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February 2010

Background Paper Detailing Royalty and Tax Options

Introduction
1 The New Zealand Government (“the Government”) has recently proposed an action plan designed to ensure that New Zealand is a highly attractive global destination for petroleum exploration and production investment and enable New Zealand to develop the full potential of its petroleum resources.  The action plan has seven core work streams (“the actions”).
2 As part of the action plan, the Government has requested submissions on each of the seven actions.  The Petroleum Exploration and Production Association of New Zealand (“PEPANZ”) welcomes the opportunity to engage with this process and wishes to submit on Action Five.  Action Five involves a review of New Zealand’s regulatory, royalty and taxation arrangements for the petroleum industry.  
3 Outlined below are PEPANZ’s submissions which contain options in relation to Action Five intended to encourage petroleum exploration in New Zealand and, therefore, maximise the Government’s return from New Zealand’s petroleum resources.  
4 In addition, PEPANZ provides comments below, as appropriate, on both the McDouall Stuart Report
 and the AUPEC report
, commissioned by the Ministry of Economic Development in order to assist the Government in its review of the petroleum mining sector.
5 PEPANZ notes that its submissions below are broken down into two groups: 
· Removing impediments to investment; and 

· Encouraging investment.
6 At Appendix One PEPANZ provides a list of “quick fixes” to the New Zealand taxation regime.  These require little action by the Government but would significantly reduce compliance costs for petroleum companies.  PEPANZ would welcome the opportunity to discuss these matters in further detail with officials at a later date.

Removing impediments to investment
7 The following submissions detail changes designed to remove impediments and make New Zealand more internationally competitive in the petroleum mining industry from a regulatory, royalty and taxation perspective.

8 At a broad level, the AUPEC report concluded that New Zealand’s fiscal regime in the petroleum mining sector was highly competitive against all the comparator countries (except Papua New Guinea) when tested under the Great South Basin conditions.
9 However, it is PEPANZ’s view that this conclusion is inaccurate.  This is on the basis that the cost assumptions used in the AUPEC report for operations carried out in New Zealand’s Great South Basin have been significantly understated.
  For example, it was stated in the AUPEC report that each exploration well and appraisal well was estimated to cost approximately $24m.  In our experience, this cost would in fact be much higher and a more realistic estimate (particularly in the deeper water areas of the Basin) would be $100m. 
10 Further, PEPANZ notes that the Fraser Institute’s 2008 World Petroleum Survey
 indicates that New Zealand ranks 51st out of 81 jurisdictions surveyed in terms of taxation and 74th on regulatory uncertainty.
  As noted in the McDouall Stuart Report, New Zealand “suffers from a perception of disintegration and incohesion in its policy framework as it relates to [oil gas and minerals]”
.  
Drilling rig / seismic ship exemption – application date
11 PEPANZ notes that the section CW 57 of the Income Tax Act 2007 (“the Act”) expired on 31 December 2009.  An extension is proposed for the section until 31 December 2014 in the Taxation (Annual Rates, Trans-Tasman Savings Portability, Kiwisaver and Remedial Matters) Bill (“the November Tax Bill”).  However, from 1 January 2010 until the November Bill is enacted (which is unlikely to be before June 2010), non-resident companies to whom the exemption applies are, technically, not able to apply for an exemption certificate.
12 PEPANZ submits that the exemption should be a permanent exemption in order to give certainty to the industry.  This would remove the operational difficulties created by the current structure of the exemption.  

Drilling rig / seismic ship exemption – support vessels

13 The current exemption does not extend to the onboard processing of seismic data or the activities of support vessels, such as barges or supply vessels.  PEPANZ notes that extending the exemption to support vessels is vital for successful exploration campaigns as the services performed by these support vessels are generally not available from New Zealand resident suppliers.  
14 Alternatively, the tax treatment of drilling rigs, seismic ships and support vessels could be aligned with that of Australia.  Under the Australian taxation regime, any non-resident ship owner who is deemed to have a permanent establishment in Australia, but whose principal place of business is outside Australia, is only taxed on 5% of its turnover at the prevailing corporate tax rate.  This is a prime example of New Zealand’s fiscal regime for petroleum mining being uncompetitive compared with its major competitor countries.

Drilling rig / seismic ship exemption – employees

15 The current exemption only exempts ships and drilling rigs from tax in New Zealand.  Accordingly, employees working on these vessels, as well as the various support vessels discussed above, do not fall within the current exemption.  
16 PEPANZ notes that short-term non resident employees are more frequent in the petroleum mining industry than other industries.  However, as employees are often present in New Zealand for more than 92 days in a twelve month period, vessel owners often face significant PAYE compliance costs.

17 Further, vessel owners often incur a time value of money cost from the point at which tax is withheld under the New Zealand PAYE system until the date it is able to be claimed as a foreign tax credit in the employee’s home jurisdiction (and subsequently refunded to the vessel owner).  In addition, there is a “real” cost where the New Zealand tax rate is greater than the rate of tax in the employee’s home jurisdiction as, in this situation, the New Zealand tax paid will not be fully creditable.

18 On this basis, PEPANZ submits that a blanket exemption from tax for income derived by employees working on seismic ships, drilling rigs or support vessels should be introduced.  

19 Alternatively, the current “92 day exemption” contained in section CW 19 of the Act could be extended to 183 days for employees working on seismic ships, drilling rigs or support vessels.  

Petroleum royalty regime - administration

20 Crown Minerals (as an organisation) has relatively little experience in administering what effectively amounts to a complex “tax”.  Crown Minerals are also the issuer of petroleum permits, leading to potential perceptions of conflict in terms of the administration of the royalty regime.  On this basis, PEPANZ submits that Inland Revenue should take responsibility for administration of the petroleum royalty regime.
Royalty regime – Ad Valorem Royalty
21 PEPANZ notes that the current petroleum royalty regime is burdensome, particularly the Ad Valorem Royalty (“AVR”).  This is because AVR is determined based on a company’s net sales revenue rather than its profits and, as such, is levied irrespective of the cost associated with production.  This results in projects that were economically feasible becoming uneconomic to develop after the AVR is levied.  The AUPEC Report noted that this was a concern for marginal gas projects and recommended the AVR be significantly reduced or, alternatively, replaced with a different regime.
  PEPANZ supports the removal of the AVR from the royalty regime.
Royalty regime – Accounting Profits Royalty

22 PEPANZ submits that the existing Accounting Profits Royalty (“APR”) should be retained at the rate of 20%.  However, the current royalty regime is based on Generally Accepted Accounting Practice (“GAAP”) and there are no transitional rules in the event that there are changes in GAAP.  Further, Crown Minerals has indicated that, in some circumstances, GAAP for financial reporting purposes will not necessarily dictate the treatment under the royalty regime, as it is the “intention” of the legislation which is the paramount consideration.  This creates uncertainty for petroleum mining companies and leads to disputes with Crown Minerals.

23 Accordingly, PEPANZ recommends that the Accounting Profits Royalty (“APR”) methodology should be amended so that the starting point is the concept of “taxable profits” for income tax purposes (with adjustments to allow “front ending” of development costs).  This would remove the existing problems associated with GAAP interpretation and would lower the compliance costs associated with performing separate detailed calculations for both tax and royalty purposes.  In addition, the use of taxable profit as a starting point for the APR calculation would mean that deductions are available for general administration costs, financing costs and exploration expenditure incurred in and outside the relevant permit area.  
Petroleum development expenditure – reserve depletion method
24 PEPANZ notes that the reserve depletion method is currently applicable on a permit area basis.  This means that all petroleum assets within the same permit area are subject to the same method of amortisation.  Further, if first commercial production in a permit area occurred prior to 1 April 2008 then the method is unable to be used for any further petroleum assets developed in that permit.  This is inconsistent with the current depreciation rules, which allow different depreciation methods to be applied to the same type of assets.  

25 Petroleum miners often undertake additional drilling projects within a permit subsequent to first commercial production in order to maximise their recoveries from the mining permit.  The decision as to whether or not to undertake further development is based on incremental economics which includes consideration of tax depreciation.  In this situation, PEPANZ considers that the joint venture should be entitled to choose the most economically accurate method of amortising petroleum mining assets used in the new development.  In most cases, this is likely to be the reserve depletion method.

Petroleum development expenditure – alternative methods
26 In order to encourage petroleum development in New Zealand, PEPANZ submits that the Government should consider the following options:

· Introducing the ability to elect to use a diminishing value double declining balance method for spreading petroleum development expenditure, as is currently available for other assets; and 

· Allowing an immediate deduction for petroleum development expenditure incurred subsequent to first commercial production.
Shareholder continuity
27 In order to carry a tax loss balance forward, companies must maintain shareholder continuity of 49%.  This is a concern for every company in the petroleum mining industry (other than the “majors”), as often the only way these companies can raise sufficient funds to undertake a development resulting from successful exploration is via an equity injection.  This action may cause these companies to forfeit tax losses accumulated during the exploration phase.
28 PEPANZ’s concern is that the risk of losses being forfeited discourages exploration in New Zealand.  Accordingly, it is PEPANZ’s first preference that the 49% shareholder continuity requirement be waived for petroleum mining companies.

29 Alternatively, the tax treatment of the petroleum mining industry could be aligned with that of the specified minerals industry to ensure equality between the industries.  Under the current specified minerals taxation regime, specified mining companies (including gold and silver mining companies) are permitted to carry losses forward on breach of continuity, however the losses are quarantined to the particular permit area.  
Restoration costs – upfront deduction
30 Section DT 16 of the Act allows petroleum mining companies a deduction for expenditure incurred in relation to the removal or restoration of operations (“restoration costs”) in the income year the expenditure is “incurred”.  However, the Act does not provide any guidance on the meaning of the word “incurred” and, therefore, the timing of the deduction for restoration costs remains unclear.  This causes uncertainty for petroleum miners, particularly in light of case law which holds that expenditure is incurred for tax purposes in the income year in which it constitutes an existing obligation, despite the fact that it may not be payable until some future date. 
31 PEPANZ considers that restoration costs should be fully deductible in the year in which development commences, provided that the costs are capable of reasonable estimation.  This is because petroleum mining companies have a contractual obligation to abandon all wells, surface facilities and operating sites from this point in time.  PEPANZ submits that this position should be legislated.
Restoration costs – carry back of costs
32 In the event that an upfront deduction for restoration costs is not legislated, PEPANZ submits that section EJ 14 of the Act be modified.  

33 Under section EJ 14 of the Act as currently drafted, restoration costs can be “carried back” to preceding income years to the extent that they exceed the taxable income available in the income year in which the costs are paid.  However, whilst section EJ 14(3) overrides the time bar in section 108 of the Tax Administration Act 1994 to allow a prior year return to be amended after more than four years, it does not override the operation of section RM 2 of the Act.  Section RM 2 prevents the Commissioner from being able to refund any amount that results from the amended assessment, thus making section EJ 14(3) ineffective.
34 As a petroleum mining company’s production, and hence taxable income, often reduces significantly over time, companies may eventually reach the point where their taxable income over the prior four years is not sufficient to allow them to recover their full restoration costs.  This means that fields may be abandoned prematurely due to the tax cost associated with the effective non deductibility of restoration costs, creating an economic cost for both the petroleum mining company and the Government. 
Clawback of exploration well costs 
35 In the event that an exploration well is later used for production purposes, section CT 3 of the Act  requires a petroleum mining company to claw back all exploration expenditure that has previously been allowed as a deduction by any prior holder of an interest in that permit.  
36 PEPANZ’s considers that this section should be removed due to the potential to create unfair outcomes.  Firstly, this regime is inconsistent with other tax regimes whereby taxpayers are entitled to a deduction for expenditure incurred in relation to the acquisition or construction of an asset (e.g. feasibility expenditure up until the point that the project is “definitively committed” to).  It is only subsequent to the final decision point that costs associated with the asset must be capitalised. 
37 Secondly, in the event that the permit has previously been owned by another company, the current holder of the permit is required to claw back not only the exploration costs that it itself has been allowed a deduction for, but also the exploration costs of any other prior holder of an interest in the permit.  There are clearly compliance issues associated with determining exactly what this amount should be.    
38 For completeness, PEPANZ notes that should its submission regarding the upfront deductibility of petroleum development expenditure (discussed below at paragraph 45.2) be accepted, this issue would be resolved.  This is on the basis that the treatment of exploration expenditure and development expenditure would be aligned.
Sale or partial sale of petroleum mining permits
39 Currently, section CT 1(2) of the Act deems any consideration received by a petroleum mining company for the sale of a petroleum mining asset to be income of the company.  However, under section DT 8 of the Act, the consideration paid by the purchaser to acquire a petroleum mining asset (excluding prospecting and exploration permits) is deemed to be petroleum development expenditure for tax purposes.  Accordingly, under the current rules, the purchaser must spread the expenditure over seven years, or alternatively spread the expenditure according to the reserve depletion method.
40 PEPANZ notes that this creates a mismatch between the revenue generated by the vendor and the deduction available to the purchaser, which effectively discourages the transfer of mining permits.  Accordingly, PEPANZ submits that a transfer of a petroleum mining permit at its existing book value should be allowed on the election of both parties, in effect transferring the tax profile of the asset from the vendor to the purchaser. 
Encouraging investment
41 The following submissions are intended to increase the fiscal attractiveness of petroleum mining in New Zealand and, therefore, ensure that New Zealand is a highly attractive global destination for petroleum exploration and production investment.  
Investment in exploration
42 The Fraser Report
, referred to in the recent McDouall Stuart Report, has recently indicated that New Zealand is ranked 51st equal on the international petroleum front in terms of the perception of the tax regime. 
43 Accordingly, New Zealand must provide incentives to international petroleum explorers and production investors in order to develop the full potential of New Zealand’s petroleum resources.

PEPANZ’s recommended solutions:

43.1 Allow an enhanced deduction for new exploration expenditure (for example, 150%).
43.2 Extend the “specified minerals” exploration expenditure appropriation rules to petroleum mining companies.  PEPANZ notes that under the “specified minerals” regime, companies are entitled to an immediate tax deduction for the amount the company expects to spend on exploration over the following two years.
Petroleum royalty regime
44 The royalty regime concessions for a discovery made between 30 June 2004 and 31 December 2009 have expired.  Accordingly, new discoveries are now subject to much higher APR and AVR rates.   

PEPANZ’s recommended solutions:

44.1 Remove the AVR regime and amend the APR regime (as discussed above at paragraphs 21 to 23).  This would effectively reinstate the royalty regime concessions which expired at the end of the 2009 calendar year, including permitting a deduction of APR purposes for exploration costs incurred in relation to other permit areas.

44.2 Introduce new royalty regime relief measures, for example, a royalty holiday for the first 20% of recovered reserves.

Corporate tax rates and repatriation of profits
45 Companies will only invest in petroleum mining in New Zealand to the extent that they can generate and repatriate profits and capital gains in a tax efficient manner.  
PEPANZ’s recommended solutions:

45.1 Introduce a corporate tax rate of 15% for petroleum mining companies for new discoveries.

45.2 Allow an immediate tax deduction for all petroleum development expenditure.

45.3 Allow company tax losses to “flow through” to the ultimate shareholder for petroleum mining companies, similar to the limited partnership regime.  Effectively, this would mean that any losses generated by the petroleum mining company would not accrue to the company, but it would pass to the ultimate shareholders who would then receive the benefit of being able to offset their share of the company’s losses against their personal income. 

45.4 Introduce the concept of a “repatriation” tax rather than an income tax for petroleum mining companies.  This would effectively defer the impost of company tax until profits are repatriated to shareholders.  For example, a company tax would be levied (at the company level) but would be deferred until such time as the profits were distributed to shareholders.
45.5 Allow access to Approved Issuer Levy (“AIL”) for interest payments to non-resident associated companies.  In the petroleum industry, companies often receive funding through their non-resident parent companies, as it is difficult to obtain bank funding on a stand alone basis.  However, unlike interest payments to a bank, interest payments to a non-resident associated company are not currently eligible for AIL.  Instead, non-resident withholding tax (“NRWT”), at a higher rate that the AIL rate, must be withheld from these payments. 

45.6 Introduce a 0% withholding tax on all dividends paid by New Zealand petroleum mining companies and New Zealand petroleum mining holding companies, regardless of the availability of imputation credits.  PEPANZ notes that this would be in line with the recently updated New Zealand-Australia Double Tax Agreement, and New Zealand-United States Double Tax Agreement, which both impose a 0% withholding tax rate on dividends between the respective countries where certain criteria are met. 

General
46 We welcome the opportunity to engage with officials to develop the proposals above.
John Pfahlert

Executive Officer

Appendix One
The following is a list of what PEPANZ considers to be “quick fixes” to the New Zealand taxation regime as it relates to petroleum miners.  PEPANZ would welcome the opportunity to discuss these matters in further detail with officials at a later date.
GST

· GST on royalty payments should be zero-rated. 

· The current practice of allowing joint ventures to register and claim GST on expenditure and individual joint venturers to separately register and return GST on sales should be codified in the GST Act. 

· Each joint venture party should have “several liability” for GST purposes, rather than the current “joint and several” liability. 

Income tax
· The provisional tax rules should be modified to provide relief for petroleum miners in light of the volatility in profits created by swings in both the USD/NZD exchange rate and USD oil price.
· New Zealand should introduce functional currency rules similar to those in place in Australia.  These rules would allow a company to use a foreign functional currency as the unit of account to calculate taxable income.  
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