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North Sea Oil and Gas Fiscal Regime

I wrote to you on 6 June expressing SCDI’s concerns about the implications of the changes to North Sea taxation announced in the Budget and the possible impact on jobs, investment and supply chain business confidence in Scotland. In the intervening period SCDI has consulted widely with its membership on this issue and the results of that consultation are set out in the attached paper.

We have been particularly struck by the differing views of what constitutes “stability”. While the Government has insisted that the changes have brought stability where none existed before, the broad consensus of those involved in industry appears to be that the regime is now unstable, in that it is no longer consistent with the geological and economic realities of the mature North Sea. If the PILOT hydrocarbon production goals are to be achieved then some re-assessment will be required. The importance of fiscal levers to help achieve this goal suggests that a constructive dialogue between the industry and the Treasury will be fundamental.

The other point I would make is that there is concern in the industry about delay in setting a date from which Royalty Relief will be implemented. I understand that Government has been consulting with industry on this and I express the hope that this measure will be implemented soon. This move should act as a catalyst to bring Government and industry closer together to plan out a long-term fiscal approach to the UKCS 

Donal Dowds

Chairman
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POLICY PAPER

Introduction

1.
This SCDI policy paper is produced in response to the changes in the North Sea fiscal arrangements announced by the Chancellor of the Exchequer in the budget speech of 17 April, 2002.

2.
The changes and manner in which they were unveiled was the subject of discussion and debate at the SCDI North East Committee held on 15 May, 2002. As a result of this meeting and further consultation with members the SCDI Chairman, Donal Dowds, wrote to the Chancellor expressing SCDI’s initial concerns about the implications of the fiscal changes. The letter of 6 June, 2002 expressed particular concern about the lack of consultation between the Government and the oil sector before the proposals were announced and the negative impact this had on confidence between Government and business. In conclusion the SCDI Chairman indicated it was SCDI’s intention to update its 1998 paper “Review of North Sea Fiscal Regime” and to forward this as further evidence of our concern.

3.
This current paper updates the 1998 document and acts as a focus for SCDI’s views. It has been compiled after extensive consultation with SCDI’s broadly based membership and has particularly focused on obtaining input from those members not directly associated with the oil and gas industries. In addition, it has been discussed at the September 2002 meeting of SCDI’s Executive Committee.

Current Status of the UK Oil and Gas Sector

4.
Since 1998 the key factors of political and fiscal stability have continued to make the UK an attractive environment in which to invest. The fiscal debate of four years ago led to a much improved dialogue and understanding between the Government and the oil industry which culminated in the creation of the Oil and Gas Industry Task Force (OGITF) which has since become the organisation known today as PILOT. The feedback SCDI has from its members in the oil sector, and in direct dealings between SCDI and PILOT, suggests that it is a model which is proving effective in driving forward the initiatives necessary to sustain the life of the UKCS.

5.
It is as well that this is the case. Since 1998 the scale of discoveries in other parts of the world, notably Kazakhstan, Angola, Brazil and Nigeria, have been an order of magnitude higher than average discovery sizes in the UKCS. Indeed latest estimates suggest that in terms of the average commercial discovery size the UK now ranks 19th globally. Compared with four years ago the range of alternative investment opportunities for the global oil companies has grown substantially. In addition, the exploration and development costs in these regions are typically much lower than in the hostile and technically challenging environment offshore UK. Nevertheless, many of these new and emerging regions suffer from political instability. The stability of the UK democracy and the predictability of its fiscal regime continue to make it attractive. These factors combined with the unique partnership between Government and the industry, embodied by PILOT, has enabled the UK to continue to attract major investment over the last four years. However, even without any alteration to the UK fiscal regime it is going to get harder to continue to attract this investment in competition with larger and more commercially attractive opportunities elsewhere in the world.

6.
In terms of the tax bill it is estimated that the oil industry paid £4.3 billion in taxes during 2000/2001 AND £5.2 billion in 2001/2002. Our 1998 figures suggested that the industry had paid £150 billion (1996 prices) in tax revenues since 1965. Latest estimates show that it has now paid £175 billion in revenues based on 2001 prices. 

7.
Over the last decade, UK oil and gas industry investment has accounted for 18 per cent of total UK industrial investment.  The figures for 2001 show that 21 new field developments were approved and that total oil and gas industry expenditure was £8.2 billion. The sector remains a major driver of the Scottish and UK economies and a major contributor to HM Treasury.

8.
Turning to the employment issues of the oil and gas industry. The SCDI’s 1998 oil and gas taxation review estimated that some 330,000 direct jobs were supported by the industry of which some 30,000 were offshore related. Recent information reflects a fall in that total but 2001 figures suggest that 265,000 jobs continue to be supported by the sector with around 10% of these offshore based. Whilst it remains true that these jobs are concentrated in certain geographic areas such as North East Scotland, the North East of England, East Anglia and London, major pockets of employment are also found throughout the rest of Scotland, North West England and the Midlands. Indeed there are few regions within the UK that do not have oil and gas sector-dependent jobs. It is estimated that 6000 businesses across the UK benefit from oil and gas industry contracts. The true number of jobs dependent on the industry will be even higher due to the increasing focus of UK industry on global markets. As activity levels in the North Sea slowly reduce over time, the next great prize for the industry, and the economy, is to enhance the status of North East Scotland in particular, as one of the key global centres for oil and gas. By so doing, the economic and employment benefits of oil and gas can be maintained at a high level and the lifespan of the sector extended.

9.
The export performance of the industry is an area in which SCDI has undertaken considerable research since 1998. The year 2000 saw the publication of SCDI’s report entitled “International Activity in the Oil and Gas Sector”. This research looked at both the level of international activity carried out by the Scottish-based contractors and suppliers to the industry, as well as the level of international sales of produced oil and gas from the UKCS which is landed and transferred from Scotland. The 1999/2000 figures indicated that the supply and contracting base generated £1.25 billion in overseas sales and that the oil/gas transfers generated a further £5.28 billion in revenues. 

10.
SCDI is currently updating this report for the 2000/2001 period and early indications suggest that both these figures will have increased. Why the export growth? Put quite simply it is down to an unparalleled expertise in deepwater offshore technology, skills and know how. Thirty years ago when the industry established itself in the North Sea, almost all the expertise, manpower and know how had to be imported to enable the exploration and extraction of the resource. Now in 2002, the industry is a world leader with many multinational businesses establishing key product development and research & development functions in the UK. Allied to this is the raft of SMEs that have grown up and developed innovative world beating technology. The business base within Scotland and the UK now has the technology and skills which make it ideally placed to capitalise upon the deepwater offshore opportunities across the globe. With new regions opening up such as Angola, Nigeria and Brazil there are many opportunities for the UK contracting and supply community to expand its horizons. 

11.
The major oil companies have in the past four years become even more global businesses. The spate of mergers and acquisitions, which were driven by the oil price slump of the late 1990s, has created huge corporations which now evaluate investment opportunities globally rather than regionally. If the UKCS remains attractive and competitive, investment will continue to flow. But, it is also true that the industry’s supply base must look internationally and search out new opportunities to diversify their businesses.

12.
The final area to examine is the changing nature of the North Sea in terms of discoveries and new developments. Since oil was first discovered in the North Sea the size of new discoveries has fallen greatly. Whereas in the late 1960s and early 1970s average field sizes on an annual basis were regularly above the 200 million barrel scale, the position in the late 1990s and early 2000s is much altered with the latest data showing an average discovery size of 25 to 30 million barrels and an average commercial discovery size of 64 million barrels. There is the occasional exception to this pattern as the recent Buzzard Field discovery shows, however, this is very much the exception. Future activity in the North Sea will be based on the exploitation of smaller fields via tiebacks to existing processing facilities and the enhancement of recovery from existing fields. Maximising the benefits of the production and transportation infrastructure already in place is crucial to the longevity of the UK Continental Shelf and any factors which discourage the maintenance of this are likely to lead to accelerating decline. Given the marked reduction in exploration drilling in 2002 it is likely that to meet the PILOT target of 3 million barrels production per day in 2010, an even greater focus will need to take place on maximising recovery from existing fields. The current fiscal regime, based on the new Supplementary Corporation Tax (SCT) and Petroleum Revenue Tax (PRT), acts as a disincentive to new investment in these fields, a position exacerbated by the Government decision not to grant an early date for Royalty Tax relief.

13.
There remain significant opportunities in the UKCS for new exploration and it is right that the UK Government looks at the means by which continued exploration and activity in licensed blocks can be encouraged. The newer entrants to the region such as Venture Production, Tuscan and others all have a role to play in keeping the momentum going. However, the established operators also have an essential role, not only in terms of existing production but in terms of opening up new areas such as the deeper water regions to the west of Scotland and in the Faeroese waters. It is vital to nurture and encourage the investment potential which these global players bring when examining the more difficult exploration opportunities. This is particularly true given the relatively disappointing results there have been so far from the drilling activity west of Shetland and in the Faeroese waters.

The Fiscal Regime

14.
The terms of reference of the Government’s 1997 Review of the North Sea (NS) fiscal regime were “to ensure that an appropriate share of NS profits are being taxed while continuing to maintain a high level of oil industry interest in the future development of the UK’s oil and gas reserves”. Following the fiscal changes announced in April 2002, the Government has justified these by stating that they did not believe the balance was right, particularly in view of the industry’s rate of return on capital invested. It is now the Government’s belief that the 2002 changes, which saw the introduction of 100% first year capital allowances on expenditure, combined with the commitment to abolish North Sea royalties at an, as yet, undetermined point in the future, plus the supplementary 10% corporation tax, strikes that balance.

15.
Despite the much improved industry/government dialogue of the past four years, the view within Government, which compared the industry with privatised utilities and hence saw it as ripe for a “windfall” tax, has obviously not diminished. It was SCDI’s view in 1998, and remains so now, that it is unrealistic to compare the industry with the privatised utilities for three main reasons. Firstly, oil companies in the UK work from a declining asset base. Secondly, exploration is highly speculative with almost 90% of wells being commercially non-viable, and thirdly, the industry is highly mobile in comparison to utilities. It may be that the Government wishes to encourage mobility and to use fiscal measures to shake up the industry by encouraging the bigger operators to exit and smaller companies to enter the region. In SCDI’s view, altering the fiscal regime in a manner which removes revenues from the sector will not achieve such an aim. All it achieves is the creation of an uncertain investment climate which makes it harder for the larger operators to justify investing in the North Sea and makes it more difficult for the smaller operators to attract the external investment they require to expand their activities.

16.
Paragraphs 4-13 of this paper set out the background to industry investment in their UKCS operations. The scale of this investment and the multiplier effects on all aspects of the UK and Scottish economies cannot be minimised. The oil sector has clearly been a success story, but it is one in which the fiscal environment has changed considerably. A number of increases in Petroleum Revenue Tax (PRT) from 45% at its introduction in 1975 to 75% in 1982 seriously inhibited investment – this was at a time when explorers were turning their attention to more attractive regions, eroding confidence in their UKCS operations.

17.
A period of fiscal stability was introduced by the 1983 Finance Act which provided a regime for investment in new fields to be related entirely to profit.  Other concessions were made such as the removal of Royalty (12.5% imposed on fields receiving development consent prior to 31 March 1982) for future developments, and exploration and appraisal costs could be deducted before profit was calculated for PRT.  Though marginal tax rates and taxation on existing fields remained high, a decade of fiscal stability during which PRT was reduced to 50% brought about a recovery in industry confidence, and investment activity increased accordingly. The 1993 Finance Act introduced changes to encourage activity and by simplifying the regime for new development, stimulated investment in new fields in both the North Sea and West of Shetland.  The March 1997 Finance Act, however, despite not adversely changing the regime for PRT or Royalty, introduced two other changes which adversely affected some aspects of Corporation Tax, and long life assets. 

18.
The Government’s intention to review the fiscal regime in 1998, with the clear intention being to extract greater levels of taxation from the industry, proved to be a particularly damaging time for the North Sea. The fiscal uncertainty at this time co-incided with a global slump in the price of oil and, as a result, investor confidence was seriously damaged. The Government’s proposed consultation paper on the fiscal regime in 1998 was never actually published, with any planned proposals ultimately being shelved due to the low oil price. It should not be forgotten that there was a very damaging period of delay and uncertainty before the Government announced, in autumn 1998, that it would not be proceeding with a review at that time. It was this delay and uncertainty, not only low oil prices, which badly affected investment and jobs in the UKCS. This experience should act as a warning message to Government that it is essential to have an attractive and predictable fiscal regime to keep the province internationally competitive.

Fiscal Stability

19.
It is in the economic interest of Scotland and the UK, as well as the fiscal interest of the Treasury, to maintain present levels of investment in the UKCS. Given satisfactory rates of return, it is also in the interest of the oil companies and ultimately the contracting community to see such investment maintained.

Fiscal stability is important but a stable and benign fiscal regime in itself is likely to no longer be enough to maximise the UKCS potential. A suitably restructured fiscal regime will deliver the following benefits.

· Sustainable revenue increase

· Stable domestic market and export growth

· Exploration, discovery and development of additional oil and gas reserves

· Continued UK self-sufficiency in oil and gas

· Increased numbers of high-technology jobs and training

· World-class reputation for expertise and innovation

· Recognition of UK as a centre of excellence

· Growing recognition of UK as preferred supplier

The stable regime of the past four years has meant that progress has undoubtedly been made on all these fronts. However, to maintain this momentum, further fiscal incentives will need to be provided to the industry in the years ahead. There is little doubt that the April 2002 Budget changes to the fiscal regime undermine already committed investment and will impact negatively on all of the above.

Impact of Fiscal Change

20.
The UK North Sea Fiscal Regime has three tiers of taxation: Royalty Tax, Petroleum Revenue Tax (PRT) and Corporation Tax (CT).  The impact of the April 2002 Budget announcements was to raise the level of CT from 30% to 40% with immediate effect. At the same time the Treasury promised to consult on the possible abolition of Royalty Tax on fields commissioned before March 1982. In addition, the tax relief on capital allowances was extended from 25% in the first year of a development to 100%.

21.
So what was the Government trying to achieve by introducing these changes? Their key aim is stated as trying to secure a “fair share of North Sea revenues combined with encouraging long term investment and establishing a stable tax regime.” Should Royalty Tax be abolished, the Government would view this as an incentive to the oil industry to continue investing in its older fields. The move on capital allowances could be seen as an encouragement for smaller operators to invest in new developments. In relation to this, much of the work being undertaken within PILOT is aimed at ensuring that oil and gas discoveries are developed and not mothballed by operators. Hence, there is a thrust in Government policy which is trying to mobilise North Sea exploration and make it more attractive to smaller operators which, it is argued, have the lower cost base and dynamism to drive forward and develop the smaller discoveries.

22.
Before examining the likely impact that the Budget announcements will have on the Scottish economy, one of the key issues to address is the manner in which the announcement was made. The 17 April statement came as a complete surprise to operators in the oil and gas sector. There was no forewarning and no pre-announcement dialogue from Government whatsoever. The oil and gas sector deals in large-scale, major projects with long term investment timescales. The nature of the tax regime is a major factor when considering which investment opportunities are viable and attractive. This is well known within Government. Hence, to alter the tax regime without any consultation with the industry is seriously damaging to industry and investor confidence. It is SCDI’s view that the negative manner in which this decision was taken will reverberate throughout all sectors of industry. It weakens trust and leads to uncertainty in the relationship between industry and Government. Uncertainty is never good for an economy and trust and confidence are not won with short-termism.

23.
What will be the effect of the fiscal changes on the Scottish and UK economies over the coming years? A definitive answer to this question is impossible, particularly in view of new consultation papers, such as the recently published review of corporation tax. There have been many statistics put about by the oil industry itself and by other analysts that suggest the extra tax will remove between £3bn and £8bn from the sector by 2010 and will result in up to 50,000 lost jobs. If the Royalty Tax is removed, recent Wood Mackenzie figures suggest that this would reduce the tax burden by around £120m - £150m in the next few years up to 2005.

24.
A small increase in tax will have a detrimental effect on investment, a larger increase in tax will inevitably have greater detrimental effect. The likely outcomes of the current fiscal changes will include:

· Serious damage to investor confidence.

· Investment capital will become harder to attract for small companies.

· Investment capital for the North Sea will be harder to justify for large companies resulting in investment flight.

· Margins being driven down resulting in a disproportionate effect on contractors, especially SMEs – some of which will be driven out of business.

· Negative impact on wider non-oil economy as investment and activity reduces.

25.
As has been mentioned earlier, the scale of discoveries in diverse parts of the world such as offshore West Africa and offshore Latin America dwarf anything (with the exception of Buzzard) that has been found in the UKCS for many years. Senior Corporate Executives in headquarter locations in London, New York, Houston or elsewhere cannot fail to be attracted by the sheer scale of the finds and the low cost base required to explore and exploit. None of this is particularly new, but it is true that as technology moves forward the number of offshore deepwater opportunities has risen substantially. It is an inescapable conclusion that in this competitive, global climate the UK has to make its oil industry an attractive place to invest. Increasing the fiscal burden will not achieve this and will lead to a reduction in cash flow into the UK.

26.
Does this matter if the fiscal changes encourage new, smaller and more dynamic entrants into the industry? SCDI considers this scenario unlikely. Perception is absolutely key and one of the major assets the UK oil sector had in its favour was its relatively stable fiscal and political regime. The Budget changes have shaken global investor confidence in the region and it will be difficult for the smaller companies to attract the funds they will need to develop and expand their operations in the UKCS.

27.
Inevitably, the wider economic impact of this will be serious, whether it is felt in Peterhead, Aberdeen, Teesside or elsewhere. From the contractors to the taxi operators, the hotels, the shops and so on, all sectors of these communities will be adversely affected.

Conclusions
28.
As global competition for investment increases, the more attractive a location we can make the UKCS for investment the better. It is clear that the fiscal regime is one of the key levers available to achieve this. As a result of the 17 April Budget announcements the UK Government has chosen to alter the fiscal regime in a manner which will be detrimental to investment in the UKCS, SCDI finds this surprising and disappointing.

29.
It is important to make a distinction between the effect of the measures unveiled in the Budget and the manner in which the tax changes were introduced. On this latter element SCDI is very clear that it has been damaging to industry confidence and has seriously impaired the previously positive working relationship between the oil sector and Government. 

30.
The tax changes will damage investor confidence and will, inevitably, reduce the activity levels in the UKCS. It will not assist with the stimulation of small field developments and, indeed, may hinder this by making it more difficult for smaller operators to attract investment funds. Whilst an accurate forecast on jobs and investment is impossible to predict, it can only be negative. 

31.
A mature oil region such as the UKCS needs to maximise its attractiveness to potential investors and needs to maintain activity levels as high as possible to retain infrastructure and skills. The chances of resource flight of these two assets has been increased by the budget announcements.

32.
The benefits to the UK Exchequer will be maximised by ensuring the long-term health of the oil industry in the UKCS and by helping maximise hydrocarbon recovery within the limits of what is economically and technically feasible. Fiscal policy should be focused on achieving this objective and on maximising the attractiveness of the UKCS to investors. Policy should not be focused on short-term financial gain.

33. SCDI believes that the measures introduced in the Budget are flawed and damaging. It is time to step back and start to rebuild trust. As a first step SCDI would call upon the Treasury to bring its consultation on Royalty Tax relief to a speedy conclusion and to give a firm date for its abolition, backdated to 17 April 2002.

34. SCDI would urge Her Majesty’s Treasury to decide upon an effective taxation policy for the long term.  This implies HMG making the choice between a higher tax take now, with potentially damaging effects on investment, employment, security of supply and balance of payments, or adopting a tax regime that extends the life of the indigenous oil and gas industry with longer term revenue benefits to the national economy. 

35.
In SCDI’s view, both HMG and the industry should together undertake a full and fair review of the North Sea fiscal regime. The goal must be to simplify and adjust the fiscal regime so that it reflects current economic and technical realities and incentivises the full hydrocarbon potential of the UKCS. By doing this it would address the key issue of how to ensure that a mature region can remain competitive well into the 21st century. 

36.
To meet this challenge both the Government and the industry should cast aside short term fiscal and shareholder pressures and take a long-term view based on open and honest dialogue. A first step on this road would be to recognise that the PILOT vision for 2010 needs to be re-visited and a fuller recognition given to the role that the tax regime will play in the success or otherwise of the PILOT targets.

Scottish Council for Development and Industry

October 2002
