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LAW: BURGES SALMON

GUARANTEEING TAX RELIEF
FOR DECOMMISSIONING:
WHAT WILL IT MEAN?

Decommissioning Relief Deeds, expected to be available for signature later this year, will
provide contractual certainty for UKCS oil and gas operators on the UK tax relief to which
they will be entitled in respect of future decommissioning activities. This is expected
to stimulate a sizable flow of funds into and within the sector, benefiting companies all
along the supply chain.
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T

he commitment in the March
2013 budget to introduce
Decommissioning Relief
Deeds (“Deeds”) later this
year came as a long-awaited relief for
the UK oil and gas industry. Under
the Deeds, if the tax relief currently
available for decommissioning costs
associated with UKCS oil and gas
installations was reduced in the
future, the Government would make a
compensating payment.
The Deeds, which are effectively
a future guarantee of tax relief, have
been regarded by operators and
potential investors as increasingly
important given the age of many
UKCS assets and the projected profile
of decommissioning expenditure
generally. For example, annual
decommissioning expenditure in the
North Sea has been predicted to grow
by 100% in the next few years from
the current £500million, with Decom
North Sea forecasting a total spend of
£30billion over the next 15 years. The
Deeds will provide long-term certainty
for the sector, which is key to unlocking
previously dissuaded asset transfers
and investment, particularly in respect
of mature and late-life fields.

Ending uncertainty
The Deeds evolved from a
discussion between Government and
industry leaders on addressing the
uncertainty in decommissioning tax
relief, which has spanned many years.
The Deeds were initially a mechanism
proposed by the industry, and this
mechanism has been developed by
the Treasury in close consultation with
industry leaders (as well as through
public consultation) over the last two
years.
Currently, tax relief for
decommissioning costs is given
against ring-fence corporation tax
(“RFCT”), supplementary charge
(“SC”) and petroleum revenue tax
(“PRT”) where the expenditure relates
to fields within the PRT regime.
It is usually available by way of a
combination of reduced tax liabilities
for qualifying expenditure and a
refund of tax previously paid. Critically,
however, relief is only available when
decommissioning actually takes
place, which for many fields will
be years in the future when the tax
regime (and level of relief) is unknown
and, consequently, not currently
guaranteed.

The promise of certainty
has already begun to
unlock asset sales. The
Deeds have significantly
lowered the tax risk
and thus the capital
required to purchase.
Decommissioning projects
necessitate significant expenditure,
therefore the amount of tax relief
available becomes a critical factor in
any financial decision relating to an
offshore asset. Uncertainty surrounding
the amount of future relief acts as
a serious impediment to current
investment into the sector, both from
internal and external sources. It acts
as a barrier to entry by new investors,
as projected abandonment costs form
a material aspect of project valuation.
Existing owners of offshore assets are
also discouraged from investing in new
technologies and prolonging the life of
existing fields in fear that existing relief
may be lost through future tax changes.
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Uncertainty also makes it
harder for assets to change
hands; the risk of future default on
decommissioning liabilities by the
buyer of an asset is a serious
concern for any seller, since the
seller retains certain liabilities under
the Petroleum Act 1998 even once
ownership of the asset has been
transferred. Consequently, the
seller will often ask for security to
be provided by the buyer against
default on a pre-tax basis – eating
into the buyer’s borrowing base.
These deterrents to the flow of funds
into and within the sector have
intensified in recent years – driven
by an SC increase and a new cap
on the rate of SC relief for particular
decommissioning costs.
The promise of tax relief
certainty has already begun to
unlock asset sales. The Deeds
have significantly lowered the tax
risk and, in turn, the capital required
to purchase. The following example
neatly illustrates the Deeds’ impact
in numerical terms. Currently, a
company is commonly required
to provide security for its
decommissioning liabilities on a
pre-tax basis. A Deed acts to reduce
this security amount by guaranteeing
the level of tax relief available at
the point of decommissioning, thus
enabling calculation on a posttax basis. If the security amount is
£10million (pre-tax) and tax relief is
guaranteed at current rates of 50%
(30% for RFCT and 20% for the SC),
the security amount would reduce to
£5million.
The availability of Deeds will also
free up capital for investment and
funding of further exploration and
production. It is hoped that this,
in turn, will result in new jobs and
technology upgrades. Speeding up
asset sales and greater investment
would of course have long term
benefits, potentially extending the
productive life of the UKCS.
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Without sustained business, many companies in
the decommissioning market have been reluctant
to invest in extending facilities, new equipment
and training new employees. A steadier flow of
decommissioning activity is undoubtedly necessary
to create an optimised market for decommissioning
and drive efficiencies and innovation.
Acceleration of decommissioning?
There are an estimated 600 installations
and associated infrastructure,
approximately 5,000 wells and nearly
10,000km of pipelines in the North
Sea, the majority of which lie in the
UKCS. Many of these structures have
been producing oil and gas for almost
forty years and are now coming to the
end of their economic lives. However,
decommissioning has been slow and
sporadic, with only a relatively small
percentage decommissioned to date.
Without sustained business, many
companies in the decommissioning
market have been reluctant to invest
in expanding facilities, new equipment
and training new employees. A steadier
flow of decommissioning activity is
undoubtedly necessary to create an
optimised market for decommissioning
and drive efficiencies and innovation.
The advent of Deeds will
make planning and budgeting for
decommissioning easier and remove
some of the uncertainty, but it is not
expected to bring forward a flurry of
decommissioning projects. In fact,
Deeds are expected to help unlock a
greater amount of trading in late-life
assets, prolonging the life of certain
ageing assets that may otherwise have
been headed for decommissioning.
There will come a time when the
number of ongoing decommissioning
projects will be sufficient to drive the
levels of investment and innovation
required to maximise efficiencies
and reduce decommissioning costs.

However, other factors, such as
global oil and gas prices, security of
supply issues, technological advances
and investment appetite in ageing
assets will be likely to influence this
far more than the availability of Deeds
themselves.

What will the Deeds look like?
The model Decommissioning Relief
Deed (the “Model Deed”) was
published on 28 March 2013. Subject
to some technical amendments, it
is likely to broadly represent the final
form Deed. The Model Deed is a
17-clause bilateral contract, made
between the UKCS participant and the
Lords Commissioners of Her Majesty’s
Treasury. It is expressed to be enduring
and irrevocable until terminated by
the parties’ written mutual agreement.
In basic terms, any company that
is subject to the UK oil and gas tax
regime is eligible to sign up and be a
party.
The Model Deed provides tax
relief certainty to two distinct forms of
expenditure, as follows:
“ordinary decommissioning
expenditure”, being that incurred
by a company to discharge its own
decommissioning liabilities; and
“imposition decommissioning
expenditure”, being that incurred by
a company as a result of another
party’s failure to meet its own
decommissioning liability.
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The Model deed also establishes
reference tax relief amounts for
each of RFCT, SC and PRT. If a
participant is incurring ordinary
decommissioning expenditure, the
reference amount for RFCT and
SC will be the prevailing rate on
the day on which the Finance Act
2013 comes into force (subject to
a SC cap of 20%). If a participant is
incurring imposition decommissioning
expenditure, the reference amount is
fixed at 30% for RFCT and 20% for
SC (i.e. reference is not made to
prevailing tax rates). In respect of
PRT, the method for calculating the
relevant tax relief amount is more
complicated as PRT relates back
to the field’s revenue (as opposed
to a specific participant) – as such,
reference needs to be made to the
amount of PRT levied on current
interest holders and their
predecessors (such amount being
certified by HMRC).
If, at the date of incurring
qualifying decommissioning costs,
a participant receives less tax relief
on any of the three taxes compared
to the relevant reference amount, it
is entitled to make a claim for the
difference (known as a “Difference
Payment”). Claims are made against
money provided by Parliament. The
company’s rights under the Model
Deed are not assignable, but may
be used as security to a bank or
financial institution
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The North Sea
From the dark days of the budget of 2011, the future of the North Sea oil and gas sector looks and
feels much brighter in 2013. It is perhaps too early to be talking about a new ‘dash for gas’, even in
light of the Government’s new Gas Strategy and the removal of this aspect of political uncertainty as
an obstacle to investment. However, in the coming years we may well look back at Decommissioning
Relief Deeds as being a significant milestone in helping to unlock the full potential of the North Sea.

The Model Deed was published
at the same time as the Finance
Bill 2013 and should be considered
alongside it. The Finance Bill
provides a particularly important
point of reference for the meaning
of decommissioning expenditure
(which includes expenditure on
onshore infrastructure used for
offshore production) and the rules
around loan relationships arising from
decommissioning security settlements.
The Model Deed also includes
‘dummy’ schedules setting out
matters such as the process by
which HMRC will issue certificates
to evidence PRT history – which are
essential for obtaining the level of
guaranteed PRT relief available on
decommissioning.
Seeking to provide contractual
certainty to investors is not unique to
the oil and gas sector; for example,
the Government is also proposing to
put in place contractual arrangements
to guarantee the tariffs which will be
received by renewable generators
pursuant to the current Energy Bill.
The availability of contractual

protection helps to remove political
risk from the equation; any comfort
in the form of an Act of Parliament or
secondary legislation could ultimately
be repealed or amended by the current
or future Governments. Deeds will not
be capable of amendment unilaterally,
binding both parties to the principles
agreed.
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Next Steps
Arrangements for the signing of
Deeds are expected to be announced
following the summer recess. In
the meantime, the industry will no
doubt be focusing on amending
existing decommissioning security
arrangements to reflect this new
certainty. Licence agreements may
be amended to reduce the amount
of security which licensees currently
provide to interested parties concerned
about having to bear this liability on
default. This is no small exercise,
and the Oil & Gas UK working group
has already begun developing
standard wording for its own standard
Decommissioning Security Agreements
to assist this process.
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