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ABSTRACT

Opinion polls indicate that whilst the 2014 Scottish independence referendum is unlikely to
result in a ‘yes’, significant interest exists in further devolution of powers to the Scottish
parliament in Edinburgh (Holyrood) within a UK context. The UK’s oil sector, located chiefly
offshore in waters adjacent to Scotland, is administered and taxed on a UK-wide basis by the
UK parliament in London (Westminster). This paper assumes a ‘no’ to independence at the
referendum but subsequent formation of a jointly-administered (Westminster-Holyrood)
Scottish offshore sector. An oil price price fall, sufficient for operators to curtail investment
and consider divestment or decommissioning, is assumed to follow with state intervention
(via equity acquisition) in response. Joint administration and state participation in an offshore
sector are comparable to the situation in the Canadian province of Newfoundland and
Labrador, hence the choice of comparison. Further lessons for Scotland are obtained from the
UK sector’s own history and Denmark’s current situation. For the formation of a jointly-
administered sector, legislation (external and internal) and maritime boundaries (internal) are
critically analysed. For the sector’s operation, administrative arrangements, taxation revenue
management (including an oil fund) and wider energy policy are considered.
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Canada, devolution, devo max, independence referendum, joint adminstration, maritime
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“A devolved Scottish oil & gas sector:
regulatory lessons from the relationship between
Newfoundland & Labrador and the federal government of Canada.”

1. INTRODUCTION

A Background

The UK consists of four countries: England, Scotland, Wales and Northern Ireland.
Historically, the UK was governed highly centrally from the UK parliament in London
(Westminster), an arrangement not universally popular. In 1999, a new Scottish parliament
opened in Edinburgh (Holyrood) with limited powers (e.g. health, education). A key
proponent considered such devolution would “kill nationalism stone dead”” i.e. finish any
independence demands.

Devolution rapidly deviated from any such intent, however. The 2011 election was
won by the pro-independence Scottish National Party (SNP) who, as the new Scottish
Government, legislated to hold a referendum. On 18 September 2014, therefore, the Scottish
electorate will vote on the question “Should Scotland be an independent coun‘[ry?”3

Whilst ‘straight choice’ opinion polls (‘yes’/no’) consistently indicate a majority
against independence,” those offering intermediate options (e.g. ‘Devo Max’)® reveal strong
interest in further devolution from Westminster to Holyrood within a UK context. Although
no major political party® has committed beyond the Scotland Act 2012,” further devolution
remains feasible. Pre-referendum, the ‘no’ campaign could offer it to win undecided voters.
Post-referendum, a losing ‘yes’ campaign could accept it either as a final settlement or as a
step towards a future independence campaign.

From its discovery to today’s referendum debate,® oil remains central to the Scottish
economy. Supporting 200,000 jobs® and contributing 17% of GDP,® long-term opportunities
must be maximised whilst addressing potentially conflicting issues. Scotland’s future relies
upon its remaining reserves and technical expertise.™

Although the Canadian province of Newfoundland exhibits numerous parallels with
Scotland,*? their offshore sectors differ; Newfoundland remains largely undeveloped despite
significant potential®® whilst the UKCS is now largely mature.** Canada attempted state
participation® via the discontinued NEP® whilst the Atlantic Accord*’ brought offshore
Newfoundland under joint administration (federal-provincial),*® both governments retaining
equity. In contrast, the UKCS is administered solely by Westminster. Once a major
participant, the UK state has divested equity.*®

B Basis

The assumed 2014 referendum result is a close ‘no’ followed by further devolution including
formation of a Scottish offshore sector administered jointly (Westminster-Holyrood). Whilst
Scottish Government projections (to 2018) refer to high oil prices,®® UKCS forecasts are

CPSA 2014 Submission
Sanjoy Sen

03/03/2014

Page 6 of 50



highly sensitive to a downturn.?* This paper assumes a price fall sufficient for operators to
curtail investment and to consider divestment or decommissioning. State intervention is
assumed, via equity acquisition, to maintain employment and revenue. Joint administration
and state participation are comparable to Newfoundland, hence the choice of comparison.

A Scottish sector would contain some 85% of UKCS reserves.?? Unless stated
otherwise, it can be considered analogous to the present UKCS. ‘Oil’ is analogous to ‘oil &
gas’. ‘Sector’ refers to the offshore oil & gas sector. The province, consisting Of
Newfoundland (an island) and Labrador (part of the Canadian mainland), was re-named
Newfoundland and Labrador (2001).2 For convenience, it remains referred to as
‘Newfoundland’ in this paper.
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2. COMPARISON: SCOTLAND vs. NEWFOUNDLAND

A Background
() Scotland: Greater Prosperity

England and Scotland formed Great Britain in 1707.%* Scotland’s constitutional position
remained largely unchanged until the 1997 referendum® led to a new parliament.?
Westminster and Holyrood have recently clashed over oil, mirroring the 1970s when high
prices fuelled nationalism. Recovering from 1980s industrial decline,”” median income? and
unemployment figures®® now match the UK average.

Scotland is sufficiently close to the UK market to support sector development. The
North Sea is a challenging environment; offshore technology was pioneered there.*®
Population, 5.3 million, forms only 10% of the UK total® but is comparable to that of nearby
Scandinavian nations.*2

(i)  Newfoundland: Greater Autonomy

European powers competed over Newfoundland’s North Atlantic fishing stocks®® until Britain
prevailed.*® Newfoundland gained representative government (1832)* and responsible
government (1855)% but reverted to British rule upon economic collapse (1934).% Following
two, closely-fought referenda (1948),% it joined the Canadian confederation (1949)*° and is
now governed jointly by federal and provincial governments.*® Whilst governments have
clashed over oil** and regional identity remains strong,*” independence attracts little support.*®
Over-dependent upon fishing,** its median income® and unemployment* figures remain
Canada’s worst.

Population centres are distant, hampering oil development. The nearest provinces are
Quebec and the Maritimes, although Newfoundland’s closest neighbour is the French COM,*
St Pierre & Miquelon. Ice presence (bergs and sheets) demands unique oil infrastructure.
Population, 515,000, is matched by Edinburgh’s alone.*® Newfoundland’s population has
little Scottish provenance.>

B Oil & Gas
(i) Scotland: a Mature Province

From first discoveries (gas: 1965, oil: 1969),>* UKCS development commenced rapidly.
Westminster, keen to access revenues and reduce import dependence, enacted legislation
quickly albeit imperfectly.®® State participation was established by Labour (1970s) but
divested by the Conservatives (1980s).>® Post devolution, Westminster has retained sole
authority. HM Treasury has frequently adjusted tax rates but incentivises investment also.
Following the Piper Alpha disaster (1988),>* the HSE introduced the safety case regime.
Although production has halved from its 1999 peak,* activity remains strong in both
in the mature North Sea and in the frontier WoS region.®® Licensing innovations,’
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administered by DECC, attracts numerous operators. WoS-focussed oil majors,”® have
divested older assets to independents.>® Recent entrants include utilities®® and NOCs.*

(i) Newfoundland: a Frontier Province

Offshore Newfoundland exploration commenced in 1966 but technical challenges and
exploration failures hampered development.> Under the discontinued NEP, the federal
government provided support but Western Canadian onshore oil sands remain dominant.®®
Federal grants and equity ac%uisition, via the CHHC, facilitiated the much-delayed first
development, Hibernia (1997).** Following the Atlantic Accord 1987, joint administration is
via the C-NLOPB. Safety was overhauled following the Ocean Ranger disaster (1982).%°

Only three developments have entered production to date: Hibernia (ExxonMobil),
Terra Nova (Suncor) and White Rose (Husky Energy). Another, Hebron (ExxonMobil), is in
development. In the high oil price environment post-2000, delays are largely attributable to
provincial government disputes with the federal government, other provinces and oil
companies.®® The (Upper) Churchill Falls®” experience shapes decision-making. In 1969, the
province committed (effectively until 2041)® to sell power cheaply across its sole land border
to Hydro-Quebec.®® Via “Resource Management Levers”,’® Newfoundland demands equity
share,”* royalties and local opportunities through large, concrete GBS construction.
Infrastructure remains limited; without pipelines, oil is exported from offshore via shuttle
tankers’? whilst gas must be re-injected into reservoirs.”
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3. SECTOR FORMATION
A Scenario

Following a close ‘no’ result at the 2014 referendum, a Scottish offshore sector is assumed to
be formed subsequently. Joint administration (by Westminster and Holyrood) would meet the
UK’s continued interest in a strategic sector and Scotland’s demands for greater devolution.

An oil price fall,” sufficient to cause operators to curtail investment and to consider
asset divestment or decommissioning, is then assumed. Smaller operators could even find
their viability threatened, leaving decommissioning liabilities for the state. To maintain
employment and revenue, state intervention is assumed via acquisition of non-operated
equity. Whilst arguable that neither government would desire equity risk, intervention could
be necessary given the potential impact on the wider economy of sector failure.” Such action
would not be unprecedented; Westminster intervened to rescue Burmah Oil (1974).”® This
reactive approach is akin to CHHC’s (federal) buy-in to save Hibernia.

Any jointly-administered requirements for ministerial approval’® would need to be
applied whilst avoiding conflicts of interest. Finances for acquistion are assumed to be
available via re-assessment of spending priorities or increased borrowing. In a depressed
market, distressed operators could surrender equity cheaply, however. With certain licences
renewable annually,”® entry upon expiry is also possible.”

77
|

B Legislation: External
(i) Newfoundland: NAFTA Rulings

Canada is a NAFTA member.®® Whilst Petro-Canada’s privatisation was legislated pre-entry,
Mexico’s vast NOC, PEMEX, retains a monopoly; Annex 602.3 provisions apply.®* As
Article 102 objectives include elimination of barriers and promotion of competition, increased
Newfoundland provincial control could provoke controversy. As Article 1102 prevents
compulsory foreign relinquishment, any provincial equity acquisition must be negotiated.

The Atlantic Accord 1987 requires a local industrial benefits plan.®? Although not
guaranteeing local participation®® and having permitted the Terra Nova and White Rose
developments via imported FPSOs,®* Newfoundland has fought for local GBS construction.®®
Preference towards local development (over NAFTA-based suppliers) would breach Article
301, however.

The Atlantic Accord 1987 requirement for local R&D expenditure®® was successfully
challenged by Hibernia participants under Article 1106 (2012).%” The fine was levied upon the
federal government, worsening provincial relations.

Lesson from Newfoundland:
e External legislation could permit state participation but not state protection
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(i)  Scotland: EU Implications

Since EEC entry,® European legislation has created sector concern.® As many states retain
participation as permitted under Council Directive,® UK participation would not be
unprecedented. ‘Golden share’ protection at ENI (2000)** and Galp (2011)% failed against
treaty obligations, however. In Hungary’s defence of MOL (from Austria’s OMV, 2008), the
EC was concerned over protectionist domestic legislation®® but noted separate issues
regarding competition reduction.®* The UK earlier retained control over state-owned BNOC’s
successor, Britoil (following BP’s acquisition, 1987).% Protectionism would now be allowed
against non-EU entities only.

With support from the Offshore Supplies Office, first-generation Elatforms were
constructed in sites across Scotland, creating a short-lived employment boom.”® Although UK
Prime Minister, David Cameron stated “our economy had become far too reliant on financial
services and banking, rather than actually making things”,”” EU legislation does not permit
national content regulations. The Scottish government recognises the importance of
technology in improving oil recovery®® but cannot impose local R&D targets.

Following the Deepwater Horizon incident,®® EC proposals to centrally regulate
offshore health & safety were opposed by Westminster'®® and the sector™™ resulting in a more
flexible Directive. As its economic contribution diminishes, the sector could, like fishing,
become of reduced significance to Westminister, however. James Wharton MP’s Private
Member’s Bill'® could lead to an EU membership referendum (2017). Re-negotiation of EU
terms or exit from the EU would permit greater autonomy in sector administration.

C Legislation: Internal
(i) Newfoundland: Inter-Provincial Relationships

Sector administration varies across Canada. Onshore, Alberta, Manitoba and Saskachewan
entered the confederation without control over their resources, gaining it later (1930).'%
Alberta opposed NEP federal interference'® and has retained revenues.'® As Quebec and
New Brunswick regulate fledgling shale gas sectors, ' further inconsistencies could emerge.

British Columbia lost its offshore resources claim in the Supreme Court (1967).%%"
Newfoundland lost a similar case (1984)'% but the Atlantic Accord 1987 later created joint
sector administration. Disputes persist, however, including Newfoundland’s demand of the
federal (CHHC) Hibernia stake.’® Also jointly-administered,**® Nova Scotia has seen only
three offshore developments.***

Controversial equalisation payments**? from “have” to “have not” provinces strain
relationships. Historically a recipient, Newfoundland resisted sharing its new oil revenues.**?

Lesson from Newfoundland:
¢ Inconsistent outcomes affect inter-provincial relationships
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(i)  Scotland: Wider UK Impact

To maintain industry certainty, joint administration arrangements should be agreed quickly
and smoothly. Once agreed, uncertainty could re-surface following a ‘bail-out’, however. The
Westminster-Holyrood power balance could shift dependent upon the source of finances.

Devolution has created a complex constitutional and political situation'** with
inconsistencies across the UK. A jointly-administered sector would add further complexity; to
date, matters have been largely reserved or devolved. Onshore exploration has historically
been devolved to Northern Ireland;'** other rUK nations could demand devolution of sector
administration also. Without an equivalent English parliament, a conflict of interest could
arise in Westminster over its administration of the rUKCS and Scottish sectors. Previously
resolved complexities (1960s) relating to revenue share allocation could be re-opened.

An oil-driven wealth gap between Scotland and rUK could lead to tensions whilst
introduction of equalisation payments could prove counter-productive. Noting potential
difficulties, Devo Plus,**® whilst promoting greater tax-raising powers for Holyrood, “is not
proposing the devolution of North Sea Oil & Gas revenue or duties until there can be
widespread agreement across all nations in the UK”.*" It does, however, consider that the
supplementary charge (levied on UKCS profits by the UK government) could be devolved
“without breaking up the licensing and legislative regime.”118

D Maritime Boundaries: Internal
(i) Newfoundland: Provincial Disputes

Inter-provincial boundary disputes have delayed eastern Canadian development. Interpretation
of the joint statement from the Atlantic provinces (1964) was later disputed by Newfoundland
and Nova Scotia. The tribunal decision (2002) referred to 1CJ practice of adjustment of an
equi-distant line to remove distorting effects’*® in a case complicated by international
dimensions.’® Devolution of offshore jurisdiction to provinces was considered a “terrible
precedent for the practice of Canadian federalism”, however.**!

Newfoundland-Quebec relations remain strained due to the latter’s refusal to recognise
the British Privy Council 1927 definition of the land border with Labrador,*?? impacting
mineral resources claims. Further disputes could arise over hydrocarbon discoveries,*?®
especially were Quebecois autonomy demands to resurface.**

Lesson from Newfoundland:
e Internal border disputes can be protracted if means of resolution unclear

(ii.)  Scotland: UK Internal Boundaries

Formation of a Scottish sector would lead to the formation of either a single rUKCS sector or
separate national sectors, the latter creating potential for multiple disputes. Treaty
requirements for fields straddling boundaries would create further complexity. To avoid
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uncertainty, internal boundaries and their implications should be agreed quickly. Whilst 1CJ
practices can be applied, no recourse to the court is possible.

Two existing options are possible for an independent Scottish sector’s maritime
boundary: the Scottish Adjacent Waters Boundary Order 1999 (a diagonal median line) and
the “Scottish Area” Civil and Criminal Jurisdiction Orders 1987'% (a horizontal line
extending from the land border). The latter’s greater size offers few additional reserves,
however; both scenarios deliver some 85% to Scotland™® Whilst it is assumed that
international boundaries would be unaffected by devolution, future discussions could involve
Westminster and Holyrood as foreign counterparts must be confident of a consistent message.

The strategic location'?’ of the Northern Isles (Shetland and Orkney) saw them obtain
powers'?® and create an oil fund.'® International maritime boundaries give ‘full effect’ to the
Northern Isles, significantly increasing UKCS size.*® Should they wish to remain with the
UK upon Scottish independence, their EEZ could be similar to those of the Channel Islands
(i.e. 12-mile boundary)*®* or could include a high seas corridor, as per St Pierre & Miquelon’s
controversial arrangement. Noting the Northern Isles’s distinct identity and limited interest in
Scottish independence, their MSPs propose further autonomy e.g. as Denmark-Faroe
Islands.*® Pre-referendum, Scotland’s three island councils,*® citing Article 174 of the
Lisbon Treaty,™** have requested “special attention” for seabed control and energy resources.
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4. SECTOR OPERATION
A Administrative Arrangements
(i) Newfoundland: C-NLOPB

Pre-dating the Atlantic Accord, the Royal Commission on the Ocean Ranger disaster (1982)
cited governmental clashes and a lack of overall competence.*® Presently, the C-NLOPB
administers licensing, safety, environment and local opportunities, a wide remit with potential
for ‘salesman-policeman’ conflicts of interest. Overseen by a jointly-appointed board
reporting to the federal Minister of Natural Resources and the provincial Minister of Mines &
Energy, approval from governments with differing priorities has delayed development.

Newfoundland clashed with ExxonMobil over Hebron 22006), demanding super
royalties, equity and local opportunities (GBS and refinery).** Newfoundland Premier
Williams threatened fallow-field legislation™*” whilst labelling Canadian President Harper “a
big buddy to big oil”.*® Provincial equity acquisition can create uncertainty should operators
fear bias™ or intent to ultimately assume control. A postive relationship must be maintained
with operators to facilitate both their and third-party future developments.*°

Lesson from Newfoundland:
e Joint administration must provide a consistent, positive message to industry

(ii.)  Scotland: New Arrangements

Detailed analysis of licensing, health & safety and environmental issues for a devolved sector
is a complex matter*! outwith the scope of this paper. The transition from Westminster-only
administration and the nature of joint administration is considered below. As the sector
matures, administrative burdens associated with new entrants, asset integrity and
decommissioning are set to increase.

The Scottish Government’s desire to retain separation between licensing and safety
would preclude formation of a single body.'*? Retention of powers within UK’s DECC and
HSE, whilst simpler, could create an excessive workload and may not meet devolution
aspirations. Although multiple new bodies would be required, joint administration must avoid
delays whilst transferring data and gathering competence.'*® To maintain investor confidence,
continuity is essential; early introduction of major changes could prove disruptive.*** The
current system, a regulatory-contractual hybrid, offers the Secretary of State significant
powers of discretion. As joint administration typically requires both parties’ consent, the
relationship between Westminster and Holyrood ministers is critical.

The Scottish economy could become over-dependent upon decisions by oil majors
balancing global portfolios. Investment must be incentivised whilst avoiding being ‘held to
ransom’. Conversely, state involvement must not become excessive; in the 1970s, concerns
were expressed over BNOC’s remit.** Legislation restricting Nordsgfonden to 40% equity
and to the Danish continental shelf'*® provides reassurance that the state is not a competitor.
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B Taxation: Revenue Management
(1) Newfoundland: Revenue Instability

Outwith C-NLOPB’s remit, federal and provincial governments allocate taxes separately.
Federal income tax has declined to 15% whilst Newfoundland’s provincial tax is 14%.*" The
10% Federal Atlantic Investment Tax Credit provides a limited incentive to development.

Heavily oil-dependent,**® Newfoundland’s revenues have fluctuated with oil price and
production. Reliant upon just three developments, provincial finances were affected'*® by
Terra Nova’s delayed start-up and subsequent outages.*> When revenues arrived (2008), tax
cuts and public spending increases followed™* but a downturn forced major redundancies. 2

Heavy provincial governmental demands stalled the Hebron development. To
accommodate super royalties, Nalcor equity was halved and local refinery plans shelved.**®
Alberta invested in an ‘oil fund’, focussing on loans to Crown corporations. Poor returns
necessitated restructure however.*

Lessons from Newfoundland:

e Heavy sector dependence causes revenue fluctuations
e Tax take and equity demands must be balanced

e Oil fund objectives must be clear

(i)  Scotland: Revenue Management inc. Oil Fund

UKCS profits are taxed by the UK government at 62% via Corporation Tax (30%) and
Supplementary Charge (32%)."> Older fields, also liable for ring-fenced (field-based)
Petroleum Revenue Tax (50%), pay 81%."%

With the sector contributing heavily to GDP, a devolved Scottish economy would be
sensitive to oil price and production fluctuations. Revenues have proven unpredictable
historically*®” with key factors outwith Holyrood’s control;**® current predictions range from
£31 bn to £57 bn (2012-18)."*° Dependence on major fields*® and ageing hubs'®* further
increases uncertainty.

Denmark’s sole concession, the DUC,'® developed slowly.'® The North Sea
Agreement 2003 increased tax take and ensured state entry (via Nordsgfonden) but with little
increase in participant revenue, low investment caused steep production decline.*®* Although
depletion control was considered in the 1970s,'® 80% of UKCS reserves have been
produced.'®® Whilst noting missed opportunities,*®’ the Scottish Government is conscious of
recent fluctuations,™®® valuing incentivisation*®® and stability.'"

The Scottish Government identifies potential oil fund goals e.g. wealth for future
generations, low carbon energy facilitation, short-term stability.!”* Although it notes the
challenges involved,'”> funding of required subsidies could prove difficult. Upon
independence, funding would be affected by liabilities inherited;'”® upon devolution, it would
be affected by reductions in the ‘block grant® currently supplied from Westminster.!”* The
CPPR asserts that “because government spending per head in Scotland is well above the UK

average” no oil fund revenue “would be available... without tax increases or budget cuts”.*”
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Revenue could be invested abroad (to maximise returns and to protect other sectors
from negative impacts)'’® or domestically to develop other sectors.*”” From first oil (1969) to
establishment of its oil fund (1990) to first payments (1996), Norway exemplifies the long-
term nature of oil funds.'”® McCrone, having predicted major surpluses in the 1970s, now
considers a Scottish fund difficult “for quite some time”."

C Energy Policy
(i)  Newfoundland: an Energy Warehouse'®°

Energy is prominent in Newfoundland’s economy.'® Its oil contributes little to Canada’s
comfortable energy security position,'®? however, thus warranting little new federal support.
Federal and provincial energy policies retain partial overlap; Ottawa’s SCDNG6.4 billion loan
guarantee (2012)* facilitated Nalcor’s new Lower Churchill development.'®* Newfoundland
has identified new electricity markets via a subsea connection to Nova Scotia.’® Nalcor’s
renewables interests create potential conflicts should oil investment become limited and gas
development become dis-incentivised,'®® however.

Following abolition of the NEP (1985), the federal government has found oil sector
management challenging. Whilst the USA blocked CNOOC’s takeover of Unocal (2005),'¥
Canada permitted its acquisition of Nexen (2012).'%® Revenue from prolific Western Canadian
oil sands production has diverted attention from environmental considerations,*® prompting
Canadian withdrawal from the Kyoto Protocol (2011). The Keystone XL oil sands pipeline to
the USA has encountered resistance although arguments could be reversed by the Lac-
Mégantic oil train disaster (2013);'* a trans-national pipeline is now proposed also.'**

Lessons from Newfoundland:
e Consistent energy policies are challenging to formulate within a devolved structure
e Dependence upon a single customer hampers development

(ii.)  Scotland: Oil vs. Renewables

Post-devolution policies in the wider energy sector merit consideration in terms of potential
impact upon the oil sector. Requirement for consistent national policy proved persuasive in
not devolving UKCS regulation and taxation in the 1970s.'*? Since devolution, however,
Westminster and Holyrood policies have diverged® even though interdependence remains
significant; rUK requires energy whilst Scotland requires investment. Security of supply and
climate change targets form the basis of future legal issues.***

The UK holds, by far, the EU’s largest oil reserves'*® but became import-dependent by
the mid-2000s.'*® The UKCS continues to comfortably meets Scotland’s demands™’ and also
most of the UK’s (oil: 68%, gas: 58%).'%® As it remains in the entire UK’s interest to support
Scottish sector production, recent foreign acquistions are a potential concern for both
parliaments.’® “Scotland has 25% of Europe’s tidal power potential, 25% of its offshore wind
potential and 10% of its wave power potential”?*® whilst the North Sea is considered a prime
location for CCS;?* as energy security (and climate change) are concerns across the EU,%%

CPSA 2014 Submission
Sanjoy Sen

03/03/2014

Page 16 of 50



diversification from fossil fuels is a priority. Significant continental markets exist for
Scotland’s renewable energy but pending heavy subsidies to establish a subsea electrical
connection, the rUK remains its only market.

Citing Denmark and Abu Dhabi, the Scottish Government contends that oil and
renewable energy development are compatible.?%® Should the rUK choose instead to invest in
its own renewable projects,”® however, Holyrood would be forced to provide significant
subsidies. Whilst the SNP targets 100% of national electricity demand from renewables by
2020, this appears unachievable without UK-wide subsidy.?® The situation appears urgent as
Scotland’s status as an electricity ‘exporter’ is threatened by imminent closures.?°® Renewable
subsidies could require oil sector taxation increases and reduce Holyrood’s ability to invest in
assets where it holds equity.

In the 1970s, concerns were expressed that UKCS state participation®”” would “risk
prejudging an important wider policy issue” around energy supply.’®® Acquisition of state
equity could re-introduce conflicts of interest. Shale gas is a key potential Westminster-
Holyrood conflict as discoveries in England®® could cause prices to fall. As the rUK is

essentially its sole ‘export market’,**° the Scottish offshore sector could be impacted.

D Exit Strategy

State equity acquisition is arguably easier than any subsequent divestment; Westminster and
Holyrood are likely to have different viewpoints. Late-life equity sell-offs would be
challenging as potential buyers would be offered heavily-depleted reservoirs and aged
infrastructure soon requiring decommissioning.

In a rUK context, long-term strategic importance appears minimal. Westminster may
wish to divest as soon as investor confidence returns.?*! A key goal is likely to be exit before
the sector becomes uneconomic and permanently state-dependent, as occurred in such heavy
industries as shipbuilding. From a Scottish perspective, the sector is likely to make a
significant GDP contribution for years to come. Holyrood could seek to acquire
Westminster’s share of equity and liabilities.

Irrespective of ideology, sell-offs may become a necessity. Both Labour and
Conservative adminstrations divested equity in response to economic pressures.**?
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5. CONCLUSIONS

A Comparison: Scotland vs. Newfoundland

Scotland and Newfoundland exhibit similarities in terms of geography (small populations
located at a continental extremity) and culture (‘regions’ seeking greater autonomy within a
larger entity). Whilst Scotland’s mature offshore sector clearly differs from Newfoundland’s
frontier province, the latter nevertheless offers valuable lessons upon joint adminstration
(Westminster-Holyrood) and state participation. Denmark’s recent experience of ‘regaining’
its sector following expiry of a lengthy sole concession also offers valuable lessons. Most
striking are the parallels from the history of the UKCS itself. “The independence debate
introduces a note of uncertainty”;**® the overall conclusion is that whilst legal issues will
continue to evolve over sector life, any change in administration must take place quickly and
smoothly. Joint administration, whilst feasible, brings additional challenges.

B Sector Formation
(i) Legislation: External

Lesson from Newfoundland:
e External legislation could permit state participation but not state protection

Many EU states retain participation as permitted under Council Directive 94/22/EC
[1994]. UK participation would not therefore be unprecedented. ‘Golden share’ protection has
failed against treaty obligations, however, and EU legislation does not permit national content
regulations. The Scottish government recognises the importance of technology in improving
oil recovery but cannot impose local R&D targets. Re-negotiation or exit would permit
greater autonomy in sector administration.

(ii.)  Legislation: Internal

Lesson from Newfoundland:
e Inconsistent outcomes affect inter-provincial relationships

A jointly-administered sector would add further complexity; to date, matters have
been largely reserved or devolved. Other rUK nations could demand devolution of sector
administration also. Without an English parliament, a conflict of interest could arise in
Westminster over its administration of the rUKCS and Scottish sectors. Previously resolved
complexities (1960s) relating to revenue share allocation could be re-opened. An oil-driven
wealth gap, in either direction, between Scotland and rUK could lead to tensions.

CPSA 2014 Submission
Sanjoy Sen

03/03/2014

Page 18 of 50



(iii.)  Maritime Boundaries: Internal

Lesson from Newfoundland:
e Internal border disputes can be protracted if means of resolution unclear

Formation of a Scottish sector would lead to the formation of either a single rUKCS
sector or separate national sectors, the latter creating potential for multiple disputes. Whilst
ICJ practices (e.g. median line adjustment) can be applied, no recourse to the court is possible.
The two options proposed for the Scottish sector’s southern maritime boundary differ little in
terms of reserves. Noting the Northern Isles’s strategic location, distinct identity and limited
interest in Scottish independence, joint administration could involve more than Westminster
and Holyrood.

C Sector Operation
(i)  Administrative Arrangements

Lesson from Newfoundland:
e Joint administration must provide a consistent, positive message to industry

As the sector matures, administrative burdens associated with new entrants, asset
integrity and decommissioning are set to increase. Although multiple new bodies would be
required (to retain separation between licensing and safety), joint administration must avoid
delays whilst transferring data and gathering competence. As joint administration typically
requires both parties’ consent, the relationship between Westminster and Holyrood ministers
is critical. Investment must be incentivised whilst avoiding being ‘held to ransom’ by
international investors. Conversely, state involvement must not become excessive to the point
of threatening other participants.

(ii.)  Taxation: Revenue Management

Lessons from Newfoundland:
e Heavy sector dependence causes revenue fluctuations
e Tax take and equity demands must be balanced
e Oil fund objectives must be clear

With the sector contributing heavily to GDP, a devolved Scottish economy would be
sensitive to oil price and production fluctuations. Revenues have proven unpredictable
historically with key factors outwith Holyrood’s control. Dependence on major fields and
ageing hubs increases uncertainty.

In Denmark, the North Sea Agreement 2003 increased tax take and ensured
Nordsefonden’s state entry but with little increase in participant revenue, low investment
caused steep production decline. Whilst noting missed opportunities, the Scottish Government
is conscious of recent investment fluctuations, valuing incentivisation and stability.
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The Scottish Government identifies potential oil fund goals as wealth for future
generations, low carbon energy facilitation, short-term stability. Although it notes the
challenges involved, funding could prove difficult given spending commitments. From first oil
(1969) to establishment of its oil fund (1990) to first payments (1996), Norway exemplifies
the long-term nature of oil funds.

(iii.)  Energy Policy

Lessons from Newfoundland:
e Consistent energy policies are challenging to formulate within a devolved structure

e Dependence upon a single customer hampers development

Since devolution, Westminster and Holyrood policies have diverged even though
interdependence remains significant; rUK requires energy whilst Scotland requires
investment. Scotland’s substantial renewables and CCS potential are valuable in the context
of energy security (and climate change) concerns across the EU but heavy investment is
required to access continental markets. Should the rUK choose instead to invest in its own
renewable projects, Holyrood would be forced to provide significant subsidies. These could
require oil sector taxation increases and reduce Holyrood’s ability to invest in assets where it
holds equity. Shale gas is a key potential Westminster-Holyrood conflict: major discoveries in
rUK could affect demand in the Scottish offshore sector’s sole ‘export’ market.
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