15 February 2010

Peter Crabtree
Ministry of Economic Development

PO Box 1473

Wellington

Dear Peter

Maximising New Zealand’s Petroleum Potential

Executive Summary

· The Association supports Government taking a strong leadership position in promoting petroleum exploration and development activity, both in New Zealand and overseas

· Government should consider lifting the level of direct investment in geoscientific investigations to improve our understanding of our petroleum systems. Improving the range and quality of pre competitive bid data available to industry will very likely result in increased investment in the sector
· Industry supports the review of Crown Mineral Group’s capability and considers that the current agency is under resourced to effectively administer the petroleum regime
· We see both merits and pitfalls in the Government’s stated intention to amend the Petroleum Reporting Regulations to improve the quality of petroleum reserve data, and agree this is a matter where industry should have further discussions with MED about the outcomes sought 
· The Association has included for consideration a comprehensive set of options for reform of the petroleum tax and royalty regimes. We would welcome dialogue with the Government on these.
· The Association supports a comprehensive review of the Crown Minerals Act and would like equal attention to be given to an urgent review of the 2005 Petroleum Minerals Program

· We have reservations about the Government taking a direct participatory interest in investing in exploration, and are generally opposed to the establishment of a National Oil Company
· We support further analysis of options for the development of gas hydrates, but urge caution in establishing a separate licensing regime with overlap of the existing petroleum licensing regime

· We support the introduction of a more frequent and flexible bidding regime for petroleum permits, and consider that at least an annual bidding round should be adopted

· We understand what the Government was trying to achieve in assessing the quantity of undiscovered resources in existing petroleum basins. Irrespective of the methodology used we consider that this is a question that is fundamentally too hard to answer with any useful degree of precision
· The difficulty of attaching precise estimates, or indeed any estimate to undiscovered petroleum resources has resulted in cost estimates for development in the Michael Adams report being of questionable value to policy development. 

Background

1. The Government has proposed to progress an action plan with the aim of maximising the gains from New Zealand’s petroleum resources.  The Government’s strategic objective for the petroleum sector is to ensure New Zealand is a highly attractive global destination for petroleum exploration and production investment, such that we are able to develop the full potential of New Zealand’s petroleum resources. 
2. To that end the Government released in November 2009 an action plan involving a number of work streams. The Government also released several independent reports in support of their plan and invited comment on both those and the action plan.
Introduction

3. This submission is made by the NZ Petroleum Exploration and Production Association (PEPANZ) on the Action Plan. The Association has consulted its membership in the preparation of this submission. The Association is the lead national body representing the oil and gas exploration and production industry in New Zealand.
4. The submission is structured around responding in turn to each of the 7 proposed action points in the Action Plan, and then submissions on each of the reports released by the Government, to the extent that they have not been addressed in our responses to the Plan of Action.
Action 1: Explicitly positioning Government as pro-active and pro-development of petroleum resources (timing ongoing).

This will include a sustained communications strategy aimed at raising the profile of the petroleum sector and signalling government support for exploration and development activity. 

Submission: Leading and Delivering: Government leadership and administration

1. The Minister of Energy and Resources signalled in his speech of 18 November 2009 that the Government would in future, be adopting a position of being explicitly supportive of the development of our petroleum resources. Industry welcomes that announcement, since the position adopted by the Government sends a signal that is important to international investors. That is, we are prospective for hydrocarbons and we are open for business. 

2. For the sector to be successful requires the Government to create a policy environment which is certain, and which is conducive to attracting and retaining capital in a sector where investment is highly mobile.

3. Over recent years the Government has promoted New Zealand’s petroleum prospectivity offshore. The Association supports that activity. Until quite recently there has however been little communication with the local industry about those initiatives. Going forward it would be beneficial if there were greater consultation with the local industry about the focus of international promotion, most of whom have good international connections in the industry.

4. It would also be useful if the Government were to consider the development of a New Zealand resources strategy, whereby the petroleum industry was placed in the context of other resources which could be developed in the national interest. 
5. Finally, the Government should consider the linkages between the various central and local government agencies with which the industry has to deal. Having fewer agencies from which to gain approvals would assist industry and improve the efficiency of the sector. Looking ahead, Government proposals for greater regulation in the EEZ make it likely that we are likely to have to deal with more agencies, not fewer. There are opportunities to ensure those new functions are administered by agencies with which the industry already deals, such as Maritime NZ – and these should be carefully considered.

Action 2: Developing a co-ordinated investment strategy to improve knowledge of New Zealand’s petroleum resources (by March 2010).  

The Government has already committed significant resources to the provision of geo-scientific data through its seismic programme.  Current and future expenditure needs to be targeted to ensure that it develops a greater understanding of our petroleum resource – both for the purposes of the strategic management of the resource and for maximising investor interest in exploration and development. 

Submission: De-risking the operating environment: value chain support options

1. NZ has the 4th largest exclusive economic zone in the world, 96 percent of which is underwater. Only a small proportion of New Zealand’s land mass has been actively explored, and as a consequence the vast bulk of the country is essentially “unknown” in terms of prospectivity. There is a role for the government in the provision of good quality information about the geological resource of the EEZ. 
2. The Stepping Up report recommends an extension to geoscientific mapping to lift our understanding and access to pre-competitive data. We support that recommendation. PEPANZ has long supported direct investment by MED in frontier seismic surveys and/or geological investigations via GNS Science and other tertiary institutions.  
3. In our view consideration should be given to increasing the level of direct funding of hydrocarbons research via Crown Research Institutes, universities and the private sector. Dialogue into how to enhance engagement between these research providers would be useful. An alternative model might be to provide MED with more resources to invest into geological research, either directly or via the Crown Research Institutes. This would appear to fit neatly in with most recent Government announcements about a “re-look” at the financing of scientific research in this country, in particular how this can be used to further economic growth.
4. There has previously been discussion about the creation of a dedicated Petroleum Resource Centre, details of which are known to the Government. This idea is also worthy of consideration by Ministers.

5. Increasing government investment in skills develop to enhance human capability in the sector should also be considered. The industry has recently established a Petroleum Skills Association to foster increased training, skills development, and engagement in the sector by students, but greater direct investment by the Government would assist.

6. The Stepping Up report suggests data could be made available more quickly from permits upon surrender or expiry. As long as the commercial position of companies who have invested money in exploration can be protected, we support making information more readily available to GNS Science in a timely manner, and thence to others seeking that data once it becomes open file, since they are often the first place overseas companies visit when investigating investment possibilities in NZ.

7. There has been some discussion about the Government underwriting exploration investment infrastructure. Whilst on the face of it this has merit, the Association does not support the Government buying a drilling rig to ensure ready access to equipment by E&P companies. 

Action 3: Conducting a short focused review of the Crown’s capability and resourcing to manage our petroleum estate (by May 2010).  

Greater Government leadership and focus on the petroleum sector will raise expectations about agency capability, performance, profile and co-ordination (principally of the Ministry of Economic Development).  A short focused review would look at the scope and levels of capability required to manage and maximise the returns from this significant resource.

Submission

1. The Minister has announced a review of Ministry resourcing and capability to do the job, and tenders are currently being called for. Industry supports that review.  PEPANZ has been on record for some time stating that the Crown Minerals Division of MED has insufficient staff to do the job adequately. They need more people to do routine permit administration, and more policy staff to support the strategic and operational policy reviews that are now well overdue – such as the review of the Crown Minerals Act and Petroleum Minerals Program.

2. For a sector which is currently our 4th largest export earner, we suspect that the 30 or so staff currently working in Crown Minerals division of MED is inadequate for the task being asked of them, particularly when many of these are working on resource matters other than petroleum.
3. Crown Minerals Group activities often appear to have been undertaken in isolation from the higher-level policy development work undertaken at MED. At times it seems that the higher-level policy work has not been informed by those “at the coalface” personnel in Crown Minerals Group, as if their advice was neither sought nor wanted.  PEPANZ recommends that the current review of Ministry capability examine these relationships.  
Action 4: Improving the quality of information provided by industry participants to Government of the Crown’s petroleum resources (by 30 April 2010).  

The quality of petroleum reserve data has become a source of concern as annual reported reserves have fluctuated substantially from one year to the next. 

1. The Stepping Up report recommends the Government improves the sufficiency and robustness of petroleum reserves data. The Government has accepted that recommendation and announced a review to be completed by 30 June 2010. At this stage there are likely to be a number of industry views on this subject. We would like to have a detailed discussion with officials about what changes they would like to see made to the Petroleum Reporting Regulations before we adopt a position.

2. There is already substantial data and information provision to Crown Minerals, arguably more in fact than the agency can handle. There is a real need for MED to provide more Information Technology and geological staff to interpret and manage that reporting. The only substantive concern which has been raised recently is around the provision of P10 reserves, which is now being provided voluntarily. 
Action 5: Reviewing our regulatory, royalty and taxation arrangements for petroleum (by December 2010).

This will ensure that refinements to the design of a regulatory and royalty regime provides the Government with a fair and equitable share of the value of New Zealand’s petroleum resources based on the findings of the AUPEC report.

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]”
.  Whilst the 2009 Fraser Institute Report paints NZ in a somewhat better light, a consistent and certain policy environment is needed to maintain a good jurisdictional rating.
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. 

Appendix One – Tax and Royalty Matters
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.  

Action 6: Reviewing and, where necessary amending, the legislative framework of the petroleum sector (by December 2010).  

Specific actions could include clarifying government powers to assess options from a national interest perspective through the Crown Minerals Act and amending our existing permitting regimes to improve the longevity and productivity of our fields.  

Submission: Skin in the game: Ownership and investment options

1. The Government has signalled that it wishes to review the Crown Minerals Act. We fully support that recommendation. The one concern we have is that no progress will be made on reviewing the regulatory settings in the 2005 Petroleum Minerals Program while that review is being conducted. It is important that both reviews proceed in tandem.

2. There is one legislative area that has the potential to create uncertainty going forward, and where Crown engagement with industry has been patchy. This is in the review of regulatory controls within the Exclusive Economic Zone. At present industry deals with Regional Councils out to the 12 mile limit, and with Biosecurity NZ and Maritime NZ outside the 12 mile limit. We understand that the Government wishes to have new environmental consenting legislation outside the 12 mile limit to fill gaps in the regulatory environment. Industry would prefer not to have to deal with yet another agency. There is a suggestion the Ministry for the Environment will be provided powers in this area. Further dialogue with industry on this matter would be appreciated.

3. The McDouall Stuart Stepping Up report has suggested that better co-ordination of government agencies involved with the sector would be desirable. It’s not clear to Pepanz what the real issue driving this suggestion is. While the industry must interact with multiple agencies to obtain operating approvals, this is not significantly different to other industries, and we do not experience significant barriers to obtaining those approvals. 
4. The Stepping Up report identifies several options for greater Government involvement in the exploration industry. Industry is of the view that, in general, it is not the role of Government to take a direct stake in exploration activities. 
5. The membership does not support the establishment of a National Oil Company as a crown owned participatory E&P Company or any other form of dedicated E&P investment vehicle. Current State Owned Enterprises Mighty River Power and Genesis Energy take minority interests in field exploration and development on a selective basis. Although the Association has no particular objection to their continued involvement in the sector, the Crown may get a better return on that investment if the funding were directed to increasing regional geological investigation targeted at attracting new entrants to NZ.
Action 7: Undertaking further work to develop a pathway for realising the potential of New Zealand’s gas hydrates endowment (by June 2010). 

Methane Hydrates as Future Energy Source – report by CAENZ

1. As an initial comment, the Government is to be congratulated for including consideration and evaluation of methane hydrates as a potential future energy source within the package of papers and reports released by the Minister. Whilst, as noted by the authors, the commercialization of methane hydrates as an energy source is many years if not decades away, New Zealand is sitting on a vast potential resource which must be part of any discussion of our future energy mix.

2. In the main, PEPANZ supports the authors’ conclusions and recommendations with regard to this matter, but noting the points raised below.  PEPANZ certainly concurs with the authors’ final recommendation [Conclusions, page 86] that:
…the Government develop and implement a strategic programme to bring forward the assessment of the gas hydrates resource and ongoing evaluation of the business case for gas hydrates development.

Submission – resource evaluation

3. PEPANZ agrees with the authors that New Zealand must continue to evaluate the extent of its methane hydrates resources.  There are however some issues associated with this evaluation, which are raised below.

4. PEPANZ fully endorses the authors’ conclusion that “Collaboration will be critical but participants will need to be cognisant of commercial interests, and objectives must be aligned with New Zealand’s national interests, rather than focussed on purely research and science outcomes that dominate the objectives of international research efforts.” [Conclusions, page 85]

Submission – extraction technology

5. PEPANZ submits that New Zealand should be a “fast follower” of any overseas advances in technology which would lead to economic commercialization of methane hydrates extraction.  New Zealand is probably too small, with insufficient financial resources, to undertake technology development in its own right – however, there would be significant advantages in joining in any international consortium looking at this, as occurred with New Zealand’s formal joining of the CO2CRC geo-sequestration programme (based in Australia) as well as various other international fora (eg renewable energy).  
6. As such, PEPANZ does not see a reason for New Zealand to become “a pioneering nation” [Conclusions, page 84] nor “..take a leadership position in international efforts to bring this technology to commercialisation.” [ibid].  However PEPANZ agrees with the authors that there is a requisite role for Government in bringing any extraction technology to commercial use in this country. 

7. The authors, in their conclusions, note at page 84 that 

For New Zealand to attract the levels in investment in research and technological expertise that characterises these programmes we will need to develop a paradigm that is quite different from the current resource development pathway that would typically be followed for a conventional petroleum resource discovery.

8. PEPANZ submits that this may not necessarily be the case, but obviously any moves to “a new paradigm” would be contingent upon what international advances in extraction technology eventuate, and how readily these may be adopted in New Zealand.

Submission – licensing regime

9. The authors conclude [page 85] that “As a pre-commercial resource opportunity, methane hydrates will require explicit treatment within the Crown Minerals regime to provide preferential considerations to support future exploitation and production.” They go on to refer to the high costs and risks associated with frontier activities such as this.  
10. PEPANZ advises caution in establishing a preferential regime for gas hydrate development.  Deepwater offshore exploration is bread and butter to many major companies outside of NZ. The risks are well understood and there are many fields currently in production in the GOM, West Africa, Brazil, and NW Europe that testify to this. The issue NZ has with deep water exploration is a lack of interested players with the capital and expertise to conduct such operations and the perceived quality of the deep water exploration acreage on offer. Obviously, the two points are somewhat linked.

11. Gas hydrate exploration is presently in its infancy. As well as the geological risk there remain significant technological challenges to overcome in exploiting such a resource. 

12. The argument in support of gas hydrate exploration being treated the same as conventional oil and gas exploration is that they both rely on seismic surveys to define them and that it would be impossible to have overlying interests as in the case of CSG exploration and conventional mining. 

13. While both conventional oil and gas and GH exploration do rely on the seismic acquisition methodology, the specifications and parameters of the seismic equipment, survey vessel, programme design layout and target objectives would be completely different for gas hydrates exploration compared to oil & gas exploration. The former would be more akin to a shallow gas or hazard survey conducted prior to drilling. So in our view it would be possible to have overlapping GH and conventional oil and gas permits, providing there were clear rules of engagement in the regulations

14. Deepwater offshore petroleum exploration and production accrues the same degree of risks and costs, and PEPANZ would not wish to see the evaluation and commercialisation of hydrates given any more favourable treatment than petroleum, although we accept a different licensing regime should at least be examined.
15. Further, the authors recommend:
the creation of a specialist corporate entity tasked and resourced to procure and carry out…… activities in a non-partisan way, and which separates regulatory and commercial interests.  Such an entity would become New Zealand’s counterpart to foreign government agencies and national oil companies for technical and scientific exchange, and other commercial arrangements. [Conclusions, page 85]

16. While separating regulatory and commercial development seems sensible PEPANZ believes commercial development should be left to the private sector.

17. With regard to the treatment of methane hydrates within the Crown Minerals regime, this creates a potential conflict which needs resolving.  Basically, is methane hydrate gas to be considered an interest in petroleum, or will it be a completely different category of hydrocarbon energy source?  It is identical to, and indeed is natural gas, and PEPANZ sees difficulties in separating methane hydrates from “conventional” natural gas within any licensing regime.

18. The authors have used the example of coal seam gas, as an interest in petroleum, running alongside coal extraction as something to be considered for methane hydrates.  PEPANZ believes that the two situations cannot be compared, for two reasons:

19. Firstly, resource evaluation for both conventional petroleum (including in particular natural gas) and methane hydrates uses seismic data acquisition technology.  PEPANZ submits that it would be impossible for there to be overlying interests, namely acreage under petroleum exploration licence and part or all of the same acreage under separate methane hydrates exploration licence.  Indeed some research seismic activity undertaken by GNS some years ago, across petroleum exploration permit acreage (East Coast North Island) created this very same difficulty, and might in fact have been unlawful in terms of the exclusive right the petroleum acreage holder has to explore for petroleum in his acreage;  and

20. Secondly, in the event that hydrate extraction was to be undertaken in acreage already subject to petroleum extraction/production, the definition of resources and extraction boundaries particularly at the basal phase boundary of the hydrates resource becomes problematic. 

21. PEPANZ submits that there requires considerably more policy work in this area before a regime is developed for the evaluation and extraction of methane hydrates.

Stepping Up Report by McDouall Stuart
1. To the extent that the issues raised in the above report have not already be dealt with elsewhere in this submission, the following submissions deal with matters contained in the above document.

Unlocking resource: access and development options

2. The Stepping Up Report identifies an option of modifying the permitting processes to accommodate a more flexible and frequent bidding regime. Pepanz has long supported this idea, believing that the Crown holding acreage back for periodic blocks offers hinders effective exploration. 

3. The report recommends rationalising holdings in some key sector assets to encourage liquidity and lift competition. The Association does not believe there is inadequate competition for acreage. There is a shortage of investment capital for junior exploration companies but we do not consider it an appropriate role for the Government to intervene in making liquidity available. 
4. The reference to a major resource development taskforce to consider development options for major endowments of known but undeveloped minerals relates to lignite and outside the scope of this Associations interests.

Government’s helping hand: support system options

5. The report identifies that better use of Government support agencies to lift the sector profile and raise awareness of its importance to New Zealand could be undertaken. In an environment where we have only one producing province New Zealand is always going to be limited in the technical support which can economically be accessed in Taranaki. Unless there is field development elsewhere the scale of operations is likely to be a factor limiting access to rigs, support vessels and other services at a provincial level.
6. The best that could be done for the sector is ensure that Crown agencies industry has to gain regulatory approvals from have a “can do” attitude toward the sector to make the obtaining of these efficient. Promotion of NZ overseas to attract new players is an important aspect of Government promotional activity and is generally supported by the sector. 

7. However, we consider that it is actually more important to ensure that the regulatory environment is managed in such a way that that the existing participants are retained. In our view more could be done by Government to listen to industry when we suggest improvements to the regulatory regime, such as suggested changes to s.41.
8. Whilst there are possibilities to create centres of excellence in specific areas of endeavour, such as GNS Science for example in geosciences, this will require specific decisions by Government on a case by case basis. At present the market tends to supply services on an as required basis. However industry would be willing to discuss options for the development of sector specific knowledge centres with Government in due course.

Potential undiscovered oil and gas resources of New Zealand – 2 Reports by GNS Science

1. The Association has reservations about the usefulness of the two GNS reports. The original scope of work specified that a quick Delphi-type (expert opinion) assessment of the possible quantity of undiscovered petroleum resources in New Zealand basins be undertaken. This led GNS into a notoriously difficult and subjective exercise in an attempt to arrive at actual volumetric numbers.

2. It is therefore unsurprising that the conclusions are less than emphatic or particularly helpful to government policy and strategy.  The real (tractable) underlying question for that purpose is, “is the quantity of undiscovered oil and gas resources of New Zealand: A – trivial; B – sufficient to sustain current levels of production for the time being; or C – potentially sufficient to transform New Zealand along the lines implicit in emerging government policy?”  
3. Ideally, the case for answer C should be articulated with a more systematic and comprehensive analysis of exploration plays, associated petroleum system and geological risks, and prospect size distributions within individual plays. Although the Association understands that this was beyond the scope of the project brief, such an analysis would provide a basis for more objective critiquing of the potential volumes of undiscovered petroleum resources in NZ basins.

4. Whilst we note the conclusions reached by GNS Science, we caution the Government on relying too heavily on them for policy development. There are alternative methodologies that could be used to address the question posed by the GNS reports, but on reflection the membership considers that they too are still directed at a question for which there are few if any methodologies that have proven effective. 

5. A systematic interrogation of exploration plays, basin by basin, might provide the evidence and data required to improve and substantiate predictions and certainty of regional petroleum resource potential. We just caution that there is considerable debate about the effectiveness of existing methodologies. 
MARE Report – Production costs estimates for New Zealand’s petroleum resources
1. The assumed commercial thresholds used in the Michael Adams Report (MARE) for oil and gas discoveries in the various frontier basins are, in our opinion, overly optimistic and possibly misleading. For example, the minimum threshold for an economic recoverable gas volume in deep water Taranaki is quoted at 130BCF, yet Karewa, which is in ~90M of water and ~50Km from shore and has a P50 GIIP of 205BCF (ref TPM PMP application) remains uneconomic. 
2. It is difficult to see a Maari size oil field being economic to develop in basins such as the Great South Basin, Raukumara, deep water Taranaki and Northland-Reinga where water depths are generally much greater, there is no existing infrastructure, and in the case of the GSB, met-ocean conditions are harsher than found in the Taranaki. A better analogue for the GSB is the Barents Sea in the Artic Circle where remote accessibility, harsh met ocean conditions and a lack of infrastructure are similar.
3. Capital Expenditure figures used in the MARE report for development of deepwater accumulations in NZ frontier basins use figures from regions where met-ocean conditions are usually benign and where there is significantly more support infrastructure (especially so with deep water Gulf of Mexico, northern North Sea and Australia’s north west shelf). Any comparison of NZ with a well established producing province (all those referenced in the report) is vastly understated. A 20% uplift for a deepwater GSB development over a similar development in the GOM, North Sea and North West Shelf in Australia therefore seems light.  

4. A significant problem with the MARE report is that it relies on what we consider to be optimistic potential undiscovered oil and gas resources and prospect size distributions that were supplied to the MED by the GNS for the various basins. The methodology employed by the GNS in deriving these in-place volumes and size distributions has been peer reviewed for the Association. That review suggests there are flaws with respect to the exclusion of geological play risk and absence of a proper understanding of prospect size distributions in individual play fairways in each basin. While our peer reviewer suggested an alternative methodology, the Association decided not to submit that report to MED for consideration.

5. The reason for that is that is that in our opinion, any methodology used to address the question posed by MED to GNS is directed at answering a question that is fundamentally too hard to answer with any useful degree of precision. Providing the Ministry with an alternative methodology would therefore serve no useful purpose.
6. The various Development Scenario Models developed by the MARE for each NZ region must be treated with caution given these are based on the range of predicted field size locations in various water depths taken from the above GNS report. It is very difficult to predict a yet-to-find prospect/field size distribution for each basin. 
7. Furthermore, for the Raukumura, Reinga and deep water Taranaki areas there is no in-situ reservoir parameter information or production data that can be used in the development models. Northland attempts to use the Kahwai-1 well data (note s. 6.6.1 p1, should read Kahawai-1 and not Kakawai-1) but this is limited to the shallow Plio-Pleistocene Mangaa sands and nothing more. The reliance on dry gas properties is only correct if the gas encountered here is recognized as biogenic and why that is. To extrapolate Kahawai-1 dry gas properties to the rest of Northland/Reinga could be very misleading.    
8. The CAPEX assumptions could not be thoroughly evaluated as in the report because all the details for the models have been removed. On inspection, the assumptions appear to be based on operating regions that do not reflect the reality of NZ operations.
Thank you for the opportunity to comment on the Petroleum Action Plan. I will be in touch to arrange a meeting to discuss our submission.

Sincerely

John Pfahlert
Executive Officer
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