) deliveries of petroleum, are to be made inti@ato chargeable
periods ending after 80June 1988 as consideration for the grant of a
licence to which this section applies.”

This was the second stage of abolishing royaltreshe same year, the Income and
Corporation Taxes Act (ICTA) 1988 tackled intengayments to a participator on the
extra payment of PRT to the Government. It stated this interest should not be
considered when calculating the operator’s préditorporation tax purposes. In this
regard the Act statet}:

“Where any amount of petroleum revenue tax paidatparticipator in
an oll field is, under any provision of Part | ¢fet1975 Act, repaid to
him with interest, the amount of the interest p&dhim shall be
disregarded in computing the amount of his incooretlie purposes of
corporation tax.”

Also, in June 1988 it was announced that royaltiesld be taken in cash after®31
December 1988 rather than in kiffdin the 1988 Budget, the Chancellor of the

Exchequer reduced the PRT oil allowance. In thigare DOE? states that there
would be:

8 See, e.g., Bland, supra note B&troleum Royalties (Relief) and Continental SAelf 1989 Ch. 1.
London, HMSO (1989); Department of Energy, Develeptof the Oil and Gas Resources of United
Kingdom. London, HMSO (1988)

8 See, e.g., Great Britain, supra note 88 — S. 1.

% See, e.g.lncome and Corporation Taxes Act 1988: Petroleurtiéexion Activities(Ch. V), Ch. 1,

in The Taxes Acts, 1997 Ed. Great Britain. Norwithe Stationery Office (1988, S. 501).

1 See, e.g., Department of Energy, Development ®fQi and Gas Resources of United Kingdom.
London, HMSO (1989); SC DEB (A}6 June 1988 c12STANDING COMMITTEE A, Financia (NO.2)
Bill. HC, 9th Sitting (16 June 1988, clause. 129).

%2 See, e.g., DOE, supra note 88 — 72.
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“A reduction in the PRT oil allowance from 250,0@0100,000 tonnes per
chargeable period with the cumulative limit redudein 5 to 2 million
tonnes. This measure would also be effective frailg 1988.”
This proposal was amended following consultatiothwie oil and gas industry and
the result was that the allowance was set at 1R5i0@nes with a maximum
cumulative amount of 2.5 million tonn&5.In this context, Mr Lilley, MP, in a
Parliamentary debate on the™.Bune 1988 statey:

“It was no part of our objectives to increase thggragate amount of tax
paid by base fields, taken as a whole. Instead,wanted to set the
petroleum revenue tax oil allowance at a level thadld leave the overall
tax take unchanged over the life of the fields @#d by the

restructuring.”

The consequence of such changes is reducing taketsiion oil and gas production,

so it in fact works as an investment incentive.

During the early 1990s the UK petroleum fiscal megihad some problems as fields
that were paying PRT faced a high marginal tax rHbtes high tax rate led oil and gas
companies to try to avoid, to some extent, a hdaxyburden. For example, some
companies tried to shift income into fields thad dot pay PRT and shift expenditure
into PRT paying fields, as immediate tax relief veasilable for PRT paying fields.
This behaviour, plus the low oil prices during tpatiod of time, resulted in a decline
in the Government tax take from the oil industrize$e factors made the Government

consider a new relaxation package to reduce taxgmipetroleum fiscal regime.

During 1990 there were no major changes to theolgetm fiscal regime. However,
the Capital Allowances Act (CAA) of 1990 set ouloalances for expenditure on
scientific research of a capital nature and peeadiffayments to research associations
to be written off when computing the profits or mggiof the trade for the purpose of
tax>® In this year the RFCT rate was lowered to 34 %s teduction made the

marginal petroleum tax rate 85.56 % for old fietatgl 83.5 for fields developed after

% See, e.g., DOE, supra note 91; Great Britain,asapte 90; KPMG, supra note 23.

% See, e.g., SC DEB (A), 16 June, supra note 91.

% See, e.g., Capital Allowances act 1990. Ch. T;Ha Taxes Acts, 1997 Ed. Great Britain: Norwich:
The Stationery Office (1990, S. 136).
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March 1982. The RFCT rate was further reduced t®38 1991, this consequently

lowered the petroleum marginal tax rate to 85.3#fw®ld fields and to 83.25 % for

new fields.

The Period 1993-2001

The 1993 was another year of significant changeth¢oUK oil and gas taxation

regime. In this year the Government made the fatigumajor changes.

PRT was abolished for oil fields with developmennsent on or after 16
March 1993. In this regard the Finance Act, 1988esl*®

“(3) Petroleum revenue tax shall not be chargeattordance with the Oil
Taxation Acts in respect-of

(a) profits from oil won from a non-taxable fielshder the authority of

such a licence as is referred to in section 1(Ihefprincipal Act; or

(b) any receipts accruing to a participator in a-texable field which, in

the case of a taxable field, would be tariff ret®ipr disposal receipts
attributable to the field for any period’”

The above tax reform made the newest fields, wavetbpment consents

after March 1993, subject only to RFCT at a rat82%%.

The oil allowance for PRT purposes was abolishedvell. In this regard the

Finance Act 1993 (S. 185 (4)) stated “(e) no expanal shall be regarded as
allowable (or allowed) for a non-taxable field untlee Oil Taxation Acts”

The rate of PRT was reduced for oil fields thad development consent before
16" March from 75 to 50 %. In this regard the FinaAce1993 stated®

“(1) With respect to chargeable periods endingra®@ June 1993 the
rate of petroleum revenue tax (relevant only tabda fields) shall be 50
per cent. And accordingly, with respect to suchquy, in section 1(2) of
the principal Act for “75” there shall be substeadt“50”.”

% See, e.g.Finance Act 1993Ch. 34, in The Taxes Acts, 1997 Ed. Great BritAiorwich: The
Stationery Office (1993, S. 185).

97

Finance Act 1993 (S. 185) defines a non-taxfélé as a field:
(a) for no part of which consent for developmenswgaanted to a licensee by the Secretary of

State before 18March 1993; and

(b) for no part of which a programme of developmeas served on a licensee or approved by the

Secretary of State before that date”

% bid, S. 186.
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This tax reform brought the marginal tax rate fat fields to 70.69 % and for fields
developed post March 1982 but pre March 1993 t& 66.(41.4 % for non PRT
paying fields); while fields developed post Mar@93 were subject to a marginal tax
rate of 33 %, which was the RFCT rate at the time.

The interesting point here is that there was aredndtion between the Government’s
intention of keeping the PRT rate relatively stadohel what occurred in reality. In this

regard Nigg and Keeling state:

“Government stated that it was a tax which would be amended
significantly. Subsequently to its introduction 1875, the legislation has
been amended in seven different Finance Acts aadPeftroleum Revenue
Tax Act.”

The period up to 2000 had not seen major changéseirpetroleum fiscal regime.
However, the RFCT rate was reduced in 1997 to 31tHls; pulled the petroleum
marginal tax rates for the three different areathefUKCS down to 69.81 % for old
fields, 65.5 % for fields developed post March 1882 pre March 1993 and 31 % for
fields developed post March 1993.

In 1999, the RFCT rate was further reduced to 30rBts consequently reduced the
marginal tax rates of the oil fields to 69.38 %,%5or fields developed post March
1982 but pre March 1993 and 30 % for fields devetbpost March 1993.

As can be seen from the above account, the tameegihich applies to any particular
oil and gas field depends on the date of receidegelopment approval. Depending
on the age of any field and its taxable state,ntlaeginal rates of tax vary between
69.4 % and 30 %. If the field is liable for royeki PRT and RFCT then the marginal
tax rate would be 69.4 %. If the field is liable 8RT and RFCT then the marginal

tax rate would be 65 %. The marginal tax rate wdndB0 % for fields that are liable

% See, e.g., Nigg and Keeling, supra note 30- 63.
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for RFCT only'® Changes to the petroleum tax regime were initiaibgnded to
simplify the regime, as well as make the UK anaative investment province for
international oil and gas companies. This opini@swupported by a statement from
Tony Blair, the Prime Minister, that the UK oll iastry enjoyed an ‘enormously

favourable tax regimeé®*

The Period 2002-2010

A major tax change to the North Sea regime cametab®002 when the Chancellor
of the Exchequer announced on 17 April that congmproducing oil and gas in the
UK or on the UK Continental Shelf (UKCS) would paysupplementary charge (SC)
of 10% on the profits from companies’ ring fencealdes in addition to the 30 %
corporation tax already payable on these profimm@anies paid the supplementary
charge on ring fence profits at the same time es general corporation tax liability,
but special rules for instalment payments coveres ttansitional period (i.e. the
accounting period that includes Budget day). Thgsecial rules ensure that no
underpayment of instalments should arise by vidgl#e introduction of the special
charge (HMRC, 20106¥2 Also in this year the Budget introduced 100 % tFifear
Capital Allowances to be available to virtually alhg fenced capital expenditure.
This allowance was aimed at stimulating investnieniie North Sea. Furthermore, in
the same Budget the Chancellor for the Exchequeowrced the intention of
abolishing the royalty completely? By introducing the SC, the marginal tax rate of
the three areas of the UKCS has changed as foll68v35 % for old fields, 70 % for
fields developed post March 1982 but pre March 18@8 40 % for the post March
1993 fields.

Royalty was abolished effective froni' January 2003. This in its turn changed the
marginal tax rate for fields developed before Madd82 to 70 % while fields

developed after March 1982 were not affected sthese fields were not subject to

10 see, e.g., Department of Trade and Indudbgyelopment of the Oil and Gas Resources of the
United KingdomLondon, HMSO (2001, S. 3.28).

101 5ee, e.g., R. Corzin&ffshore Oil Sector Keen to Know What's in the Rijge Uncertainty Over
Taxation May Hit InvestmenEINANCIAL TIMES 16 (19 May 1998).

1925ee, e.g., HMRC, supra note 20.

13 See, e.g., Finance Act 1981, Ch. 23, available dtttp://www.england-
legislation.hmso.gov.uk/acts/acts2002/ukpga_200206@ 1. Great Britain (2002).
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royalty}®* The interesting issue in this reform is thatmpgliified the oil and gas fiscal
regime for fields developed before March 1993 sitimese fields became subject to

the same marginal tax rate from January 2003.

The rate of the supplementary charge was raisédt% effective from 3 January
20061% This increase in the SC rate increased the mdrtgxarate for the three
defined areas of the UKCS as follows: 75 % for Aelg developed pre March 1993,
and 50 % for fields developed post March 1993.

These changes made the UK petroleum fiscal regiraee momplex. The regime
which applies to any particular oil field depends the date on which it received
development conseht® Fields which received development consent befér&larch
1993 are subject to PRT, RFCT and SC, these fgdglsa marginal tax rate of 75 %
(50% for non PRT paying fields). Fields which reesl development consent on or
after 16 March 1993 are subject only to RFCT andt8€se bear a marginal tax rate
of 50 %. As can be seen from the above, from JgnR@03 the UK oil and gas
resources are being extracted under a concesssbensyut with no royalty charge;
this exempts the UK from being described as a tgfak country although it uses the

concession type of oil and gas agreements.

In 2009, the Government introduced a “Field Allowehto encourage investment in
small or technically challenging fields. This allamce was set for £75 million for
small fields and £800 for ultra heavy oil fieldsdamltra high pressure/high
temperature fields. The Government believes thatittroduction of this allowance
would contribute to unlocking 2 billion barrels tie remaining UK oil and gas

reserves?’

CONCLUDING NOTES

1% gee, e.g., HMRC, supra note 7.

1% gee, e.g., HMRC, supra note 20.

1% g5ee, e.g., Abdo, supra note 62.

197 See, e.g.,, HMRC,North Sea Fiscal Regime: Incentivising Producfioavailable at:
http://www.hmrc.gov.uk/budget2009/bn10.pdf (2009).
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This paper briefly introduced the concession typeoib and gas agreements and
uncovered the so called “North Sea Model”. Thisleias a tailored concession to fit

the UK’s way of running its oil and gas busineshisTtailored style of concession

made the UK concession an exceptional case simceléd with no royalty payments,

which is an essential criterion of the well knowihand gas concessions around the
world. The focus of the paper was on the developrokand trends within the UK oil

and gas fiscal regime.

The UK petroleum fiscal regime was established 9@5Land tightened up with a
number of different new taxes up until 1981. Thgotive of the tight fiscal regime
was to secure more rent from the UK oil and gasue=es for the nation, in particular
when olil prices increased dramatically throughdgt 1970s. However, in the 1980s,
the UK witnessed slow downs in its oil and gas streents. This led the Government
to relax the petroleum fiscal regime in 1983. Thairmrationales behind that tax
relaxation were to accelerate oil and gas investsnand to increase Governmental
revenues from oil and gas activities. The Govermmiatroduced another tax
relaxation package in 1993 to further encourageestments in new and smaller
fields. This last relaxation made the UK petroletarn regime more complex and
added a new split to it; by doing so, the UKCS wagded into three different tax
areas. The division was not based on geograplocatibn of oil and gas fields but
based on the development date. These three disiswere as follows: fields
developed before April 1982, fields developed aftéarch 1982 but before 16
March 1993 and fields developed post'March 1993. Different fields were subject
to different marginal tax rates. The Governmentliahed royalties completely in
2003, which simplified the petroleum fiscal regiaued resulted in the final division
of oil and gas fields as: fields developed preastié” March 1993.

The introduction of the ring-fenced supplementdrgrge in 2002 at a 10 % rate and
the doubling of this rate in 2006 represented amang change trend after a period of
relaxation extended between 1983 and 2002. Figutepicts the different trends of
the marginal tax rate between 1970 and 2010.
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Figure 1:

Historical UK Petroleum Marginal Tax Rate %
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Source: based on data extracted from the HMRC.

Figure 1 shows a simplistic picture of the evolntaf the marginal tax rate based on
periodical criteria. However, Figure 2 demonstratelearer picture of the different

trends of the marginal tax rate based on periodicééria and provide a clearer

picture of the different taxes and duties appledit and gas fields in the UKCS over
the period 1970-2010.
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Figure 2
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Source: based on data provided by Mike Earp fraertBCC

It is obvious that the upward or downward trendshie petroleum marginal tax rate

followed the Governments’ main policy objectivedjigh have always shifted due to

changes in the political, economic and investmeeids of the UK. We may explain

these changes as follows:

During the 1970s the UK was a new oil and gas piaeveind with the increase
in oil and gas prices the Government establishet qanckly tightened the
petroleum fiscal regime in order to capture as memmomic rent as possible
from its oil and gas resources; this involved idtroing new taxes, i.e., SPD
and increased rates of existing taxes, i.e., PRT.

During the 1980s and 1990s oil and gas investmsloised down and oll
companies lost their appetite for exploration aeslebpment investments in
the UKCS. To incentivise investment in upstreamaoitl gas the Government
introduced tax relaxation packages in 1983 and 1993

During the 2000s and with the increase in oil aad grices, the Government
introduced the SC and doubled its rate to bengadinfthe increase in prices
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and to capture more tax revenue. However, sincer{gnsecurity’ is a real
concern for the UK Government, particularly witke tthramatic decrease of the
UK oil and gas production post 2000, the UK Goveentrintroduced a ‘Field
Allowance’ in 2009 to support investment in the UB@atrticularly in smaller

fields, and to maintain a supply of oil and gasfrils own resources.

The UK petroleum fiscal regime has always beenrdsest as one of the weakest
and more complex regimes in the World. We can adtié¢se descriptions a non-
stable regimé® The oil and gas licensing system in the UK hasegrpced
different trends and changes according to the ndifigrent policy objectives
shaped by different Governments in the UK, Labau€onservatives. This issue

may be the topic of further research in this area.

1% 5ee, e.g., Rutledge and Wright, supra note 55.

31



Acknowledgements

| would especially like to thank Mr Mike Earp from the Department of Energy and
Climate Change (DECC) for his support, comments and technical feedback on this

paper regarding UK oil and gas taxation which is all based on his long professional
role and experience.

32



References

Abdo, H. (2008), Readings in the International @ild Gas Agreements and the

Economic Rent Concept: the Governance of PetrolResourcesinternational
Energy JournglVolume 9, Issue 3, September, pp. 163-173.

Abdo, H. (2009), Evaluating the Usefulness of thérdventionist Approach as a
Policy Tool to Influence Oil and Gas Investmenti®ities: the Case of the UK,
International Energy JournaMolume 10, Issue 2, June, pp. 1-9.

Andersen, Arthur. (2000%5uide to Upstream Oil and Gas Taxation in the.UK

Barrows, G. H. (1983)World Wide Concession Contract and Petroleum Latsh,
Tulsa, PennWell.

Bland, D. (1991)UK Oil Taxation Third Edition. UK, Longman.

Bond, S; Devereux, M; Saunders, M. (198¥0rth Sea Taxation for the 19908S,
Report Series No. 27.

Cameron, D. P. (1983Rroperty Rights and Sovereign Rights: the CasearfiNSea
Oil. New York, Academic Press INC.

Corzine, R. (1998). National News: Offshore Oil 8ekeen to know what’s in the
pipeline: Uncertainty over taxation may hit investrth Financial Times
London, 19 May 1998, p. 16.

DOE (Department of Energy) (197%nited Kingdom Offshore Oil and Gas Policy.

Cm. 5696. London, HMSO.

DOE (Department of Energy) (1978he Challenge of North Se@m. 7143. London,
HMSO.

DOE (Department of Energy) (198Development of the Oil and Gas Resources
the United KingdomLondon, HMSO.

DOE (Department of Energy) (198Pevelopment of the Oil and Gas Resources
the United KingdomLondon, HMSO.

DOE (Department of Energy) (198Bevelopment of the Oil and Gas Resources
the United KingdomLondon, HMSO.

DOE (Department of Energy) (198Bevelopment of the Oil and Gas Resources
the United KingdomLondon, HMSO.

DOE (Department of Energy) (198Bevelopment of the Oil and Gas Resources
the United KingdomLondon, HMSO.

DOE (Department of Energy) (198Development of the Oil and Gas Resources
the United KingdomLondon, HMSO.

DOE (Department of Energy) (198Bevelopment of the Oil and Gas Resources
the United KingdomLondon, HMSO.

DOE (Department of Energy) (198Bevelopment of the Oil and Gas Resources
the United KingdomLondon, HMSO.

DTl (Department of Trade and Industry) (1998)e Energy Report, Oil and Gas

Resources of the United Kingdp¥wl, 2. London, HMSO.

of

of

of

of

of

of

of

of

DTl (Departmentof Trade and Industry) (200@evelopment of the Oil and Gas

Resources of the United Kingdobondon, HMSO.

DTl (Department of Trade and Industry) (20@¢velopment of the Oil and Gas

Resourcesf the United Kingdoriondon, HMSO.

33



Favero, C. A. (1990).Taxation and the Optimization of Oil Exploration dan
Production: the UK Continental ShelOxford, Oxford Institute for Energy
Studies.

FleitesMelo, J. A. (1991)Development in the World Oil Industry, ProfilesNéjor
Nun-United State Oil Companies and State Contrdckrameworks.Report
commissioned.

Gallun, R., A; Wright, C., J; Nichols, L. M; Stewson, J. W. (2001Fundamentals of
Oil & Gas Accountingfourth edition, Tulsa, PennWell.

Gao, Z. (1993)International Offshore Petroleum Contracts: Towadsmpatibility
of Energy Need and Sustainable Developménctoral thesis. Dalhousie
University, Halifax, Nova Scotia, Canada.

Gao, Z. (1994).International Petroleum Contracts: Current Trendsida New
Direction. London, Graham & Trotman Ltd.

Great Britain (1975afinance (NO.2) Act 197%hapter 45. In The Taxes Acts, 1997
Edition. Norwich: The Stationery Office.

Great Britain (1975b)Oil Taxation Act 1975Chapter 22. In The Taxes Acts, 1997
Edition. Norwich: The Stationery Office.

Great Britain (1980)Finance Act 1980Chapter 48. In The Taxes Acts, 1997 Edition.
Norwich: The Stationery Office.

Great Britain (1981)Finance Act 1981Chapter 35. In The Taxes Acts, 1997 Edition.
Norwich: The Stationery Office.

Great Britain (1982)Finance Act 1982: Advance Petroleum Revenue Téapter
39. Part VI. In The Taxes Acts, 1997 Edition. Narwi The Stationery Office.
Great Britain (1983)Finance Act 1983Chapter 28. In The Taxes Acts, 1997 Edition.

Norwich: The Stationery Office.

Great Britain (1985)Finance Act 1985Chapter 54. In The Taxes Acts, 1997 Edition.
Norwich: The Stationery Office.

Great Britain (1986)Advanced Petroleum Revenue Tax.Athapter 68. In The
Taxes Acts, 1997 Edition. Norwich: The Stationeff§i¢a.

Great Britain (1987)Finance Act 1987Chapter 16. In The Taxes Acts, 1997 Edition.
Norwich: The Stationery Office.

Great Britain (1988)Income and Corporation Taxes Act 1988: Petroleurrd€iion
Activities (Ch. V) Chapter 1. In The Taxes Acts, 1997 Edition. NohwiThe
Stationery Office.

Great Britain (1989)Petroleum Royalties (Relief) and Continental ShAeif 1989
Chapter 1. London, HMSO.

Great Britain (1990)Capital Allowances Act 199(Chapter 1. In The Taxes Acts,
1997 Edition. Norwich: The Stationery Office.

Great Britain (1993)Finance Act 1993Chapter 34. In The Taxes Acts, 1997 Edition.
Norwich: The Stationery Office.

Great Britain (2002)Finance Act 1981Chapter 23. Available &ttp://www.england-
legislation.hmso.gov.uk/acts/acts2002/ukpga 2002082 1 accessed on 28
March 2010.

HC (1981)4™ report from the committee of public Accounts onaficial Control of
BNOC,; advances to the British Gas Corporati¢iC (30), Session (1981-82).
London, HMSO.

HMRC (2009), North Sea Fiscal Regime: IncentivisiRgpduction, Available at
http://www.hmrc.gov.uk/budget2009/bn10.pdEcessed on 2 April 2010.

HMRC. (2010a)A Guide to UK and UK Continental She¥iewed on 4th April
2010.http://www.hmrc.gov.uk/international/ns-fiscal3.htm

34



HMRC. (2010b)The Taxation of the UK Oil IndustrAn Overview. Viewed on 4th
April 2010. http://www.hmrc.gov.uk/manuals/otmanual/ot00020.htm

Kemp, A. G and Mommer, B. (1996). Pros and ConBeifoleum RoyaltieOxford
Energy Forumlssue. 25, May. Pp. 12-15.

Kemp, A.G. (1992). Development of UK Policy Towar@d and Gas And Their
Effects, in Cairns, WJNorth Sea Oil & the Environmentlsevier Applied
Science, pp. 93-114.

KPMG. (2000). A Guide to UK Oil and Gas Taxationld" Edition. UK,
Summerhouse Communications.

Lawson, N. RT Hon, MP. (1983Minutes of Evidence Taken Before the Energy
Committee on Oil PricesPARLIAMENTARY PAPERS, HC (332), session
(1982-83), Vol, XXXI. London, HMSO.

Liverman, J. G. (1982). Without Precedent: The Dmwa@ent of North Sea Oil
Policy. Public AdministrationVol. 60, pp. 451-469.

Mabro, R; Bacon, R; Chadwick, M; Halliwell, M; Lon®. (1986).The Market for
North Sea Crude QilOxford, Oxford University Press.

Machmud, T, N. (2000)The Indonesian Production Sharing Contrathe Hague,
Kluwer Law International.

Mikesell, R. F. (1984). Petroleum Company Operai@nd Agreements in the
Developing Countries. Washington, Resources fefiiture.

Mommer, B. (2002). Global Oil and the Nation Stabford, Oxford University
Press.

Nakhle, C. (2004). ‘Petroleum Taxation: A Critic&évaluation with Special
Application to the UK Continental Shelf’, PhD thesBurry University.

Nigg, D and Keeling, P. (1983). Accounting for WadtKingdom Taxes on Oil and
Gas Producing Activities, Petroleum Accounting dfidancial Management
Journal, winter, pp. 59-84.

Noreng, [1. (1980). The QOil industry and Government Stratagythe North Sea.
London, Croom Helm.

Petroleum Economist. (1995tatistical AnnualLondon, The Petroleum Economist
Ltd, CHASE Oil & Gas Group.

Robinson, C and Marshall, E. (1984)il's Contribution to UK Self-Sufficiency
London, Policy Studies Institute and the Royalitast of International Affairs.

Rutledge, | and Wright, P. (2000). Taxation Petrole Don't forget the Upstream,
Energy Economist Briefing, Financial Times Ener@gtober, pp 1-12.

SC Deb (A) 16 June 1988, c1Zanding Committee A, Financia (NO. 2) Bill. HC,
Ninth Sitting, Thursday 16 June 1988, Clause 129.

Seymour, A. (1990)The Oil Price and Non-OPEC Supplieg®xford Institute For
Energy Studies Papers on the World Petroleum M4iket Aldgate Press.

Smith, E. E. (1991). From Concession to Service tfaats, Tulsa Law Journal
Vol.27:493, pp 493-520.

35



