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per barrel for the same has been predicted as recently as April 20103, If this drop materializes and
continues into the future the UKCS oil industry will be bearing the burden of a high RFCT rate and
low oil prices, which are currently the main reasons behind its dwindling productivity and reduced
profitability for its major players as well as a major disincentive for new entrants*.

Keeping in mind these raw facts above, while it is possible to say that the UK legal regime
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5 The most recent position of the ordinary CT rules as they apply to non-hydrocarbon concerns can be discerned from
the Corporation Tax Act 2009 and the Capital Allowances Act 2001.
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106(1153), 7
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expected impact of these changes is undertaken later in the essay.
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Summary of the current CT/RFCT regime as it stands today

Before analyzing further the effect of these “special” corporation tax rules which apply exclusively
to the UK hydrocarbon industry, it would be expedient to give a cursory glance to the UKCS
Corporation tax regime as it has developed since 1965.Since a detailed discussion of PRT
(Petroleum Revenue Tax) is beyond the scope of this essay, the section below will centre solely on
how the UK Hydrocarbon Tax,s ane tl;z‘:z Corporation Tax (CT and RFCT) regime
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Oil Production” available from http://www.inlandrevenue.gov.uk/international/ns-
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""Royalties are administered by the DTI @ 12.5 per cent of the value of production, less the cost of initial transportation
and treatment, for fields approved before 1 April 1982. Royalties payable are deductible against profits chargeable to
PRT and corporation tax, Royalties were abolished from 1 January 2003
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Neighbor, Norway."®The rationale™ given for the existence of the Ring-fence Corporation Tax
(RFCT) is basically that it is in place to prevent'® profits from oil and gas production being offset by
losses transferred from the companies’ other non-hydrocarbon extraction related, activities outside
the North Sea'®. This way of applying CT rules upon the Oil and Gas industry is clearly a distortion
of the ordinary CT rules and one, rather simplistic way of understanding it from an economic point
of view would be the government's needs for revenue maximization'”. However as the subsequent

discussion demonstrates, this should certainl
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6 A new Exploration Expenditure Supplement (EES) was introduced for exploration and appraisal expenditure on or
after 1 January 2004 to cover all ring fence expenditure (RFES) incurred by companies who have no CT liability and
thus allow them to enhance the value of the relief 6 per cent a year for a maximum of 6 years. However since January
1, 2006, EES was replaced with Ring Fence Expenditure Supplement (RFES), widening “ the scope to include all North
Sea expenditure which cannot be relieved against North Sea profits” (HM Treasury, The North Sea Fiscal Regime,
2007, para.2.15)
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18 See Finance Act 2002 (c.23) Pt 3: Income Tax, Corporation Tax and Capital Gains Tax, Chapter 1: Charge and Rate
Bands, para.91 (1), under “ Supplementary Charge in respect of ring fence trades”.

19 See Emre Usenmez (2010) and the Commentary by John Evans (2007)
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now dressed up as the 20% SC and the RFCT) for the economic future of the UKCS.The
corporation tax payable post 2008 is the RFCT?' (The Ring Fence Corporate Tax) which is
supposedly the same as the ordinary corporation tax with the “lacuna” being that it has to be “ring
fenced” as a separate trade to avoid losses from other company activities reducing government
take. Thus now (2008 onwards) UKCS CT has been “ set separately from the headline corporation
tax rate applicable outside of the ring fence??” at the rate of 30%. Since the RFCT is peculiar to
hydrocarbon activities only, The HMRC has further clarified that ... trading losses arising from
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2 HM Revenue & Customs International--The North Sea Fiscal Regime, 2008, para.1.11 under “ Ring fence
corporation tax (RFCT) as quoted by Emre Usenmez (2010)
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25 HM Revenue & Customs, International--The North Sea Fiscal Regime, 2008, particularly paras 6.1 to 6.14

% The Ring Fence Charge (Supplementary and a part of CT): since 2002 companies that operate in the North Sea
have been subject to a supplementary charge on their profits in respect of ring fence trades, at a rate of 10 per cent.
Which was raised in 2005 to 20% on profits earned on or after 1 January 2006. The supplementary charge is assessed
on the basis of ring fence profits as computed for corporation tax, (but without any deduction for financing costs). This
also means that royalties or PRT can be deducted against the same as chargeable profits as they are for corporation
tax.



industry had in the government’s fiscal wisdom?’. In 2002, the following statement came from a
parliamentary speech while discussing the introduction of the increased RFCT and the

Supplementary Charge.

“Itis clear that oil companies are generating excess profits, and ours is the only major oil-exporting
economy that does not have a special regime to reflect that ...Companies that invest in the North
Sea will receive full and immediate [100 per cent] relief against any tax liability, while those which

do not do so will rightly pa 0 o?ation tax, together with a supplementary
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21 See James May, “Tax regime will send oil and gas advantages up in flames”, (and) Carole Nakhle, “Opinions on the
UK North Sea Petroleum Fiscal Regime: Preferences Revealed”,

28 Hansard, HC, Vol.385, Pt 144; Ruth Kelly, cols 359, 360, 361 (May 9, 2002) quoted in an article by Emre Usenmez
(2010).

2 Emre Usenmez (2010) The stability of the UK tax regime for offshore oil and gas: positive developments and
potential threats

% See the views of John H. Bartlett, “Taxing North Sea Oil”, Phil Greatrex , “United Kingdom - Finance - 2005 Budget
proposals”, 2005 and Philip Greatrex, “United Kingdom: tax - regulation - UK Pre-Budget report”.

31 Alexander Kemp and Linda Stephen, “ The Prospects for Activity in the UKCS to 2035: the 2008 Perspective”.
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evident from the consultations leading up to the 2009 Finance Act®. Upon analysis this Act seems
to be a hastened effort to attract investment now that the major players seem to be leaving the
field, much financially distraught by the constantly fluctuating oil and gas corporation tax
regime.®The fact that the remaining North Sea oil has become more difficult and more expensive
to extract and security of energy supply should be a more profound concern for the government

than the collection of revenue.3
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37 1t should be noted however that due to UK’'s commitments to the EU Emissions Trading Scheme (EU ETS) the costs
associated with the purchase or trading of EU ETS allowances in connection with the requirement to meet emissions
requirements of ring fence installations are deductible as costs of the ring fence trade and are thus very much relevant
to CT and SC calculations of Oil and Gas concerns. Likewise the income associated with the sale of EU ETS
allowances allocated to installations within the ring fence is taxable within the RFCT ring fence (lan Bailey, 2010).
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ignored when an argument is given to make the current UKCS CT rate “greener” in line with the EU

emissions policy?°.
An evaluation of the Finance Act 2009

The most recent CT relevant legislative changes have been seen in the form of the Finance Act
2009 which demonstrate a somewhat sheepish yet lukewarm realization on behalf of the UK
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40 HM Revenue & Customs, International--The North Sea Fiscal Regime: A Guide to UK and UK Continental Shelf: Oil
and Gas Taxation, January 2008, para.1.11; see http://www.hmrc.gov.uk/international/ns-fiscal3.htm [Accessed April
20, 2010].

41 Energy and Climate Change Committee, UK offshore oil and gas, First Report of Session 2008-09, Vol.lI: Oral and
Written Evidence, June 17, 2009, Ev.55, para.9 as mentioned by Emre Usenmez (2010).

42 See the article by Emre Usenmez (2010)



are only one example of the revenue loss being faced by the UKCS with each passing day due to
the complicated CT regime and high operational costs. The fact that the RFCT was changed thrice
during the period of 2004-2008 and that the year 2002 saw yet another manipulation of the CT in
the form of the SC, has clearly brought to light the dangers of an unpredictable tax regime where
as the trust of the Oil and Gas industry is more than lost. It would seem pointless to place trust in a
CT regime which cannot be relied upon for its stability to enable them to have enough incentives
for sticking to an ailing UKCS about to lose its vitality and potential in less than half a century. Emre
Usenmez 43 has discussed _hg du ry;players essentially viewed the SC as a
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revenue. While distortions created by such taxes can be tolerable to the extent of preventing
environmental externalities through carbon emissions, it is time to rethink such policies when they

start damaging a jurisdiction’s credibility for having a stable fiscal framework and a reliable legal

43(2010) The stability of the UK tax regime for offshore oil and gas: positive developments and potential threats
44 John H. Bartlett, “Taxing North Sea Qil”, 2002
45 Refer back to the Parliamentary Debate (2002): Hansard, HC, Vol.492, Pt 70, col.178 (accessed April 5, 2010)



regime to support it. While the UK government could afford to be oblivious to these goals in 1973
when the North Sea was 0ozing with production potential, it is time to rethink CT incentives for new
entrants and current business entities, in order to prevent the UKCS from becoming one of the
most expensive, least productive and thus least competitive, global hydrocarbon sources of the
future. The discussion above has seen that till date the UK government has only taken short term
CT cuts without compromising its take of the oil profits and goals of revenue maximization. While
the 2009 Finance Act shows a softening of this approach, the already reluctant current industry

players might not be convinceg eld in the UKCS for too long.
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