EXPLORING THE RATIONALES FOR RELAXATIONS IN THE UK
PETROLEUM FISCAL REGIME 1980-2000

Volume One: Chapters 1-7

by
Hatez Abdo

University of Sheffield

Management School

Thesis submitted in partial fulfilment of the requirements for the
degree of PhD at Sheffield University
October 2006



ABSTRACT

EXPLORING THE RATIONALES FOR RELAXATIONS IN THE UK
PETROLEUM FISCAL REGIME 1980-2000

HAFEZ ABDO
THE MANAGEMENT SCHOOL OF SHEFFIELD UNIVERSITY
Degree of PhD

The UK 1s considered a new oil province compared with other oil producing
countries, such as Saudi Arabia. The UK petroleum fiscal regime was established
since 1975 and tightened up with a number of different new taxes till 1981. The
objective of the tight fiscal terms was to secure more rent from the UK oil
resources for the nation. However, the period 1983-2000 had witnessed three
petroleum tax relaxations. These took place 1n 1983, 1987-88, and 1993. These
relaxations presented a clear change in the type of the UK governance of its
petroleum resources from a proprietorial to a non-proprietorial regime. This new
type of governance petroleum resources continued to be accommodated under a
unique type of mineral ownership in the UK, which was called in terms of the UK
oil industry “the North Sea Model”. This unique type of minerals ownership
grants the concessionaire a mining and economic right but not a mineral right.
Therefore, 1t accommodates private interests under public control.

This thesis explores and tests the historical rationales for the three UK petroleum
tax relaxations. The investigation of these rationales 1s based on three viewpoints:
the Government, the UK oil industry, and academics. The tests of the rationales
showed that the 1983 petroleum tax relaxation was not successful 1n achieving its
proposed aims, which were expressed in the rationales. The 1987-88 petroleum
tax relaxation was successful in stimulating extra investments in new areas, and 1n
increasing the cash flow of the UK oil industry. This increase 1n investments and
cash flow were at the expense of the Government who paid £216 million in 1992
because of PRT allowances and relief. However, the 1993 petroleum tax
relaxation left the Government with a very small economic rent from new oil

fields, which was based only on the ordinary corporation tax.

The results of this thesis show that the UK Government was always the revenue
loser as a consequence of these tax relaxations. These were the key drivers of
changing the UK governance of its petroleum resources from proprietorial to non-
proprietorial regime. This might be because of depending on wrong judgment to
any potential petroleum resources in situ, and a wrong following to the Ricardian

rent theory.

.
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CHAPTER 1: INTRODUCTION

1.1 Background to the Research Problem

O1l and gas exploration and production activities, and the companies which are
involved in them, generally face taxation additional to that which applies to
other industries and services. This is because the price of oil, for
geological, market and political reasons, generally bears little relation to
1ts cost of production, thereby giving rise to an economic rent, the size of
which 1s mainly unrelated to the efforts of oil and gas companies. Such a
prospect, reinforced by concepts of sovereignty over natural resource
endowments, has encouraged governments to establish specific oil and gas fiscal
regimes, both to prevent oil and gas companies from capturing all of the oil
rent, and also to make a claim on that rent on behalf of the citizens of oil

and gas producing countries.

The fiscal regimes are set out in oil and gas contracts which regulate the
relationship between an oil and gas company and a host government. These
agreements may be 1n one of two broad forms: concessions or contracts. The oil
and gas agreement establishes and defines the share, or ‘take’,’ of its two parties
1In the exploitable natural resources. Governments usually have power to impose
fiscal terms which may secure their requirements from the resources. However,
these terms vary according to the governance® of the mineral resources that a
government 1s seeking to establish; proprietorial or non-proprietorial (see section
2.4.1). This is because each one of these two types has a ditferent focus towards

the ownership of the mineral resources, hence, the adoption of a particular one of

' This expression is used to express the shares of a host government and an o1l and gas company
of the oil and gas resources. It 1s a synonymous with the government tax revenues and the
revenues of an oil and gas company, or, ‘rent’, from these resources.

2 This expression is used by Mommer (2002) to express the control of a proprietor over his mineral

resources.



these two types determines the amount of revenue a government may obtain, or

‘the government take’.

Investments in upstream oil and gas business are risky in general terms. ® This is
because of the uncertainty which is associated in particular with the exploration
phase of this business. Furthermore, there is no necessary correlation between the
costs of exploration and development expenditure incurred and the value of the oil
and gas reserves discovered as a result of these activities. Revenues from oil
investments are not generated for more than a decade in general, because of the
time required for performing the many investment stages of this industry before
revenues can be generated (Inland Revenue, 2005). Moreover, the capital required
for these investments 1s high compared with other industries. This 1s because of
the high costs of the fixed assets and essential infrastructure required for
producing crude oil. These aspects make the investment in this industry
distinguishable from other industries, and as a performance measure means that
the oil industry requires a higher Internal Rate of Return (IRR) compared to other
industries.” Investment in the upstream oil and gas is carried out in three separate
stages. These are exploration, development and extraction (See section 5.4).
Investment decisions in any of these stages are usually based on a number of
parameters, such as prices and costs. These factors directly affect the IRR.
Therefore, during times of increased oil prices governments may intervene by
using the fiscal terms to take larger shares from the gross rent arising to the
industry. On the other hand, in order to stimulate investments during periods of
declining oil prices, the government may reduce the tax, as part of the overall
costs of the oil industry. However, the above discussion raises the question of
what kind of fiscal regime should be established, for example, whether or not 1t
should just charge a rent for the use/extraction of sovereign natural resources. It
also raises the question of whether it should become more involved 1n influencing

the behaviour of oil and gas companies, by using the fiscal regime, to encourage

or discourage production.

> The upstream oil and gas industry includes exploration, appraisal, development, production and

basic processing of crude oil and natural gas.
4 The Internal Rate of Return (IRR) is the discount rate that will cause the net present value of an

investment to be zero (Drury, 2005, p. 236).



This thesis is set in the context of the two broad alternatives (proprietorial and
non-proprietorial), presented above, because the UK has, over time, come to use
its fiscal regime more and more as a tool of intervention. This became particularly
apparent from the 1980s onwards after the initial period of fiscal tightening which
had occurred in the 1970s with the aim of securing a higher share of rents for the
UK durning a period of high oil prices. The Government became Increasingly
concerned and wanted to stimulate more production and then to sustain it,
particularly after 1986 when oil prices fell very sharply. Thus, it was that the UK
underwent three fiscal 'relaxations' in 1983, 1987-88 and 1993 (see section 4.2) by
the end of which new fields would only be subject to ordinary corporation tax
(CT), and royalties were on their way to being abolished (see sections 3.4.3 and
3.4.4). But did these interventions actually work? This thesis asks this question,
almost for the first time,” and the answer or answers are extremely important for
assessing the validity of the interventionist approach. In other words, the UK
appears to have sacrificed fiscal revenues in order to stimulate or maintain

production, but was this sacrifice actually worth it in terms of the results which

were achieved?

The o1l and gas industry commenced profitable operations in the UK sector of the
North Sea earlier in the 1970s. The UK Government tried in the first decade or so
of operations to secure as much as it could of the output from North Sea oil. This
was through establishing and tightening up a petroleum fiscal regime. This helped
the Government to obtain more than 90 per cent of the oil industry’s revenues
from the North Sea oil during the late 1970s and early 1980s.° The very tight
terms of the fiscal regime had negatively affected oil operations in the North Sea
during that period. These effects, in addition to pressure from the o1l and gas
industry, had caused the Government to introduce the first petroleum tax
relaxation in 1983 (see section 4.3.1 ). However, a number of factors, beside the
sharp decline in oil prices in the mid 1980s, had made the Government introduce

the second petroleum tax relaxation in 1987-88 (see section 4.3.2 ). It was claimed

’ For similar studies see section 5.7 on page 150 of this thesis.
5 The marginal tax rate during the late 1970s was 91.6 per cent. This rate 1s calculated at 12.5 per

cent royalty; 20 per cent Supplementary Petroleum Duty, 75 per cent Petroleum Revenue Tax;
and 52 per cent Corporation Tax (see chapter three).
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that this tax relaxation cost the Government money in 1992, and this was a major
reason that persuaded the Government to form the third petroleum tax relaxation

In 1993 (see section 4.3.3 ). The first two petroleum tax relaxations, 1983 and
1987-88, were directed towards specific areas, or ‘new fields’, which were in
deeper water and which experienced harsher weather conditions and expected to
generate extremely high costs. The third relaxation did not target a specific area,

but was directed to fields which developed after 1993.

This section has presented a general introduction to the research problem. The

next section introduces the objectives of this research.

1.2 Research Objectives

This research 1s exploratory in nature. It aims first at exploring the historical
rationales which underpinned the UK petroleum tax relaxations, and secondly, at
testing them from an ex-post viewpoint. This investigation will use resources from
the Government, the oil and gas industry, and the work previously done by
academics. The testing will help in deciding whether the Government policies
behind the rationales for the tax relaxations were achieved. Moreover, testing
should clarify the type and judge the successfulness of mineral governance that is
being used in the UK. These objectives will show the significance of this research
and its uniqueness first in exploring, and secondly, in testing the historical
rationales for the petroleum tax relaxations. Furthermore, it will evaluate the
success of the interventionist approach in accelerating oil and gas investments by
using the fiscal regime in the UK. These objectives will be achieved by a
sequence of steps that will be demonstrated 1n the following chapters of this

thesis. The following section indicates the thesis structure and how 1t will address

these 1ssues.

1.3 Thesis Structure

To achieve the above-mentioned objectives, this thesis is divided into nine
chapters, which are linked together methodologically. The first four chapters,
apart from this introduction, present a clear theoretical basis which will help n

extracting the rationales and testing them in the following three chapters and



drawing a conclusion in the last chapter. The following paragraphs outline the

structure of this thesis with a brief description of each chapter’s contents.

Chapter Two (Literature Review: International Oil and Gas Agreements)

This chapter will present a general introduction outlining the emergence of
different types of oil and gas contracts. This is to show the type of contracts which
have been used globally for upstream oil and gas investments over time, and to
highlight the types of oil and gas contracts which are in use in the UK oil and gas
industry. It will also tackle the issue of sovereign rights over oil and gas resources.
This will illustrate the differences between two types of governing mineral
resources, namely proprietorial and non-proprietorial. This last will be a key point
In defining the type of governance exercised over UK mineral resources, and this
will be based on the results of testing the rationales for the UK petroleum tax
relaxations. The chapter will shed light, from different viewpoints, on the concept
of economic rent, because this latter is considered a target for owners of mineral

resources for tax takes (see section 2.3.1).

Chapter Three (The Evolution of the UK Petroleum Fiscal Regime)

This chapter will explain the history of UK petroleum legislation up to 2000. It
will address the components of the UK petroleum fiscal regime. This will, 1n
addition to reviewing the petroleum tax system, illustrate the nature and
mechanism of these components. The chapter will discuss three main key 1ssues
of historical significance, namely, tax changes, licensing, and oil and gas
production. These issues will be discussed over defined time periods, which are:

1964-1980, 1980-1990, and 1990-2000. The significance of choosing these dates

is discussed in section 3.1. The discussion of the historical evolution of the UK oil
and gas taxation system will provide context to the UK petroleum tax relaxations.

Defining these relaxations is a step which is succeeded by exploring and defining

the historical rationales for these relaxations. This issue will be the subject of

chapter four.

Chapter Four (Rationales for the UK Petroleum Tax Relaxations)

This chapter will illustrate the meaning of a tax relaxation from the Government

and the oil and gas industry points of view. It will also shed light on possible
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Government aims for such relaxations. After that, the rationales for the UK
petroleum tax relaxations will be presented in chronological order: 1983, 1987-88,
and 1993. The discussion of the rationales for each relaxation will be presented
from the different viewpoints involved. These are those of the Government, the oil
and gas industry and academics commentary and analysis. The summary of this
chapter will present in three tables the extracted rationales from the above-
mentioned three sources for the three petroleum tax relaxations. Tables will be
used to demonstrate the rationales of each petroleum tax relaxation. The tables

will refer to each party’s underlying beliefs in each rationale.

Chapter Five (Methods and Methodology)

This chapter will highlight the nature of investments in the oil and gas industry,
and define and explain the three investment stages in this industry. After that, the
criteria for making investment decisions in the oil industry will be clarified. The
role of o1l prices 1n making investment decisions will also be discussed. These
sections will 1llustrate the criteria which o1l and gas companies use when making
investment decisions. They will also clarify how a government may use the fiscal
regime as a tool to encourage investment at any particular stage, or in a specific
geographical area of its territories. Based on these sections, the broad lines of the
methodological approach of testing the rationales will be set out. The chapter will
consider a number of studies similar to this research, and also show differences
between this research and others. After that, it will define and explain the research
methods used in collecting data. The nature of the data required for this research
will also be defined. The chapter describes the Global Economic Model (GEM, v.
3.01) of Wood Mackenzie (2004), one of the main sources of data for this
research, and an essential tool for running the tests. With regard to the
methodology issues, the chapter will point out that the detailed methodologies for

testing the rationales are presented in the analytical chapters.

Chapter Six (Testing the Rationales for the UK 1983 Petroleum Tax

Relaxation)

This chapter will present the tests of the individual rationales for the first UK

petroleum tax relaxation. It will first name fields which benefited from the 1983



petroleum tax relaxation. After that it will present the ex-post and the ex-ante
analyses for the effects of using actual or predicted oil prices on investment

decisions. Finally, a summary of the conclusions of the rationales’ tests will be
presented.

Chapter Seven (Testing the Rationales for the UK 1987-88 Petroleum Tax

Relaxation)

This chapter will present the tests of the individual rationales for the second

petroleum tax relaxation. After showing the tests, the chapter will highlight the

conclusions of these tests.

Chapter Eight (Testing the Rationales for the UK 1993 Petroleum Tax

Relaxation)

This chapter will present the tests of the rationales for the third UK petroleum tax

relaxation. It will also summarise the conclusions of these tests.

From the above description it can be seen that the work on this research is in two
main stages. These are: 1) theoretical part which includes the literature review
chapter, the evolution of the UK petroleum fiscal regime chapter, the rationales
chapter, and the methods and methodology chapter; and 2) the analytical part
which includes the three rationales’ test chapters and the conclusion chapter.

Figure 1-1 1llustrates this structure and shows these levels.

The next chapter goes on to describe the different type of o1l and gas agreements

and the type of o1l contracts that are 1n use 1n the UK.



Figure 1-1: Thesis Structure

Exploring the Rationales For Relaxations in the UK Petroleum

Fiscal Regime 1980-2000

CH]1:Introduction

CH2: Literature Review: CH3: The Evolution of the |
International Oil and Gas UK Petroleum Fiscal
Agreements Regime

CHS5: Methods and CH4: Rationales for the
Methodology UK Petroleum Tax

Relaxations

Analytical Chapters

CHS: Testing the
1993 Rationales

CH7: Testing the
1987-88 Rationales

CH6: Testing the
1983 Rationales

CH9: Conclusion -




CHAPTER 2: LITERATURE REVIEW: INTERNATIONAL OIL AND
GAS AGREEMENTS

2.1 Introduction

This chapter is one of the keystones of the structure of this thesis. This is because
of 1ts role 1n the theoretical part of the thesis, which aims at exploring and testing
the rationales for the UK petroleum tax relaxations, and evaluating the successful
of the o1l tax relaxation policy in increasing oil investments. The purpose of this
chapter 1s to describe the different forms of o1l and gas agreements in general, and
the UK type of o1l and gas contracts in particular. It also describes the concept of
economic rent 1n general and provides a developmental conceptualisation of this
concept regarding the oil and gas industry. In so doing, 1t will shed light on the
issue of governance mineral resources. This last 1s a significant one for two
reasons: 1) it will help developing an understanding of the behaviour of an owner
of mineral resources in collecting his economic rent from a contractor; and 2) 1t
will provide an understanding of the interventionist approach in accelerating

investment activities by using the fiscal regime. The next paragraph outlines the

contents of this chapter.

In achieving the above-presented purposes, this chapter will be in two parts. The
first will cover the contents of oil and gas agreements in some detail. First of all 1t
will discuss the evolution of different types of oil and gas agreements. This
section will deal with the issue of the sovereign rights over o1l and gas resources
according to different types of oil and gas agreements. This will clarify the major
differences between two main types of oil and gas agreements (concession and
contractual). After that it will illustrate the main categories ot oil and gas
agreements in each type, namely; concession systems, concession agreements
with the government participation, production-sharing contracts, and service
contracts. It will shed light on the reasons for developing these agreements into

new forms and the probable reasons for rejecting certain types in favour of others,



resulting in possible movement from one type of agreements to another. This will
provide a suitable basis for discussing the UK type of oil and gas agreements, and
presenting its unique features compared with the ordinary concession. These will
be followed by discussing the idea of what is an ideal fiscal regime. The second
part deals with issues of governance the oil and gas resources. This will be
through recognising how a landlord behaves when targeting the output of the
tenant according to different types of governance. This in turn will help to define
the type of UK governance of its oil and gas resources. In doing this, the first
section will illustrate why there are special taxes and duties in the oil and gas
industry. Then it will illustrate different definitions and attitudes towards the
economic rent concept. Subsequently, it will explain how different types of

mineral governance target different parts of the tenant’s outcome, or ‘rent’ (see

section 2.3).

The 1nternational o1l and gas company, in order to obtain the right to conduct an
international o1l and gas business, must enter into a contract with the host country,
‘the minerals’ owner’. This contract gives the international o1l and gas company
the right to explore for oil and gas reserves. These contracts are complex and vary
widely from country to country (Gallun et al., 2001, p. 581). The contract between
a host government and an international oil and gas company will establish what
kind of payments the host government should receive, and how much of the
reward the international oil and gas company will be entitled to retain. Usually the
local legal system of the host government determines the exact nature of payments
that the host government receives. These payments could be: 1) up-front bonuses;
2) exploration and production related bonuses; 3) royalties; 4) federal and
provincial income taxes; and 5) duties and special petroleum taxes (Gallun et al.,
2001, p.581; Johnston, 1994, p. 20). It could also be dividends from state o1l

companies and a share of the production under Production Sharing Contracts

(PSCs).
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The next sections describe in some detail the empirical components’ of oil and gas

agreements.

2.2 Evolution of Different Types of Oil and Gas Agreements

A number of authors, (Gallun et al., 2001, p. 382; Johnston, 1994, p. 21; Barrows,

1983, p. 1), argue that there are two systems for oil and gas agreements. These
systems are concessionary and contractual. They divide concessions into: a)
concession systems; and b) concession<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>