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Foreword by the Cabinet Secretary for Finance &
Sustainable Growth

For many years, Scotland has been an energy rich country. The development of the North
Sea industry into a significant world leading industry has allowed the development of
Scottish based skills, technology and companies which have made a significant contribution
to our economy.

We are now seeing the growth of another energy sector through the advancement of our
vast renewable resources. Our potential to utilise these natural resources is considerable.
We are an energy-rich country with the resources, skills, technology and ambition to be a
world leader in sustainable energy. Looking ahead, Scotland is well placed to provide the
low carbon electricity which will increasingly be required in order to meet future targets and
commitments

There are a number of aspects of energy policy which are currently devolved. These include
planning, promotion of renewable energy, energy efficiency and emergency planning.
Despite restrictions on the ability of Scotland to operate at the European level, Scotland is
taking a significant lead on a number of issues including Carbon Capture and Storage (CCS)
and the development of a North Sea Grid. And we can point to real and substantial progress
in a number of other areas in recent years, such as improved services for advice in energy
efficiency.

Although we have some powers, there are a number of areas such as energy market
regulation and pricing and the development and production of North Sea oil and gas, which
are formally reserved to the UK government. In our view this places a number of barriers in
the development of the Scottish energy sector, and Scottish interests are often not best
represented. For example, Scottish-based electricity generators pay a much higher
transmission charge than those in the south of England, and the schemes run by energy
suppliers to promote energy efficiency are designed for English not Scottish conditions

This paper sets out how gaining greater constitutional powers would allow us to make
decisions which are more appropriate for Scotland’s interests. It highlights a number of areas
where, given the opportunity, we could bring about significant change and ensure that
energy is a real economic opportunity for Scotland. This includes a greater voice at the EU
table; the ability to develop a North Sea tax and regulatory framework to reflect the
challenges experienced by operators in developing new fields while ensuring that extraction
levels are maximised and investing a share of oil and gas monies into an oil fund, an
approach adopted by many other countries, which would see the benefits of oil and gas
taxation turning into a long-term source of wealth.

This paper considers what the Scottish energy market could look like with increased Scottish
responsibility under the possibilities of either devolution max, where Scotland stays within
the United Kingdom with increasing rights and responsibilities falling to the Scottish
Parliament and Scottish Government, and also under full independence. This Government
believes that independence, with full responsibility for all international representation, is the
best option to enable Scotland and the Scottish people to fulfil their potential.

We invite views on the information contained in this paper and look forward to a continued
debate as part of the ongoing National Conversation.

John Swinney MSP
Cabinet Secretary for Finance and Sustainable Growth
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Executive Summary

This document forms part of the ongoing National Conversation, which aims to promote an
inclusive, open and full debate about available constitutional options. As the culmination of
this engagement, we will publish a White Paper on St Andrew’s Day 2009. We will then
introduce a Referendum Bill to Parliament in 2010 so that a referendum can be held on
Scotland’s constitutional future.

It outlines the energy choices that would be available to Scotland under extensions to the
devolution settlement and independence. It looks at the recommendations of the
Commission on Scottish Devolution and considers what the Scottish energy market could
look like with increased Scottish responsibility under the possibilities of either devolution
max, where Scotland stays within the United Kingdom with increasing rights and
responsibilities falling to the Scottish Parliament and Scottish Government, and also under
full independence.

Current Energy Policy

Scotland is an energy rich country with the resources, skills, technology and ambition to be a
world leader in sustainable energy. Energy is already a key part of the Scottish Economy.
For example the oil and gas sector has been a crucial part of our economy for many
decades and continues to be so. Alongside this we are now developing our enormous
renewable and low carbon energy potential. We can point to real and substantial progress in
a number of areas in recent years. Looking ahead, Scotland is well placed to provide the
renewable electricity which will increasingly be required in order to meet future targets and
commitments. We can also play a vital role in assisting countries who are unlikely to meet
their own targets by themselves by exporting our renewable resources, which will bring
about considerable economic benefits to Scotland.

Aspects of energy policy which are currently devolved include planning, promotion of
renewable energy, energy efficiency and emergency planning. However, the current
constitutional settlement does place barriers in the way of our ambitions for this energy. Not
having the full armoury of powers at our disposal means that Scotland’s ability to bring about
the changes we want to see happen and the ambitions we have is severely constrained. The
recent report by the Calman Commission considered the case for greater powers to be
devolved to the Scottish Government, including the possibility of revenue from oil and gas.
The Commission did not see a case for any significant changes from the current position,
despite its own independent expert group clearly setting out the benefits of creating an oil
fund, and finding that North Sea revenues could be devolved in principle. However the
Commission did emphasise the need for better cooperation between the two Governments
on a range of issues, including on energy.

In our view, the Commission failed to recognise that there are a number of specific areas
such as transmission charging and support for energy efficiency where Scotland is limited in
what it can achieve by the status quo. Greater responsibilities would mean that we could
take forward Scottish priorities and work more effectively in partnership with the UK and EU
neighbours to secure affordable energy supplies for consumers and industry and also help to
develop even more the contribution of energy to Scotland’s economy. Greater autonomy
over energy issues could help deliver our social policies such as alleviation of fuel poverty
and tackling poverty more broadly. Importantly, we believe that we should have responsibility
over the fiscal regime in the North Sea which would allow us to ensure that the tax system
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incentivises extension of the life of North Sea oil and gas fields and enables us to set up an
oil fund for Scotland to generate long lasting wealth from this resource.

There is enormous long-term potential within Scotland for energy. For example a proposed
North Sea Energy Grid would encourage renewable generation and electricity exports from
Scotland, while also contributing to future energy security in Europe and helping address the
challenges of climate change. An independent Scotland would ensure that Scottish Ministers
were able to negotiate for the benefit of Scotland in the EU.

With greater fiscal autonomy the Scottish Government could also tailor the North Sea tax
and regulatory framework to reflect the challenges experienced by operators in developing
new fields, and to ensure that extraction levels are maximised. Devolving responsibility for
the North Sea fiscal regime would also allow the Scottish Government to invest a share of
the returns from oil and gas production into an oil fund. This would allow a proportion of
Scotland’s oil revenue to be converted into a pool of renewable assets, generating long term
wealth long after North Sea oil and gas reserves have been exhausted. An oil fund could
also act as a short term stabilisation mechanism, to provide a fiscal stimulus when the
economy slows or to offset a temporary fall in tax receipts.

Key Issues for Discussion:

o How greater Scottish responsibility for energy market regulation could deliver better
opportunities to Scottish business and also a better deal for Scottish consumers;

e How we could ensure that the oil and gas industry continues to have a long-term
presence in Scotland;

e And how reducing energy demand, including by providing greater assistance for
consumers, can deliver benefits both to individuals and the Scottish economy.

This paper does not represent or present specific future policy commitments but it does set
out a number of ideas and options for the future. We welcome ongoing discussions
regarding energy as part of the National Conversation. Comments on this paper can be
made through the National Conversation website at www.anationalconversation.com or e-
mail joinin@anationalconversation.com.
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Introduction & Overview

Giving greater responsibility to the Scottish Parliament and Government in the energy
field would lead to the following outcomes:

Energy policy would promote economic opportunity in Scotland, making energy a key
driver of the economy, as well as energy security, climate change, energy efficiency
and fuel poverty targets.

The Government could take further and more effective action to tackle fuel poverty
and ensure that consumer interests are protected.

In recognition of the interconnected nature of energy markets in Europe, Scotland
would be a reliable partner and net energy exporter within wider British Isles and EU
markets.

Energy market regulation would be tailored for Scottish circumstances and would
promote investment in energy efficiency, low carbon energy and interconnection as
well as trade, build developer confidence through appropriate spatial planning
onshore and offshore, and provide a level playing field for companies and consumer
rights.

The North Sea taxation and regulation regime would seek to promote exploration,
production and diversification as well as investment for the long term.

Overview

Chapter 2 discusses what Scotland’s energy sector is like now, including discussion
of our key strengths and achievements, the challenges we face and the limitations of
the current regulatory system;

Chapter 3 considers the Commission on Scottish Devolution’s recommendations for
the UK energy sector;

Chapter 4 examines what Scotland could be like under a position of devolution max,
as well as what options would be available under full fiscal autonomy in an
independent Scotland; and

Chapter 5 presents conclusions.
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What Scotland is like now

Chapter Summary

Scotland’s current energy sector has a number of strengths; we have huge natural
advantages for renewable, low carbon and oil & gas development. These strengths
and achievements are discussed in this chapter

Despite these significant strengths there are also a number of challenges and
limitations facing the Scottish energy sector that would be better addressed if Scotland
were to have greater responsibility over energy policy

Box 1: Key Energy Facts

Scotland’s Energy Sector

“‘Direct” employment in the energy sector (excluding renewables) rose 10%
between 2006 and 2007 to 40,700, which represents 23% of the GB energy
sector total. It should be noted that this estimate represents only a fraction of total
employment generated by the sector in Scotland, which is over 200,000

Scotland exported around 17% of its electricity on average each year between
2000-2007

Scotland has two coal-fired power stations, Longannet and Cockenzie. Together,
the two stations provide approximately 33% of Scotland's gross electricity
consumption in 2007

Renewables

It is estimated that there are at least 4,000 — 6,000 renewables jobs in Scotland,
with potential for tens of thousands of new jobs to be created over the next
decade

The Climate Change (Scotland) Act 2009 commits Scotland to an 80 per cent
reduction in emissions by 2050

The Scottish Government aims to provide at least 50 per cent of Scottish
electricity consumption from renewables by 2020

Scotland now has more than three Gigawatts (GW) of installed renewables
capacity, enough to power 1.5 million homes with clean, green energy. Adding in
all the potential energy from approved renewable projects to those already
operating brings the total to over 6 GW — this is well in excess of our target of
31% by 2011

An estimated 21.5 GW of commercial wave and tidal capacity could be harnessed
from the waters around Scotland. In addition, in February 2009 The Crown Estate
awarded 10 “exclusivity agreements” to 10 offshore wind sites in Scottish
Territorial Waters, with the potential to generate 6.4GW of electricity

Energy: Taking Forward our National Conversation
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North Sea Qil & Gas

¢ North Sea oil was discovered in 1967 with first production in 1975. The North Sea
contains Western Europe's largest oil and natural gas reserves

e Aberdeen is the world's second largest energy hub, behind only Houston. It has
been estimated that the oil and gas industry accounts for around 120,000 direct
and indirect jobs in Scotland from activity in the UK Continental Shelf, with a
further 75,000 being supported through induced and export activity as a result of
the industry

e To date, the UK has produced just over 40 billion barrels of oil equivalent

Carbon Capture & Storage

¢ Research indicates that CCS has the potential to reduce CO2 emissions by up to
90% from conventional fossil fuel power stations

e In its recent proposals on Energy and Climate Change, announced in January
2008, the European Commission stated that it expects CCS to be commercially
feasible in 10-15 years

e The Scottish CO2 Storage Study, launched on 1 May 2009, highlighted the
offshore potential of North Sea Scottish sector to store emissions for next 200
years. The European Commission was very interested in the studies findings for
developing a CO2 transport network in the North Sea

2.1.

2.2.

2.3.

24.

Energy is vital to keeping Scotland's businesses, hospitals and schools running;
heating our homes; and transporting goods and people. Producing energy from non-
carbon emitting sources and reducing emissions from energy generation are central to
our climate change commitments. The energy sector is vital to Scotland’s economy,
both in terms of current production, supply and consumption and also through the
future opportunities that will arise from Scotland’s comparative advantages in respect
of the transformation in energy technology and systems that is required to meet the
world wide climate change and energy security challenges.

The challenges of meeting future demand for energy, together with the imperative of
decarbonising energy supply and ensuring security of supply which is also affordable
for consumers, also bring about significant opportunities. Energy is a sector in which
Scotland has considerable comparative advantages.

Energy is a key sector in the Government Economic Strategy (GES) for Scotland, with
sustainable energy development contributing to commitments to reduce carbon
emissions and to promote sustainable economic growth. There are clear growth
opportunities from improving the environment and moving towards a low carbon
economy. For example, Scotland has a comparative advantage in alternative energy
technologies, and, with a quarter of Europe’s wind potential and vast renewable
reserves, Scotland can be an international leader in this critical sector.

The overarching objective of key sector status is to focus strategic work in Government
and across the public sector on a number of priority energy policy areas to help drive
sustainable economic growth. The intention has been to co-ordinate and drive delivery
of key strands of energy policy, mapping current and planned activity, to allocate clear
responsibilities for delivery and to achieve closer linkages to other key energy related
issues, such as climate change and fuel poverty. The Scottish Government has set out
a number of targets in relation to energy. The Climate Change (Scotland) Act has
introduced a statutory target to reduce greenhouse gas emissions in Scotland by 42%
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2.5.

2.6.

2.7.

2.8.

2.9.

per cent by 2020, subject to further advice from the UK Climate Change Committee.
The energy sector will obviously play an important role in progress towards that target.

The Scottish Government supports this with a commitment that 50 per cent of Scottish
electricity gross consumption will come from renewable sources by 2020, with 31 per
cent by 2011. The Scottish Government has also proposed that 20 per cent of all
energy use (not just electricity) come from renewable sources by 2020, in line with EU
wide targets, and above the UK target of 15 per cent. It also intends to work towards
the decarbonisation of the electricity generation sector by 2030. The Climate Change
(Scotland) Act also required the Scottish Government to produce an Energy Efficiency
Action Plan' and set energy efficiency targets which are to be reported against
annually.

It is important to see energy in its entirety as a key sector of the sustainable economic
growth of the Scottish economy over the next 30 years and beyond. Energy is an area
where Scotland has a strong competitive advantage, unique natural and geographic
opportunities in wind and wave and tidal generation, and established expertise and
world leading technology and skills developed through our oil and gas and power
generation industries. Scotland is estimated to have 25 per cent of Europe’s offshore
wind resource, 10 per cent of Europe’s wave resource and 25 per cent of its tidal
resource.

Many of the skills and experience that have played a vital role in developing the North
Sea are skills that can continue. The oil and gas supply industry based in Aberdeen
has in recent years developed a world-wide reach, oil and gas related exports from
Scotland are growing fast, and are currently worth around £5bn. These skills will
ensure continued activity in the North Sea; and many of those skills will also be
transferable and can put Scotland at the forefront of low carbon technology such as
renewable energy systems and carbon abatement more generally. There are also real
opportunities in respect of modernising energy systems in communities and energy
efficiency where Scotland can develop a leading role internationally if concerted effort
begins now.

We want to maximise the opportunities arising from this advantage and develop a
sustainable mix of traditional and existing and new renewable energy generation.
Aligned to this are the immense economic opportunities and climate change benefits in
renewable energy and energy efficiency.

While nuclear energy will continue to play a part in meeting demand for electricity for
the lifetime of the current nuclear power stations, the Scottish Government is also very
clear that Scotland neither needs nor wants new nuclear power generating capability in
Scotland, and no replacement nuclear power capability will be developed in Scotland.
Scotland has already made real progress in meeting renewable targets and has
established itself as the renewable investment location of choice in the UK. Scotland is
also ideally placed to be at the forefront of the development of carbon capture
technology given the need to upgrade our thermal plants, along with our close
proximity to storage locations in the northern North Sea. We are committed to
developing an electricity supply which is based upon an increasing share of renewable
sources which is supported by low-carbon and clean thermal sources. We are
committed to working towards the de-carbonisation of the grid by 2030, in line with the
advice of the UK Committee on Climate Change?.

' “Energy Efficiency Action Plan Consultation: Conserve and Save” published 8 October 2009
2 UK Committee on Climate Change published ‘Building a Low Carbon Economy — The UK’s Contribution to Tackling Climate
Change’ on 1 December 2008 http://www.theccc.org.uk/reports
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Key Strengths & Achievements

2.10. Scotland is an energy rich nation, internationally recognised as having vast resources,
historically in terms of oil and gas and increasingly developing the opportunity within
renewable energy. We already export around 15 to 20 per cent of the electricity
generated annually in Scotland to the rest of the United Kingdom.

2.11. Energy already supports a considerable number of jobs in the Scottish Economy and
makes a significant contribution towards economic output. For example, it has been
estimated that the oil and gas industry accounts for around 120,000 jobs in Scotland
from activity in the UK Continental Shelf, with a further 75,000 being supported through
induced and export activity as a result of the industry. The skills, knowledge and
expertise embedded within this sector, and the establishment of Aberdeen as Europe’s
energy hub, means that with the right incentives important opportunities will remain
throughout this century.

2.12. The renewable energy sector is also increasingly important to our economy. Recent
estimates suggest that the sector currently supports 4,000-6,000 jobs in Scotland and
has the potential to create tens of thousands of new jobs over the next decade.

2.13. The oil and gas sector has played a vital role in the economic and social story of
Scotland over the last few decades with approximately 40 billion barrels of oil
equivalent (boe) having been extracted from the UK Continental Shelf to date. It has
also made a substantial contribution to the UK public finances with over £269 billion in
tax receipts to the UK Exchequer (2008 prices) since 1976-77. In addition the skills
and expertise developed in Scotland also bring about considerable economic benefits
from export sales. International sales from the oil and gas supply chain now amount to
around £5 bn annually. Although it is a mature province, significant opportunities still
remain; the UK Department for Energy and Climate (DECC) estimate for remaining
reserves ranges from 11 bn boe (low case) to 20.9 bn boe (central case) and 37 bn
boe (high case). Oil and Gas UK estimate remaining reserves at between 15.5 bn to
25 bn boe’.

2.14. The natural advantage given to us by the North Sea from oil and gas can be
maintained and secured for the long term by the natural advantage which the North
Sea also offers for the storage of carbon dioxide as part of the carbon capture and
storage process. Scotland’s CO2 storage research study in 2009* estimated that
Scotland has significant carbon storage potential. The North Sea has the potential to
store over 200 years of Scotland’s emissions and preliminary studies suggest that
Scotland’s offshore CO2 storage capacity is comparable with that of offshore Norway,
and greater than the Netherlands, Denmark and Germany combined. This could
potentially generate revenue from storage of several billion pounds per annum.

® Oil and Gas UK (2009) — 2009 Economic Report

DECC (2009) - UK Oil and Gas Reserves and Resources — August 2009

* “Opportunities for CO2 Storage around Scotland - an integrated strategic research study, 2009; The Scottish Centre for
Carbon Storage”
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International and Domestic

Figure 1: Oil and Gas Supply Chain.
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2.15

2.16.

2.17.

2.18.

. Scotland has outstanding natural advantages for renewable electricity generation, with
huge development potential. We have an estimated 60GW of renewable energy
resources’ — equivalent to three-quarters of the UK’s installed generating capacity.

Onshore wind — 11.5GW

Tidal — 7.5GW

Wave - 14GW

Offshore wind — 25GW

The Electricity Networks Strategy Group assumes 11.4 GW of installed capacity
renewable energy in Scotland by 2020 (over 60% of domestic consumption)®. In
addition, around 4-6 GW would be exported to England by sub sea cables. By 2030 as
the full potential of offshore wind and marine and tidal technology is realised, there
could be as much as 25GW of installed renewable energy capacity, allowing
substantial exports to England and the Continent through proposed North Sea grid
connections. Rather than an “Energy Gap” as some would suggest, there is a
substantial “Energy Opportunity” for Scotland.

In February 2009 The Crown Estate awarded 10 “exclusivity agreements” to 10
offshore wind sites in Scottish Territorial Waters. These sites have the potential to
generate 6.4GW of electricity. This alone could be worth between £15 - £20 billion to
the Scottish economy, securing high value skilled jobs and contributing to Scotland’s
sustainable economic growth.

The industry-led Marine Energy Group’s Roadmap’ for the marine renewables sector
was published in August 2009. This study charts a course for wave and tidal power
around Scotland. This report estimates that if the ambition of 1GW is achieved by
2020 this will result in 2,600 direct jobs being sustained in Scotland by 2020, with
associated investment of £1.3 billion in marine renewables being retained. Related

® “Scotland’s Renewable Resource, 2001; Garrad Hassan (2001)”

«our

Electricity Transmission network: a vision for 2020” Electricity Networks Strategy Group 2009

7 http://www.scotland.gov.uk/Publications/2009/08/14094700/0
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2.19.

2.20.

2.21.

2.22.

2.23.

2.24.

employment could potentially rise to more than 12,000 across the wider economy in
Scotland if indirect and induced jobs are taken into account.

In 2007, the latest year for which figures are available, electricity generated from
renewable resources equated to 20.1 per cent of Scottish gross electricity
consumption, compared with 16.9 per cent in 2006. With over 6 GW of renewables
capacity currently installed, consented or under construction, Scotland is well placed to
exceed the 2011 target for 31 per cent of gross consumption from renewable
resources.

Our £13 million Wave and Tidal Energy Support (WATES) Scheme is supporting 8
innovative projects, with the aim of taking marine energy technology from the R&D
stage deployment in Scottish seas. These projects are being deployed and tested in
the unique facilities at the European Marine Energy Centre (EMEC) in Orkney. This
will help to maintain Scotland’s global lead in developing and supporting the marine
energy sector.

The Scottish Government's £10 million Saltire Prize is one of the biggest international
Government innovation prizes in history. It represents Scotland's energy challenge to
the World - a challenge to the brightest and best minds worldwide to unleash their
talents and push the frontiers of innovation in green marine energy. The Scottish
Government appreciates that incentive prizes are a unique and powerful tool. The
recent renaissance of prizes is largely due to a new appreciation for the multiple ways
in which they can produce change: not only by identifying new levels of excellence and
by encouraging specific innovations, but also by changing wider perceptions,
improving the performance of communities of problem-solvers, building the skills of
individuals, and mobilising new talent or capital.

Another significant strength is our recognised expertise in research and innovation.
Through our active scientific, research and development and engineering
communities. Scotland is already highly regarded in terms of research and engineering
expertise. The Energy Technology Partnership of our leading energy researchers
across Scotland’s universities is driving forward new research collaborations and
commercialisation opportunities. There is a real opportunity for Scotland to establish
itself as the investment destination of choice for sustainable low-carbon energy. The
recent opening of the Scottish European Green Energy Centre (SEGEC) which is
based in Aberdeen is a visible demonstration of our potential to play a leading role in a
European context.

SEGEC will act as a catalyst and focal point for the development of the sector in a
European context, providing additional resources and value added services which
complement those of existing organisations, and will work closely with the Energy
Technology Partnership in particular. Its strategic aims are:

e Supporting sustainable economic growth and sustainable energy targets;
Fostering good practice in the development and deployment of green
energy; and

¢ Promoting the internationalisation of green energy research.

It is also becoming widely recognised that energy efficiency must become a top
priority, complementing Scotland’s other energy-related strengths and working across
areas such as housing, transport and business to help the Government achieve its
purpose to focus government and public services on creating a more successful
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country, with opportunities for all of Scotland to flourish, through increasing sustainable
economic growth.

2.25. Energy efficiency will help play an important role in achieving economic, climate
change and fuel poverty outcomes and objectives, and the Scottish Government
intends, through its Energy Efficiency Action Plan®, to give it greater emphasis across
all its work. This accords with the Scottish Parliament’s Economy, Energy and
Tourism Committee’s view that it: ‘wants to see a radical shift in policy towards energy
efficiency and for substantial investment of resources in initiatives which focus on
maximising the efficiency of supply and consumption of energy. These steps should
be first in the hierarchy of priorities within a Scottish energy policy.”®

Figure 2: UK Continental Shelf & Scottish
Boundary™

Source: Scottish Government Marine Directorate

® A consultation document was published in October 2009: Conserve and Save: A Consultation on the Energy Efficiency Action
Plan for Scotland, October 2009, http://www.scotland.gov.uk/Publications/2009/10/07160816

® Scottish Parliament Economy, Energy and Tourism Committee, 7th Report, ‘Determining and delivering on Scotland’s energy
future’, 30 June 2009, para 85, http://www.scottish.parliament.uk/s3/committees/eet/reports-09/eer09-07-vol01-01.htm.

"% This illustrative division is consistent with the approach taken in 1999 to determine the boundary between Scotland and the
rest of the UK for fishery demarcation purposes. A range of alternative methods of demarcation are possible. Professor Alex
Kemp and Linda Stephen from the University of Aberdeen have estimated Scotland's geographical share of oil and gas
production using the principle of the median line, that is, that all points on the dividing line are the same distance from the
Scottish and rest of the UK (RUK) coastline: Kemp and Stephen (2008) - The Hypothetical Scottish Shares of Revenues and
Expenditures from the UK Continental Shelf 2000-2013 and Kemp and Stephen (1999) - Expenditures and Revenues from the
UKCS - Estimating the Hypothetical Shares 1970 - 2003
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The Scottish Government currently has some powers and responsibilities in Energy

Efficiency. Examples of where we can already demonstrate progress include:

2.26.

2.27.

2.28.

2.29.

2.30.

An independent review of energy efficiency found that the landscape for delivering
advice was in need of simplification”. In response, the Scottish Government
established the Energy Saving Scotland advice network, providing a ‘one-stop-shop’
for advice on a range of issues, including energy efficiency, micro generation, personal
transport and fuel poverty through the Energy Assistance Package™ The network will
receive around £4 million from the Scottish Government for advice provision in
2009/10, and plays a key role in helping to increase Scotland’s share of CERT
investment. It uses the single Energy Saving Scotland brand which helps to develop
long-term relationships with consumers.

We have also more closely co-ordinated our fuel poverty and energy efficiency
programmes through the recent launching of our new four-stage Energy Assistance
Package. As recommended by the Fuel Poverty Forum, a cross-sectoral group of
stakeholders, this will help more households overall, and focus enhanced measures on
the least energy efficient homes, lived in by the most fuel poor households. The
current expectation is that 75,000 households will access the package in 2009/10, with
around 50,000 referred on for benefit and tariff checks at Stage 2; 30,000 referred on
for cavity and loft insulation through CERT at Stage 3; and 10,000 referred on for more
enhanced energy efficiency measures at Stage 4. Stage 4 will focus on those in
private sector homes who are most affected by fuel poverty and have the most energy
inefficient homes™. These are not only expensive to heat, but would have a higher
carbon footprint if the householder could afford to pay the bills. Delivery will be
assessed in Spring 2010, as uptake of schemes is always highest in winter.

The area-based Home Insulation Scheme (HIS) is being supported with £15 million
funding from Scottish Government funds, with matching funds being sought from other
sources, including energy companies, local authorities, housing associations and
private householders. The scheme aims to improve the energy efficiency of houses
through an intensive area-based approach to promoting and installing insulation and
other energy saving measures in homes within a defined area. This area-based
approach has been found to be effective in other schemes.

Up to 100,000 households will be offered advice and assistance on energy efficiency
in the first phase, with many going on to receive the energy efficiency measures on
offer, mostly loft and cavity wall insulation. The scheme will be managed by the Energy
Saving Trust. In the first year it will operate in parts of 10 local authority areas
representing a mix of geographic locations across Scotland, selected on the basis of
bids invited from local authorities. These were assessed on the basis of criteria agreed
with COSLA, including factors such as levels of fuel poverty and potential for emission
reductions and uptake of measures™.

The Energy Efficiency Design Awards aim to support novel design, materials,
methods, technologies, approaches or intervention packages to improve the energy

" Halcrow Group Ltd, for Scottish Government, ‘Review of energy efficiency & microgeneration support in Scotland, 2007
(http://www.scotland.gov.uk/Resource/Doc/225346/0060948.pdf).
"2 Advice is available to all householders. However, as social housing providers often own significant numbers of properties,

EST has a dedicated support service for local authorities and housing associations.

' Homes must be F or G rated to be eligible for Stage 4 enhanced measures. Tenants need permission from their landlord for
stage 3 and 4 measures.
" Details on areas available at www.scotland.gov.uk/News/Releases/2009/07/30105512.
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efficiency of hard-to-treat housing, focusing on projects with potential for replication.
Seventeen applications covering a wide range of project types, technical solutions and
geographies were received this year. They covered traditional tenements, tower
blocks, purpose-built sheltered housing, converted historic buildings, four-in-a-block,
single properties, flats, semi-detached and terraced housing. The wide-ranging
technical solutions offered included solid wall insulation, renewables, CHP, and more
novel solutions such as insulating paint. Only projects meeting a 40% CO2 saving
threshold were considered by the judging panel.

2.31. This is a track record in energy efficiency which shows the creativity and flexibility
which the Scottish Government, along with partners and stakeholders, has
demonstrated in the area of energy efficiency where it has some powers. This
demonstrates that if Scotland were to gain additional powers in other aspects of
energy policy, then we can demonstrate that we can develop further policies and
approaches which reflect more specifically the needs of Scotland.

Challenges

While the energy sector is already an important part of the Scottish economy, there are key
gaps and future challenges which need to be addressed to ensure that Scotland can capture
effectively the full benefits of the new opportunities in the energy (and the wider climate
change) sector. The key challenges are:

2.32.

2.33.

2.34.

2.35.

The global challenge presented by climate change, as a result of greenhouse gas
emissions, threatens the stability of the world’s climate, economy, population and
geography. Energy generation and use is a major contributor to carbon dioxide
emissions. The demand for energy is also set to increase as is competition for access
to fossil fuel reserves, which are increasingly held in less stable parts of the world. For
Scotland, this presents the challenge of decarbonising the energy supply, improving
our energy efficiency and ensuring security of supply for domestic markets.

Increasing the share of renewable electricity does pose a number of challenges with
regard to developing models to adapt to the potential greater variability in supply and
the different energy mixes of the future. A world leading approach to dealing with this
issue is taking place in Scotland, such as at Strathclyde University and the work of the
Energy Technology Partnership.

The challenge of changing the way we use energy and improving energy efficiency in
Scottish homes and businesses is a significant one, but one which will be vital if
Scotland is to reduce its carbon emissions and reduce fuel poverty. The Scottish
Government therefore wishes to take steps to promote energy productivity activity
across all sectors, reducing energy demand and so reduce the need for increases in
supply capacity, and enhancing security of energy supply. This should in turn help to
reduce total energy costs for households, business and the public purse, or in the case
of rising energy prices, offsetting the impact of these. In addition this should also boost
business energy productivity and support the energy efficiency sector.

Scotland has world leading energy research capacity, but there is a need for greater
commercialisation; most of the technology in current renewable development is owned
out-with Scotland. A key priority has to be to ensure that Scotland can capitalise on its
skills, particularly in marine and offshore renewables, in clean coal technology and
carbon capture and storage and in power systems and grid technologies.
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2.36.

2.37.

2.38.

Grid access is crucial to providing confidence to investors about new renewable
developments, but current access arrangements result in delays in connection time.
There are also major challenges on grid charging and system balancing, where the
current Electricity Transmission Charging Regime, proposals for targeting constraints
costs on Scottish generators, works against the development of clean, renewable
energy in Scotland and unfairly penalises Scottish energy companies. While the
current long term vision for transmission grid reinforcement in Scotland and the UK as
a whole is moving in the right direction to support the ambitions of this strategy, current
regulatory arrangements are putting significant barriers in the way of progress towards
UK and EU 2020 targets.

More mature fields present some challenges for the oil and gas sector, with the costs
of decommissioning coming to the fore in the coming years. Volatile prices and a
complex tax regime are also a major challenge to the industry.

Scotland has already streamlined its planning system through the 2006 Planning
(Scotland) Act and has made major advances in promoting infrastructure investments
through the National Planning Frameworks. Scottish Ministers have already
announced a series of changes that can be done within existing legislation and is
looking at further such measures. However the challenge of greater legislative control
for Scotland remains and could be a major constraint to delivering Scotland’s
renewable and wider energy ambitions without greater devolution of the primary
legislation.

Summary & Outline of the Report

2.39.

2.40.

2.41.

2.42.

2.43.

Currently, the Scottish Government has certain responsibilities in relation to energy.
These include the promotion of renewable energy and energy efficiency. Through the
planning system, the Scottish Government can also influence decisions relating to
investment and the energy mix.

However, these responsibilities are limited and our influence in a number of areas is
somewhat constrained. We are currently restricted in the regulation of energy and
energy efficiency markets, taxation of the oil and gas sector and the promotion of
Scottish interests at EU level. Despite our strengths and successes, the current
constitutional settlement does place limitations on what we can achieve.

Chapter 4 of this paper will provide some examples of where not having additional
responsibilities means we are unable to achieve what we would like to achieve as well
as setting out some positive proposals and ideas on how the gaining of additional
responsibilities would allow us to more closely align policy objectives with Scottish
interests.

The Scottish Government is therefore keen to examine how the existing devolution
model might be enhanced including the transfer of a range of responsibilities currently
vested in the UK government - and believes doing so would provide real benefits for
the energy sector in Scotland.

This report outlines some of the main options available to Scotland within the context
of energy:

e by incorporating the minor adjustments recommended in this area by the
Commission on Scottish Devolution;
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2.44.

2.45.

2.46.

2.47.

2.48.

2.49.

e through the opportunities which could be available to Scotland under a highly
decentralised model (‘devolution max’), still within the United Kingdom, but with
increasing rights and responsibilities falling to the Scottish Parliament and
Government; and,

e under independence.

The Commission on Scottish Devolution (the ‘Calman Commission’) put forward
limited recommendations on energy in their final report. The Scottish Government view
is that the Commission has failed to fully recognise or address the opportunities and
challenges that face the energy sector in Scotland. It has therefore missed a major
opportunity to align policies with the distinctive needs and ambitions of Scotland.

The concept of “devolution max” was defined in “Fiscal Autonomy in Scotland: The
case for change and options for reform” as full fiscal autonomy within the UK, making
the Scottish Parliament and Scottish Government responsible for raising, collecting
and administering all (or the vast majority of) revenues in Scotland and the vast
majority of spending for Scotland. Alongside transfer of full fiscal responsibilities, it is
envisaged that with ‘devolution max’ there would be substantial policy devolution
across all areas.

The Scottish Government envisages that under ‘devolution max’, the vast majority of
issues relating to energy policy would be devolved to Scotland, including responsibility
for oil and gas taxation. Indeed in principle, energy is slightly different from other areas
as it would be possible to have a highly devolved energy framework which mirrored
that under independence. However, even with this maximum form of devolution there
would still remain a number of important differences that would constrain Scotland’s
ability to establish a unique framework that best addressed the challenges and
opportunities that faces the energy sector in Scotland.

In particular this paper emphasises the importance of Europe and engagement with
the EU, although they may still be differences under the two scenarios in terms of the
ability to develop and fiscal policy. Scotland currently has no authority at European
level and must engage in Europe through a UK filter. Under devolution max,
Scotland’s interests would continue to be represented in the main by the UK
government in their position as a Member State. Under independence, however,
Scotland would be a Member State in its own right.

In addition, the experiences of other countries with highly devolved frameworks
suggests that certain factors would continue to constrain policy:
. Intra-national rules and guidelines;
o Rules/agreements with UK government, which could continue to occur
under the devolution max position;

One of the most prominent limitations of the current system is that policy choices for
the energy sector cannot be linked in with other elements of Scottish policy, for
example, it is difficult to unite energy policy with social objectives, green taxes (and
wider environmental issues) and competition. It is likely that under devolution max,
key aspects of economic policy would also remain reserved, for example, financial
regulation, employment and competition law would remain centralised at the UK level.
Therefore it might be that under devolution we could control some aspects of policy,
such as taxation, but that we were unable to control all aspects of energy policy in its
widest sense.
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2.50. It is also important to note that under devolution max, it would be the UK government
which decided upon the responsibilities to grant to Scotland and the constraints and
limitations (if any) which would set out. Clearly under independence, Scotland would
have the complete freedom to pursue policies in the best interests of Scotland and to
opt out of UK-wide policies, where the best interests of Scotland took a different path.

2.51. Only independence provides Scotland with a full voice in Europe and the capacity to
make policy choices which took forward and met the ambitions of the energy sector in
Scotland. Independence would allow the maximum degree of policy discretion and
accountability over energy policies. It is the arrangement chosen by similar energy rich
nations around the world and we believe independence is the only option which will
enable Scotland to meet its full energy potential.
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Commission on Scottish Devolution

Chapter Summary

This chapter discusses the conclusions of the Commission on Scottish Devolution on
energy matters, and gives a picture of what Scotland would be like if the Commission’s
recommendations were implemented.

The Scottish Government continues to believe that greater responsibilities on energy
matters, and in particular the creation of an oil fund for Scotland, would be in the
economic interests of Scotland.

3.1.

3.2.

The Commission on Scottish Devolution', commonly referred to as the Calman
Commission after its Chairman Sir Kenneth Calman, was established in 2008. Its remit
was:

To review the provisions of the Scotland Act 1998 in the light of experience and to
recommend any changes to the present constitutional arrangements that would enable
the Scottish Parliament to serve the people of Scotland better, improve the financial
accountability of the Scottish Parliament, and continue to secure the position of
Scotland within the United Kingdom.

As part of this remit, the Commission report considered the question of the extent to
which there should be any change to the current constitutional arrangements regarding
energy matters. Specifically, it considered the question as to how taxation revenue
from oil and gas could be treated in the future, as well as the question of whether there
should be additional responsibilities devolved to the Scottish Government in wider
aspects of energy. It did not consider these issues in the context of either
independence or federalism.

Oil and Gas

3.3.

3.4.

Currently, the majority of policy responsibility relating to the North Sea oil and gas
sector, including decision on taxation matters and regulatory matters, is reserved to
the UK government. Tax receipts from oil and gas in the UK Continental Shelf (UKCS)
are treated as assets of the whole UK and not assigned to particular geographical
regions. Historically, the oil and gas industry has been highly profitable and therefore
generates considerable tax revenue.

Oil and Gas taxation is an obvious area for detailed discussion around additional
responsibilities given the fact that the majority of North Sea oil and gas production is
from areas which would be classified as comprising Scotland's geographical share of
the UK Continental Shelf (UKCS), as well as the fact that significant reserves still

'* http://www.commissiononscottishdevolution.org.uk/
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3.5.

3.6.

3.7.

3.8.

3.9.

3.10.

remain to be exploited. For example Kemp and Stephen (2008)* have estimated that
over the period 2009 to 2013, Scotland’s geographical share of oil production is
estimated to remain relatively fixed at approximately 96 per cent of the UKCS total,
while the share of gas production is estimated to rise from 63 per cent to 67 per cent.
Since 1980, around 90% of North Sea tax revenue has been generated in ‘Scottish’
tax waters: this corresponds to approximately £230bn in 2008 price.

The Commission on Scottish Devolution commissioned a report from an Independent
Expert Group to consider the issue of North Sea taxation and revenue in more detail'’.

The Expert Group’s report argued that, as natural resources represent an immobile tax
base, they can be an attractive element of the tax system to devolve. The group also
suggested that, since the then Scottish Office and Scottish local authorities had
undertaken a significant proportion of the investment in the onshore infrastructure
necessary to undertake exploration in the UKCS, there was an argument for Scotland
to receive a hypothecated share of the related tax revenues. In addition, as regions in
which oil and gas exploration occur can suffer disruption from loss of incomes and
employment when resources are exhausted, the expert group argued that there may
be a benefit in using a proportion of the natural resource revenue to help support the
surrounding economies when production declines. The expert group also supported
the principle of creating an oil fund, noting that such a fund can be used to help offset
the decline in a country’s capital stock which occurs through the depletion of non
renewable natural resources.

The Expert Group concluded that, in principle, it would be possible to construct and
implement a basis for identifying the Scottish share of UK oil and gas taxation.
However, they also noted that assigning oil and tax receipts would expose the Scottish
Government budget to significant revenue variation, and that the Scottish Parliament
would have to be given increased borrowing powers to mitigate these risks.

Whilst the Expert Group noted that it would be technically possible to devolve North
Sea taxation, and that there were economic arguments for doing so (albeit with some
issues that would have to be dealt with), the Calman Commission decided to
recommend that they should remain reserved. The Commission also chose not to
recommend the creation of a Scottish oil fund.

The Scottish Government disagrees with the final recommendation of the Commission
and believes that Scotland should have responsibility for the oil and gas sector in
Scottish waters, including the fiscal regime in which it operates. In our view, there is a
strong case for Scotland to have greater control of North Sea taxation and licensing.
There is precedent for such a trend; In Northern Ireland, for example, where petroleum
licensing (onshore) has been devolved for a number of years.

In particular, we believe that the creation of an oil fund for Scotland would be in the
economic interests of Scotland. It could be established for Scotland as part of the UK,
or as the fund of an independent or fiscally autonomous Scotland. Furthermore we
believe that the North Sea fiscal regime should be devolved and that Scotland should
get a geographical share of North Sea revenue. Further details on the proposal for an
oil fund are given in Chapter 4.

'® Kemp and Stephen (2008) - The Hypothetical Scottish Shares of Revenues and Expenditures from the UK Continental Shelf
2000-2013
7 http://www.commissiononscottishdevolution.org.uk/uploads/2009-06-06-ieg-natural-resource-taxation-1.pdf
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Other Energy Matters

3.11.

3.12.

3.13.

3.14.

3.15.

3.16.

3.17.

The Commission also considered the issue of electricity generation and supply issues,
including transmission charging as well as consideration of the current planning
responsibilities as they relate to energy.

Although energy is generally reserved, some energy matters have been executively
devolved to Scottish Ministers. These are the Renewables Obligation in Scotland,
responsibility for consent for power stations of over 50 MW onshore, and over 1 MW
offshore or on inland waters (under section 36 of the Electricity Act 1989) and
responsibility for consents for overhead power lines of more than 20 KV (also under
the Electricity Act). Responsibility for consents for power stations below this threshold
has also been devolved as part of town and country planning legislation (for onshore
consents), and under the Food and Environment Protection Act 1985 (for offshore
consents).

The report concluded that there was a strong case for a single UK market remaining
with regard to the generation, transmission, distribution and supply of electricity
although the important role that the Scottish Government has to play in terms of
renewable energy and dealing with the climate change challenge needs to be
recognised.

The report highlighted the point raised by some parties who submitted evidence to the
Commission that the Scottish Government through its planning powers could be said
to have frustrated policy in a reserved area; in this instance decisions regarding
nuclear power in the UK. In relation to this point, the Commission made the point that
the current devolved position will always provide a certain degree of tension between
reserved and devolved competences. The Commission stated that the use of inter-
governmental mechanisms be considered in such situations. In relation to planning,
the Commission stated that there is no case for any change in the planning laws.

The Commission report stated that they had received some evidence calling for
greater devolution over energy matters, while alternately other submissions had
stressed the need for a cross-border energy network. The Commission stated that it
had not received evidence making a positive or detailed case against the current
reserved position of many aspects of energy policy. The report concluded that the
current position had facilitated initiatives such as the establishment of the British
Electricity Trading and Transmission Arrangements (BETTA), which had created a
single wholesale electricity market across Great Britain, leading to greater competition
in the generation and supply of electricity, and also leading to economies of scale in
transmission systems. The Commission stated that this avoided the need for separate
arrangements for interconnection between the transmission systems in England and
Wales and Scotland and allowed the costs of upgrades to be spread across all GB
users of the system.

In relation to the specific issue of transmission charging, which in the view of the
Scottish Government currently places Scotland at a significant disadvantage, the
Commission noted that this was an issue for many of those who gave evidence to it
but it did not feel that this was a subject which was within the Commission’s remit.

Overall, the Commission stated that a UK-wide approach to electricity supply was
‘Essential for ensuring a continuing national supply that international targets and

obligations are met and that consumers have access to a competitive and modern
energy market. Whilst current arrangements rely upon, and to that degree, encourage
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close working and cooperation between the UK and Scottish Governments both of
which exercise competence in areas consistent with their responsibilities under the
devolution settlement, it is appropriate for the UK government to retain reserved
powers over energy’.

3.18. The Commission concluded overall that in terms of energy supply, the current
arrangements remained appropriate and provided a balance between responsibilities
appropriately exercised at devolved and reserved levels. The Commission emphasised
the importance of effective inter-governmental relations and an ongoing process of
engagement. It recommended in particular greater cooperation between Scottish and
UK institutions on energy matters.

3.19. Overall, the conclusions of the Commission as they relate to energy would not
envisage any significant change in the current arrangements and constitutional
position. It is the view of the Scottish Government that this position fails to recognise
the potential that Scotland has in energy, as set out in the previous section, to make a
significant contribution towards meeting the low carbon challenges of the future and
also to ensure that the potential Scotland has as an energy rich nation be capitalised
upon for economic growth.

Summary
The key recommendations of the Calman Commission are:

¢ The Commission recommended that North Sea taxation should remain reserved.

¢ The Calman Commission chose not to recommend the creation of a Scottish oil fund,
despite their Expert Group supporting the principle of an oil fund.

e The Commission concluded that there was a strong case for a single UK market

remaining, although the role of the Scottish Government in terms of renewable
energy and dealing with climate change needs to be recognised.
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What Scotland could look like

Chapter Summary

This part of the paper considers some of the options that could be considered if
Scotland were to possess greater responsibility for energy matters.

Some of the options may be possible under a position of devolution max where all
significant policy responsibilities as well as fiscal autonomy are devolved to the
Scottish Parliament but Scotland remained within the UK.

Other options would only be available under full fiscal autonomy in an
independent Scotland.

4.1.

4.2.

4.3.

4.4.

Energy is slightly different from other sectors, as it would be possible to have in
principle, under devolution max, an energy framework that at first glance was broadly
similar to that under independence. However, there are likely to remain some
differences. In particular this paper emphasises the importance of Europe and
engagement with the EU, and furthermore, there may still be differences between the
two scenarios in terms of the ability to develop fiscal policy.

Currently, while Scotland can engage directly with many European countries, at the
formal European Union level, Scotland currently has no authority and must engage
with the EU through a UK filter. Under devolution max, Scotland’s interests would
continue to be represented in the main by the UK government in their position as a
Member State. Under independence, however, Scotland would be a Member State of
the EU in its own right.

As highlighted in “Fiscal Autonomy in Scotland: The case for change and options for
reform™®, while devolution max represents the maximum form of tax and policy
devolution short of an independent Scotland, with for example Scotland having control
of North Sea oil and gas revenues, several factors would continue to constrain policy:

° Intra-national rules and guidelines

o Rules/agreements with UK government.

It should again be stressed that this paper does not commit the current or future
Scottish governments to any particular policy choices or expenditure decisions. Rather
it is intended to set out some of the options, benefits and implications that greater
ability to make decisions on matters relating to energy could bring to Scotland. Energy
is a wide-ranging topic and covers a number of different areas, and this paper does not
present all the policy options and choices within energy. The paper focuses on five
main areas:

° Engagement with Europe

° Energy Regulation

'8 http://www.scotland.gov.uk/Resource/Doc/261814/0078318.pdf
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. Assistance to Consumers
. Renewables and Low Carbon Infrastructure and Investment
. Oil and Gas Taxation

Engagement with Europe

4.5.

4.6.

4.7.

4.8.

Scotland has a major contribution to make to EU and international energy policy,
benefiting our communities, workers, citizens and industry. Despite some progress in
putting Scottish energy on the map in recent years, the need to work through a UK
filter can diminish the Scottish role, even if UK and Scottish interests coincide, as they
often do. Experience of joint working on matters such as low carbon energy research
and development show that an active role for Scotland strengthens rather than
undermines UK energy objectives within the EU. And it ensures that the real and
substantial Scottish contribution to carbon reductions reflects Scottish circumstances.
But while joint-working is of course to be welcomed, it still means that Scotland’s voice
is often not heard to its fullest extent.

As an example, EU law requires energy markets to have an economic regulator who
seeks to balance the different interests of competitiveness, security of supply and
sustainability. EU law also requires Member States to work towards a common energy
market, through interconnection, cross border standardisation and regulatory co-
ordination and co-operation. The UK regulatory system was set up to manage
competition in energy markets in a different constitutional climate and does not reflect
Scottish, or EU conditions. In particular, the integration of the Scottish electricity
market into the England and Wales market through the British Electricity Trading and
Transmission Arrangements brought some short term benefits to Scottish companies
and consumers but also created longer term difficulties which are increasingly
becoming acute, with the potential to impact on developing and delivering Scotland’s
energy potential.

Giving the Scottish Parliament full responsibility over energy would allow the
development of a regulatory framework which reflects Scottish conditions and
promotes sustainability, increased trade and consumer protection and helps a key
sector of the Scottish economic sector to evolve, develop and grow.

The Scottish Government has already made substantial progress in recent years in
engaging actively with Europe on energy issues and has made energy a long term
priority for European engagement.’® But its ability to engage directly in Council of
Ministers business where Member States take important decisions is severely
constrained and would remain so under devolution max. Only under independence
would Scotland play a full part in EU energy policy, as do our neighbours Ireland and
Denmark. And only under independence would Scotland be seen as an equal partner
in any cross-border structures which are set out elsewhere in this paper. A case study
on the energy market in Denmark is in Annex B.

' http://www.scotland.gov.uk/Publications/2009/09/07093832/1
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EU Single Market on Electricity & Gas

4.9.

4.10.

4.11.

4.12.

4.13.

Under European Union rules independent national regulatory authorities have been
established in each EU country to ensure that suppliers and network companies
operate correctly and actually provide the services promised to their customers. Based
on yearly reports by the national regulators, the European Commission is monitoring
the market closely, identifying obstacles and shortcomings. Since 2003, heads of the
national energy regulatory authorities meet in the European Regulators Group for
electricity and gas. Among other things, EU rules cover the effective separation of
supply and production activities, harmonisation of the powers of national regulators,
better cross-border regulation and effective transparency. Further challenges include
the harmonisation of market rules, as well as the creation of an environment for new
investments. A new Energy Regulatory Agency has now been agreed and will start
work in late 2009 or early 2010.

The EU is also working to improve the infrastructure required to transport energy as
efficiently as possible to where it is needed. EU legislation aims to make the market
accessible for all suppliers and eliminate barriers to cross-border trade. The
importance of this work has been identified in the EU Strategic Energy Review in
2008/9, which among other things identified the North Sea grid as a strategic priority
for EU investment in order to promote renewable targets as well as diversity and
security of supply.

The EU single market in electricity and gas promotes trade in products as well as free
trading between companies within the wider EU, and consumer protection. Strong
provisions are in place to ensure non discrimination between companies operating in
the different markets, ensuring a level playing field between the different interests
wherever they do business within the EU. The new Renewable Energy Directive
permits trading in renewable electricity and the principle that renewable support
schemes can be paid to exporting countries if it helps an import dependent country
meet its own targets. It also requires Member States to ensure that the charging of
transmission and distribution tariffs does not discriminate against electricity from
renewable energy sources. This will present a substantial challenge to the current UK
approach as it is significantly out of alignment with the direction of travel at EU level.

The development of greater trading is promoted by regional groupings. The UK works
with Ireland and France to promote market integration, as do groupings in Benelux and
Germany and in Scandinavia. Regulators work together across frontiers to promote
market integration. There is, for example, a single Scandinavian electricity market, and
a new single market has been put in place in Ireland. Examples of how these systems
work are in Annex A.

Under independence, Scotland would be freer to develop policies which are more in
line with the European approach and ensure that renewable energy is not
discriminated against in the manner that we believe it is currently.

Energy Regulation

4.14.

The Commission on Scottish Devolution considered the issue of electricity supply and
concluded that the current model of a UK wide market was the best way ahead to
ensure security of supply and allow consumers to have access to a competitive and
modern energy market, as well as ensuring that obligations and targets are met.
However there are a number of examples where independent countries can operate a
common electricity transmission and distribution system. For example a single
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electricity market now exists between the Republic of Ireland and Northern Ireland.
And cross-regulatory relationships and agreements now exist between a number of
countries. For example, Annex A of this paper (page 41) provides additional detail on
the pooling arrangements that exist between a number of Nordic countries. These
clearly demonstrate that agreements and co-operation between individual countries on
energy market regulation is possible.

4.15. Having greater responsibility over regulation would mean that Scotland would be able
to adopt policies and regulatory frameworks which would be more appropriate for its
own situation and importantly would recognise more closely the particular advantages
that Scotland possesses. Under either devolution max or independence Scotland
would also be able to negotiate directly within wider pooling structures to ensure that
its interests were better protected than they are at present when responsibility for
setting energy regulation is held in London. For example, the Scottish Government has
consistently argued that the current model of Transmission Charging, the model by
which electricity generators have to pay to enter the electricity transmission system,
disadvantages Scotland.

Box 2: Transmission Charging

e The existing approach to energy regulation for access and use of the UK
electricity grid works against the interests of Scotland’s energy industry and
impacts on delivery of Scottish, UK and European renewable energy and climate
change policies and targets.

e The approach currently adopted by National Grid and the UK energy regulator
Ofgem puts Scottish electricity generators at a significant disadvantage.
Application of a locational charging methodology by Ofgem levies higher charges
on generators furthest from the main centres of demand for connection and use of
the UK electricity grid. This favours generation in the Southern part of the UK and
presents an inbuilt bias in the UK transmission regulatory system against Scottish
based generation. As a result, Scottish generators produce 12% of UK
generation, but account for 40% of the transmission costs, or about £100 million
per year more than their proportionate share. The Scottish Government has
already made the case for an alternative transmission methodology based on a
flat rate charge for all generators, irrespective of where on the grid network they
connect. We will continue to press for improvement to the current system.

e There is also a risk that Ofgem and National Grid will introduce a locational
approach to balancing of transmission system constraints that would target
constraints costs on Scottish generators behind the one constrained
interconnector boundary in the UK — i.e. the Cheviot Boundary interconnector
between Scotland and England. National Grid figures suggest this could target
costs of between £50 million to £100 million in 2009/10 solely at Scottish
generators, with significant increased costs continuing while constraints remain on
the interconnector. This could further disadvantage Scottish electricity generators.

e It is clear that the existing approach fundamentally undermines delivery of an
open and level playing field in the UK energy market and will impact on delivery of
Scottish, UK, and European renewable energy targets. It is also clear the current
approach works against the Scottish Government’s key aims of putting Scotland
at the forefront of growing the renewable energy sector and connecting,
transporting and exporting Scotland’s remarkable renewable energy resources to
the rest of the UK and Europe.
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An independent Scotland would have the ability to deliver a regulatory framework
that better promotes a fair and equitable electricity market, protects the interests
of the consumer and encourages renewable energy generation in Scotland, rather
than discourages it.

What is wrong with current regulatory approach?

4.16.

4.17.

4.18.

When gas and electricity were privatised, the government empowered the electricity
and gas regulators (later Ofgem®) with a set of primary duties which indicated that the
principal regulatory priority in both industries was to promote competition in supply.
However, when the detailed rules were being set up on how regulation would apply, it
was agreed that a consultation mechanism would be established which left much of
the responsibility as to how the rules would operate in the hands of the companies.
This is one of the reasons why it is difficult to change the locational charging rules,
since the industry situated primarily in the south of the country has a vested interest in
opposing any change.

After a dozen years of regulation on that basis, these priorities were significantly
adjusted by the government in its Utilities Act 2000. This set out new duties for Ofgem
that prioritised social and consumer-related issues. The Act established the new
priorities within a legal framework that was both more complex and less transparent
than the one that had existed at privatisation. Its centrepiece was a mission statement,
described as Ofgem's principal objective; to protect consumers' interests, wherever
appropriate by promoting competition. There were also additional provisions containing
social, economic and environmental needs and interests that Ofgem had to consider,
or was able to take into account, in regulating the industry to protect consumers.

Further duties were added by the Energy Act 2004, in relation to sustainable
development and the principles and practice of better regulation. Ofgem’s duty to
contribute to the achievement of sustainable development was introduced in 2004. In
2008, the Energy Act promoted this duty, placing it on an equal footing with other
duties to meet reasonable demand and financing authorised activities. The Act also
highlighted that Ofgem's principal objective, to protect the interests of consumers,
refers to future as well as existing consumers. These changes underline Ofgem’s
important and developing role in shaping the future of gas and electricity industries in a
sustainable manner.

British Electricity Trading Arrangements (BETTA)

4.19.

On privatisation in 1990, two PLCs, Scottish Hydro Electric and Scottish Power, took
over the operation of the generation, transmission and supply systems in their
respective areas, and Scottish Nuclear Ltd took on the nuclear stations in Scotland.
Because of the historic separation of the Scottish from the England and Wales national
grid, the Scottish system was run as a largely separate system under the regulation of
the Office for Electricity Regulation (OFFER, now Ofgem).

% The Office of the Gas and Electricity Markets (Ofgem) aim to protect consumers by promoting competition, wherever

appropriate, and regulating the monopoly companies which run the gas and electricity networks.
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4.20. In 2005, the British Electricity Trading Arrangements (BETTA) were introduced to
create a single Great Britain electricity system. These arrangements include single
frameworks for trading, dispatch and transmission access and pricing. National Grid is
now the independent system operator for all of the GB transmission system, with
Scottish Hydro (now part of Scottish and Southern Energy, based in Perth) and
Scottish Power (now part of the Iberdrola Group) retaining ownership of the

transmission assets.

4.21. The effective operation of BETTA is hampered by substantial constraints on the
transmission system within Scotland and between Scotland and England. The
renewable potential will only be achievable with major transmission investment. The
existing approach to locational transmission charging fails to take account of the
changing nature of electricity supply patterns where there needs to be a significant
increase in renewable electricity generated. Given that Scotland has the majority of
such resources, the current system is bad for Scottish based generation but it is also

placing a barrier in the way of Scottish and UK renewable electricity targets.

4.22. There are a number of ways in which the current system could work better.
Improvements to the payment model, which have been proposed by Scottish based
generators working together with the Scottish Government, have been put forward to
Ofgem. In addition reform of the existing transmission geographical zones could also

be considered which would help to mitigate the problem.

4.23. Similarly the way in which obligations are placed on energy companies to promote
energy efficiency and carbon reduction favour investment in England rather than
Scotland. The Scottish Government is working with Scottish based bodies to argue for
changes to this system. But the UK government, perhaps because of the high degree
of industry consultation that is part of current operational structures, seems very
unwilling to respond to this issue and change policy to reflect the way Scottish, UK and
EU priorities have changed fundamentally in recent years. There seems to be a major
institutional barrier to accepting Scottish specific solutions. The one size fits all
approach does not fit the evolving Scottish energy landscape and goes further than is

required to meet common interests in trade and investment.

How would energy regulation operate if regulatory responsibilities were exercised in

Scotland?

4.24. Detailed decisions on how the regulatory structure would work would be for the
Scottish Parliament. But it is possible to outline some basic principles which would

apply.

o Firstly, the aim of energy market regulation in Scotland would be
compatible with EU wide rules and would promote trade with the rest of
the British Isles and beyond, a level playing field for companies and
encourage, rather than discourage renewable energy development.

o The regulator would seek to apply Scottish specific solutions to issues
such as transmission access and energy efficiency, in a manner which
promotes trade with the rest of the UK and further afield, and which
reflects the need to change the remit and objectives of Ofgem and the
need to promote and incentivise the investment required in order to
maximise our renewable potential.

e The regulator would apply the rules in a manner which achieves
consistency and fairness across the British Isles and in wider dealings
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4.25.

with the EU but recognises Scottish specific conditions in the detail of
the application of policy.

e Transmission infrastructure, both onshore and offshore would be
operated by an Independent System Operator, who would be
independent from generation.

There are a number of options around how any future regulator could be structured.
They could take the form of independent bodies as in the case of Ireland and in
Scandinavia. Another approach could be a cross-border regulator which would be
responsible to both the UK and Scottish Parliaments. Direct Scottish representation in
the EU and in the regulatory group will also ensure that Scottish specific issues are
properly reflected in EU decision making.

How would funding operate?

4.26.

As a major exporter of low carbon energy Scotland will benefit from the premium paid
to renewable and other forms of low carbon energy across EU regulatory boundaries.
As far as investment in new facilities is concerned, the current approach to the funding
of energy investments within the scope of Ofgem requires funding to come from
consumer energy prices. Ofgem has a formula for approving investment on a needs
basis and is currently revising that approach to take account of the requirement to
move towards the 2020 targets, with a recognition that in certain circumstances, for
example in respect of electricity grid upgrades recommended by the Electricity
Networks Strategy Group, that some upgrades can take place in advance of needs
being met. This is an improvement on the previous system, but still implies a reliance
on short term finance. Given the scale of the network investment that would be
required over the coming years, it will be important to ensure that all available sources
of finance are used to spread the cost over current and future consumers more
effectively, including longer term finance through borrowing from bodies such as the
European Investment Bank. Such a project could also receive investment from a
Scottish Oil Fund.

Assistance for Consumers

4.27.

4.28.

A key priority for the Scottish Parliament will be making energy markets work better for
the Scottish consumer. This will include measures to promote oil security by extending
resilience planning across the country and considering how to extend the gas grid in a
cost efficient manner to increase diversity of supply for Scottish consumers currently
excluded from the benefits of network gas. It will also cover measures to reduce
energy demand for heat through boiler replacement, developing renewable heat and
distributed energy schemes. It will also provide more opportunities to deliver and
promote energy efficiency, microgeneration, combined heat and power (and district
heating) and sustainable transport in a manner suited to Scottish conditions and
resources.

It will be just as important to ensure that the system of regulation promotes
competition, efficiency and consumer interests with regard to energy supplies to
consumers. Despite Ofgem’s efforts, its recent probe into the operation of the market
showed that there continue to be significant problems and that prices for some
consumers are not under sufficient market pressure. Moreover, the current pricing
structure acts as a disincentive to provide stable energy services to the consumer.
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4.29.

Furthermore, the energy system should provide greater support to the reduction of
energy demand, in order to deliver benefits to consumers and economy. There is a
real need to reconcile market based energy efficiency incentives with active promotion
and legislative measures through an integrated approach, which would be delivered
more effectively by a body based in Scotland and responsive to Scottish concerns. A
particular focus should be the reworking of the market mechanisms to incentivise the
provision of energy services as opposed to simply units of gas and/or electricity thus
allowing companies to compete on the basis of the quality rather than the quantity of
services they provide to the public and industry.

The Scottish Parliament would also be able to develop programmes and support
mechanisms which are more appropriate to the needs of Scotland, taking account of
differences in housing stock, tenure, and weather patterns. Currently, a higher
proportion of people in Scotland are classed as being in fuel poverty, live in flats or
hard to treat houses than across the UK as a whole. The Scottish Government is
currently restricted in its ability to ensure that energy efficiency schemes reflect this
position. Another example of this is the issue of fuel derogation for remote rural/ island
communities, an issue which the Scottish Government currently has little control over,
but which it has repeatedly asked the UK government to act upon. Greater powers
would allow us to reflect the geographical nature of Scotland in this policy area.

Carbon Emissions Reduction Target - CERT

4.30.

4.31.

4.32.

4.33.

The primary scheme for supporting households in Scotland to undertake energy
efficiency improvements is the UK government initiative, Carbon Emission Reduction
Target (CERT). This places an obligation on energy supply companies to promote
reduction in carbon emissions by, for example, providing households with subsidised
energy efficiency measures such as cavity wall and loft insulation. CERT also has a
role in tackling fuel poverty with a proportion of the measures being delivered to a
'Priority Group' of low income, disabled and elderly consumers.

There is no current obligation on energy suppliers to deliver a minimum amount of
CERT activity in Scotland. The current obligation requires only that energy suppliers
deliver a set amount of carbon dioxide emission savings anywhere in the UK. As it is
cheaper for energy suppliers to deliver improvements such as fitting loft insulation in
built up urban areas, in practice this means that Scotland, with a higher proportion of
its population living in rural and remote areas than the rest of the UK, has lost out.
Scotland should have received 8.9% share of CERT spending based on per capita
investment but actual investment was only 6% between 2002-2005 (Source: Scottish
Government).

Although the scheme objectives are consistent with Scottish policy objectives, because
the design of the scheme is based on UK rather than Scottish geographical and
climate averages Scotland does not receive the full benefit, equivalent to an
investment shortfall in the current programme of around £18m per annum. This is
frustrating the delivery of our Energy Assistance Package, and our Home Insulation
Scheme both of which rely on the energy suppliers delivering CERT across Scotland.

This is within the context of Scotland enduring harsher climate conditions than the rest
of the UK. We have a colder climate and therefore a greater potential to make carbon
dioxide savings. There are also greater levels of fuel poverty in Scotland that warrant a
greater deployment of energy efficiency measures.
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4.34. While Scotland can call on the UK government to change the scheme to better reflect
Scottish interests, under current devolution arrangements it has no authority to ensure
this happens — and to date the system continues to reflect Scottish interests poorly.

A Fair Share for Scotland

4.35. The Scottish Government has already presented its concerns to the UK government
on CERT and its new Heat and Energy Saving Strategy®' which sets out options on
the future of any CERT type measure (post 2012) aimed to achieve whole-of-house
energy efficiency across all of the UK by 2020.

4.36. We have argued that we are delivering a more cost effective approach to the delivery
of energy efficiency by combining our social and environmental spend through co-
ordinating our fuel poverty and energy efficiency programmes. This is demonstrated
through our support for the Energy Saving Scotland advice network, which is managed
by the Energy Saving Trust, and through which our Energy Assistance Package and
Home Insulation Scheme are also delivered.

4.37. The simplest way to cost effectively and significantly increase the uptake of energy
efficiency would be for energy regulation to be devolved so that we could use the
mechanisms that we have put in place to deliver more equitable and co-ordinated
energy efficiency programmes in Scotland. These proposals are discussed further in
our response to UK government’s Heat and Energy Saving Strategy.

Renewables & Low Carbon Infrastructure
Renewables

4.38. Our ambitious renewables targets, and the benefits that will flow from these being met,
will require the right kind of infrastructure; such as ports, harbours, test facilities, heat
networks, grid upgrades. These are the essential foundations upon which our new
energy industries will be built. Getting these elements right and delivering them on
time will require joined up working across and between the public and private sectors.
It will also require major investment. One means of providing this would be to use
funds previously collected in Scotland to promote renewable energy — the Fossil Fuel
Levy fund (FFL).

4.39. The Fossil Fuel Levy fund currently stands at £171.8 million®, and remains unspent in
an Ofgem bank account. This matter has been the subject of continuous
correspondence from Scottish Ministers and officials to UK government counterparts
since May 2007, with the most recent correspondence on this issue being in October
2009.

4.40. Treasury Ministers thus far remain adamant that no flexibility can be found to the
Treasury rules on Departmental Expenditure Limits (DEL), and that FFL surplus
resources, if released to Scotland, would not be additional to Scotland’s block grant,
which the Treasury would therefore reduce by a corresponding amount.

4.41. If the FFL funds were released according to the Treasury’s interpretation, Scotland
would therefore receive no additional monies, and the benefit would instead accrue to

' http://hes.decc.gov.uk/
%2 Fossil Fuel Levy stood at £171.8 in October 2009
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the Treasury itself. We have a concrete set of proposals in hand for how the FFL
could be invested to increase Scottish renewables capacity, thus helping to meet
renewables targets here in Scotland and across the UK, and for them to help transform
the renewable energy sector in Scotland, and we continue to press for a flexible
solution (for example a temporary increase in DEL cover), which would make the funds
truly additional.

Carbon Capture & Storage (CCS)

CCS is the process of capturing and separating carbon dioxide emissions generated during
the combustion of fossil fuels in power stations or industrial processes, and their
transportation (via pipeline or ship) to be deposited permanently in sub-surface geological
formations.

4.42.

4.43.

4.44.

4.45.

4.46.

4.47.

The Scottish Government is supportive of the development of Carbon Capture and
Storage technology, which we believe has the potential to reduce carbon emissions
significantly, thus contributing towards our climate change targets while also helping to
ensure security of supply by providing another low-carbon source of electricity to
complement the development of our renewable potential.

Scotland is well-placed to take a lead in its development and commercialisation. We
have the knowledge and expertise in our universities and industry, the infrastructure in
the North Sea, and the strong leadership in government necessary to make this
happen and achieve our ambition of a low carbon energy economy.

The Scottish CO2 Storage Study launched by the First Minister on 1 May 2009
highlighted the offshore potential of the North Sea Scottish sector to store emissions
for the next 200 years. The report also highlighted some of the possible transport
routes and costing that could be developed as part of any future network (Figure 3
below). Some follow up work to this project, involving a range of partner organisations,
has since commenced. In both cases, the Scottish Government has been the largest
single contributor to the research work.

We are also strongly supportive of the Scottish Power led consortium at Longannet
which is part of the existing UK government competition for a post-combustion coal
CCS demonstrator. However we are keen to see other projects being developed in
Scotland and believe that a number of locations in Scotland are ideally placed for
development.

We have worked closely with the UK government on a number of CCS issues. For
example we are working with them on legislation to ensure Scottish projects benefit
from the funding announced in the 2009 UK Budget, where the funding of up to 4 CCS
demonstrator projects was proposed via a levy on electricity generation. We have also
worked closely with them on a number of regulatory and policy issues relating to the
consenting process for thermal power stations.

However many of the aspects of CCS policy including funding fall to the UK
government. The Scottish government is therefore restricted in some of its ambitions in
this area. For example, while collection of the proposed levy will be a matter for the
UK government and aspects of it allocation will require involvement from the Scottish
Government, our inability to directly consider funding options for CCS projects places a
barrier in its development.
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4.48.

4.49.

4.50.

4.51.

4.52.

4.53.

An example of this was the proposed CCS pre-combustion gas demonstration project
based at Peterhead. The project, which would have involved extracting carbon from
gas landed at the St Fergus terminal, with the carbon being pumped back into the
Miller field to help enhanced oil recovery (EOR), and the hydrogen being used for
power generation at the power station in Peterhead, owned by Scottish and Southern
Energy (SSE). It would have been a world leading project which would have provided
both an excellent opportunity to develop and demonstrate this technology as well as
providing a significant economic opportunity for Scotland.

The project was abandoned in 2007 and is now proceeding in Abu Dhabi. The
principal reason for the abandonment of the project in the view of the Scottish
Government was the indecision and subsequent failure of the UK government to agree
to fund the cost of the proposed project. While there was undoubted cost to the public
purse, the level of support would have borne broad comparison with that available for
other forms of low-carbon electricity. We remain disappointed by the loss of the
Peterhead project.

Having greater powers over energy matters would give the Scottish Government more
flexibility in considering assistance and support, including funding options for such
projects.

Regulation of the capture, transportation and storage aspects of the process is
complex with a range of functions falling to the Scottish Ministers and the Secretary of
State for Energy & Climate Change. These functions then interface with other
regulatory or licensing bodies such as SEPA, the Crown Estate and the Health &
Safety Executive.

Scottish Ministers have executively devolved responsibilities to consent the capture
plant at the power station, executively devolved responsibilities to consent CO2
pipelines onshore, and full devolved competence to license CO2 storage both onshore
and offshore out to the 12 mile limit. Beyond the 12 mile limit, however, where the
greatest potential for CO2 storage lies, the responsibilities to license belong to the UK
Secretary of State who is also responsible for the offshore oil and gas licensing
arrangements. These overlap heavily with the CO2 storage licensing regime and
constrain the activities of Scottish Ministers where potential CO2 stores cannot be
licensed when an existing oil and gas licence is in place.

The overlapping of these regimes and the arbitrary boundary of the 12 mile limit create
a complex regulatory framework for developers, and increase the number of potential
permits that they are required to secure. To overcome this, the Scottish Ministers and
the Secretary of State have negotiated a memorandum of understanding to ensure
cooperation and exchange of information in all aspects of the CCS chain. It would be
far simpler, however, if all of the offshore CO2 licensing responsibilities out to the 200
mile limit in waters adjacent to Scotland were held by the Scottish Ministers. This
would be further enhanced if Scottish Ministers had full responsibility for oil and gas
licensing, as argued elsewhere in this paper, creating a seamless regulatory
framework for carbon-based energy activity in the Scottish offshore area.
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Figure 3: Summary of Proposed CO2 Transportation Routes
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Oil & Gas Taxation

4.54. Although it is a mature sector, there is no doubt that oil and gas remain of vital long-
term importance to Scotland, both in terms of helping to ensure security of supply
through the exploitation of remaining resources, and ensuring that the sector continues
to be a significant contributor towards the Scottish economy. An active role for the
Scottish Government in providing regulatory certainty for the oil and gas industry will
anchor it in the Aberdeen area as an international hub of offshore expertise and
provide the platform for successful diversification into low carbon energy supply.

4.55. Key opportunities in the oil and gas exploration sector include:
Improving depletion rates and promoting enhanced oil recovery
o Worldwide marketing of Scottish oil services expertise

e Sustainable use and decommissioning of the oil and gas infrastructure
(including for carbon storage)
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4.56.

o Encouraging diversification of skills from the sector into low carbon
growth opportunities such as carbon capture & storage and marine
renewables

e More secure and better use of fiscal revenues, including the proposals
for an oil fund

In July 2009, as part of the National Conversation, the Scottish Government published
a paper on establishing an oil fund in Scotland.?® The main points from the report are
set out below.

Establishing an QOil Fund in Scotland

4.57.

4.58.

4.59.

4.60.

4.61.

A significant number of countries with major oil and gas reserves have created ‘wealth
funds’, also known as ‘oil funds’, into which they have invested a share of the returns
from their oil and gas reserves.

The basic function of such funds is to enable sustainable financial resources
management, allowing returns from non-renewable oil and gas revenues to be
converted into a pool of renewable assets, which can then be used to generate wealth
long after a country’s oil and gas reserves have been exhausted. Oil funds can also
act as a short-term stabilisation mechanism to provide fiscal stimulus when economic
growth slows, or to offset temporary falls in tax receipts.

Many oil producing countries and regions have established oil funds. For example,
Norway first transferred resources into its oil fund in 1996 and now has investments
worth £274 billion*. Similarly, Alaska has operated an oil fund for over 30 years and
has used it to accumulate over £20 billion in assets®. However, despite a number of
previous UK Energy Ministers, including Tony Benn and Malcolm Wicks, advocating
the benefits of establishing a similar fund, the UK is relatively unique among major oil
and gas producers in not having created one®.

DECC currently estimate that there are between 11 bn to 37 bn boe of oil and gas
reserves remaining in the North Sea”. The sector will thus remain an important part of
the Scottish economy for many years to come. Based on the average price of oil and
gas forecast by the US Energy Information Administration, between 2009 and 2030
these remaining reserves may have a wholesale value of between £650 billion and
£1.1 trillion®. Therefore, while the stock of remaining reserves is declining, the value is
likely to increase with the possibility that the associated economic benefit may not
have peaked.

Research by Professor Alex Kemp and Linda Stephen from the University of Aberdeen
suggests that Scotland’s estimated geographical share of the North Sea will account
for approximately 90% of the revenue from the UKCS over the coming years.
Therefore, the potential value of an oil fund for Scotland could be substantial. Under
the current devolution settlement, North Sea revenue is reserved. However,

% http://www.scotland.gov.uk/Publications/2009/07/28112701/0

* Norges Bank Investment Management (2009) - Quarterly Report Government Pension Fund — Global Third quarter 2009.
The value of the fund is at the 30 September 2009.

% Alaska Permanent Fund Corporation - Monthly Performance Report - September 30, 2009

% Holyrood Magazine (June 2008) - Benn: oil money wasted

The Guardian (27 October 2007) - Deeper, rougher, further - in search of the last North Sea oil

" Oil and Gas UK (2009) — 2009 Economic Report

%8 Scottish Government (2009) — An Oil Fund for Scotland — Pg 16
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4.62.

4.63.

successive UK governments have failed to take the action necessary to ensure that
future generations benefit from the economic windfall from Scottish oil and gas.
Devolving North Sea taxation and production to the Scottish Parliament would allow
Scotland to take responsibility for its own natural resources and ensure that they
provided a lasting benefit for the country.

There are also major opportunities in encouraging the oil and gas supply sector in
Scotland to diversify into both carbon capture & storage, and marine and offshore
renewables, including the current major opportunities in supplying offshore wind farms
in the southern North Sea.

The UK regulatory framework does incentivise renewable investment in electricity
supply through the Renewables Obligation Certificate (ROC) mechanism but does not
at present provide adequate incentives for investment in other low carbon energy,
especially clean coal and carbon capture.

The North Sea Fiscal Regime

4.64.

4.65.

4.66.

The Qil Taxation Act of 1975 established the basic framework for the taxation system
of the North Sea oil and gas sector.

While the regime has evolved over time, there has been in recent years increased
calls for a fundamental review of the taxation system as the oil and gas sector in the
North Sea matures. The system is also highly complex, with various allowances, reliefs
and deductions which differ according to types of expenditure, age of fields, year of
expenditure and are subject to various volumes and safeguard allowances. There
have been calls for a more transparent and less complex framework.

The amount of remaining reserves, technical capabilities and future oil and gas prices
will ultimately determine the level of investment and production in the sector. However,
the taxation regime is also an important determinant of ultimate recoverable reserves.

The Current Regime

4.67.

The current taxation regime is made up of three instruments discussed below:

Petroleum revenue tax (PRT): PRT is charged at a rate of 50% on field-based profits
from oil and gas extraction on fields given development approval prior to March 1993.
From this time, PRT was abolished for all new fields. Within the PRT system, there
are a series of deductions for certain expenditures incurred, including exploration,
appraisal, decommissioning and development costs.

Corporation tax (CT): Ring-fenced corporation tax on upstream oil and gas is
charged at a rate of 30%. In 2002, a Supplementary Charge (SC) of 10% was
introduced; lifting the effective corporation tax rate, i.e. CT and SC, to 40%, while
from January 2006, the SC was increased to 20% making the overall tax rate 50%.
There are a series of deductions for exploration, appraisal, and development costs,
while PRT is itself deductible as an expense against corporation tax and the
supplementary charge.

License Fees: The UK government grants licenses for operators to "search and bore
for and get" petroleum in specified areas for a set period of time. Operators pay an

36 Energy: Taking Forward our National Conversation




4

4.68.

4.69.

4.70.

annual fee for holding these licenses. License fees are charged at an escalating rate
on each square kilometre that the licence covers, although there is a ceiling on the
level of fees charged.

Currently the overall top marginal rate on fields subject to PRT is 75% (0.5 + 0.5 (1 —
0.5)) and for fields not subject to PRT it is 50%.

At the 2009 Budget, following consultation the UK government announced a range of
measures to reform the taxation regime of the North Sea sector. The principal element
of this package was a ‘field allowance’ designed to incentivise investment in the
smallest and most technically challenging fields. The allowance will work as an
additiggnal tax break, up to a specified amount, for companies operating in particular
fields™.

Proposals for a field allowance have received a cautious welcome from the industry®.
A number of oil and gas companies have however, intimated that the proposals are not
ambitious enough®. The actual number of fields which these changes are expected to
impact upon is likely to be relatively few.

Options for Reform

4.71.

4.72.

4.73.

The key challenge for the oil and gas taxation regime in the future is to balance
taxation revenues, environmental objectives and ensuring sufficient incentives are in
place for continued development and exploration in the North Sea.

There have been calls for a more simple and transparent system of taxation for the
North Sea. In addition, as the North Sea sector continues to mature, a number of
commentators and business organisations, including Oil and Gas UK, the body which
represents the offshore industry, have urged reform to encourage continued
exploration and investment. In addition many have also suggested that the relatively
complex set of taxation arrangements which exist in the North Sea are a reflection of
an environment of large projects and significant infrastructure investments. A future
taxation regime needs to take account of the maturity of the sector and the fact that
future developments are likely to be smaller in nature and may often by technically
challenging to develop. A balance therefore needs to be struck between ensuring that
tax revenues are appropriate and reflect economic rents while also ensuring that
production is maximised.

Future fiscal approaches are also likely to need to take into account the issue of
decommissioning costs which will be of increasing importance in the coming years.
Again there is a balance between ensuring that owners and operators of assets
undertake the appropriate level of decommissioning which reflects the economic rents
they have obtained over the years while ensuring that decommissioning does not
become a disincentive to continued operation in the North Sea. In addition, there could
be some opportunities for the alternative use of infrastructure and assets, such as for
carbon capture and storage and renewable energy.

® The fields eligible include those with oil reserves (or gas equivalent) of 2.75 million tonnes or less and ultra heavy oil and ultra
high temperature/pressure fields.

* The House of Commons - Energy and Climate Change Committee Reports
http://www.publications.parliament.uk/pa/cm/cmenergy.htm

* il and Gas UK, Press Release July 2009: http://www.oilandgasuk.co.uk/media/view-press.cfm/581
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4.74.

4.75.

4.76.

The Government Economic Strategy specifically highlights the current importance of
the oil and gas sector to Scotland’s economy and in particular the development of the
supply-chain focusing upon high-value, internationally-orientated activities. It is
important, however, to see energy in its entirety as a key sector of the sustainable
economic growth of the Scottish economy over the next 30 years and beyond.

The Scottish Government would seek to develop a fiscal system which would be
appropriate for the circumstances of the North Sea as it currently stands while also
ensuring that revenues are appropriate and reflect the exploitation of a valuable and
non-renewable resource.

Independence would allow the Scottish Government to work with industry to develop a
fiscal regime that balanced competing objectives and ensured predictability and
efficiency alongside a reasonable return for the public exchequer.
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5 Conclusions

To summarise, the main points in this paper are:

Based on current projections for future North Sea oil and gas revenues, establishing an
oil fund for Scotland would bring substantial economic benefits to Scotland.

An oil fund could be used to enable management of sustainable financial resources, to
allow revenue to be converted into a pool of renewable assets, generating long term
wealth after oil and gas reserves have been exhausted.

Greater responsibility over energy matters would allow Scotland to better develop our
vast renewable and low carbon industries.

In order to improve energy efficiency, which is one of the main ways to reduce carbon
use, the Scottish Parliament could use increased responsibilities to develop programmes
which are appropriate to the specific geographical and climate needs of Scotland.

Taking the recommendations of the Commission on Scottish Devolution into
consideration also begs the question of how to cooperate with the wider UK on energy
matters, without adequate responsibilities.

While considerable progress has been made in the regulation of the Scottish energy market,
and indeed in the development of the sector, there are still problems with the current system.
To make energy markets work better for Scottish consumers and developers and the
Scottish economy overall, a range of measures need to be introduced ranging from grid
infrastructure development, improved energy efficiency measures, to a changing fiscal
regime. The system could be improved with greater rights and responsibilities for the
Scottish Parliament and the Scottish Government.

In areas such as energy efficiency, where the Scottish Government currently has some, if
restricted powers, we can point to creative and flexible approaches to dealing with some
long-standing problems and challenges. Gaining additional powers would allow us to adopt
this to other areas of energy policy to bring about the changes we want to see.
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Annex A

Summaries of existing cross border regulatory structures for electricity
Nord Pool

The common Scandinavian electricity market allows Finland, Sweden, Denmark and Norway
to assist each other when additional electricity supplies are required. As the generating
modes differ and are distributed differently in the various countries, the need for additional
supply will vary from country to country and at different times. This makes it possible to
share Nordic energy resources, helping to optimise available power and reduce local
deficits.

The Scandinavian power systems can roughly be divided in two categories: the hydro-based
system in Norway and northern Sweden, and the thermal system of Denmark, southern
Sweden, and Finland. A hydro-based system is constrained by the amount of energy
available over time whereas a thermal one by the peak capacity. Due to the complementary
nature of hydro and thermal-based systems, trade in Scandinavia has always been
extensive and well organized.

There are different national regulatory authorities for the Scandinavian power sector, with
different powers and links to other important authorities such as environmental agencies,
competition authorities, and ministries. There are also a set of transmission system
operators, one in each of Finland, Norway, and Sweden, and two in Denmark. These
different regulators operate within a common market, at the same time.

Irish Single Electricity Market

The SEM is the first step towards an all-Ireland energy market and is based on a traditional
‘pool’ concept that incorporates a single system marginal price (SMP) for electricity and also
involves capacity payments. The market is jointly regulated by the Northern Ireland Authority
for Utility Regulation (NIAUR) & the Republic of Ireland's Commission for Energy Regulation
(CER).

The Single Electricity Market Operator (SEMO) facilitates the continuous operation and
administration of the Single Electricity Market. Under the new system, generators bid on the
basis of short-run marginal cost. A single SMP is set for each half-hour trading period.
Suppliers pay SMP (plus capacity payment and a so-called imperfections charge);
generators receive SMP (plus capacity payments and constraints payments). All generators
(over 10MW) and suppliers sell and purchase electricity through the new SEM.

The new regime brought together two separate wholesale electricity markets in 2007 and on
both sides of the border bilateral physical contracts were utilised. Under the terms of the
SEM agreement, the Irish and Northern Irish power markets have effectively become one
wholesale market with an aim to see market integration across North West Europe.
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Annex B

Case Study: Denmark’s green energy economy

o Denmark is now a net exporter of energy; however, projections suggest this position will
last for only another 10 years or so.

o Denmark is a leader on renewable energy; with a 17% renewable share of total energy
consumption through wind power and biomass. 28% of Denmark's electricity is from
renewables: wind (20%); and biomass (8%) (this is the world’s highest penetration of
wind power in any one country). They have also invested in grids to share renewable
energy between the Nordic countries.

e Use of Combined Heat and Power stations where waste water is used to heat
households through district heating, can increase power plant efficiency to 90%, and
there are strict energy efficiency measures. Incineration of waste contributes to 6% of
Danish electricity production. The government now plans to cut final energy
consumption by a further 4% by 2020. The result is that Denmark has seen virtually no
increase in energy use since 1980, whilst increasing its GDP by more than 70% and in
the context of a population increase of 7%.

e Since 2003, exports of energy technologies and equipment have doubled and now make
up almost 10% of Danish exports. The Danes aim to lead on introducing electric cars;
charging car batteries at night is an efficient use of excess wind energy.

Background
Despite being world leaders in renewables, the Danes are still very dependent on fossil fuels

(83% of energy consumption). Coal is 45% of this share. Although they see coal as part of
their short and medium term energy plans, they are not keen on CCS, arguing that it detracts
from investment in renewables and that there are still safety questions. They will have to
rely heavily on foreign offsets to get to meet their Kyoto target of 21% reduction on 1990
levels of admissions by 2012.

Danish Energy Market

The liberalisation of the Danish electricity and gas markets commenced in the late 1990s.
Both markets have since been fully opened to competition, but remain highly concentrated
with electricity generation and the gas market being dominated by a single state-owned
entity. There is a separate electricity and gas transmission system operator, which is owned
by the Danish state, while supply and distribution companies have been legally unbundled.
Supplier switching is fairly common among large customers, but is much more limited for
small companies and households, which have the option of remaining on a regulated tariff
with a ‘default supplier’. Pre tax prices for electricity and gas are generally lower than
European averages, but final prices are among the highest owing to the imposition of high
taxes and other levies.

Wind Power and Grid Issues

To better organize its energy mix, Denmark decided to merge its three gas and power grids
to form a state-owned Danish transmission system operator, Energinet.dk. The company
banks on regional interconnectivity (Denmark, Sweden, Norway and Finland have a joint
electricity market) and massive hydropower storage resources in neighbouring Norway to
integrate its renewables. When the country produces more wind energy than it needs, it's
exported to Norway, where hydropower plants are taken off the grid. When Danish demand
is high, the Norwegians open their water gates and send power back to Denmark.
Energinet.dk's modern grid control centre gets real-time updates on the Danish renewable
energy production, knowing exactly when to steer electricity into or out of the grid.
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For further copies of this report or for more information on the National Conversation
please email joinin@anationalconversation.com or visit the National Conversation
website at www.anationalconversation.com
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