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The impact of Brexit on the energy sector

Introduction

Overthe years, the United Kingdom (UK) has exercised a significant influence over the European Union (“EU”) energy policy
and has beenat the forefront of liberalisation initiatives. Following a referendum held on the 23 June 2016, it has been
announced that the United Kingdom has decided to leave the European Union (“Brexit”).

Itis not the intention of this paper to put forward the potential rights or wrongs of “Brexit”. However, below, we begin to consider
what Brexit could look like and what it may mean for the energy sector in the UK.

Possible post-Brexit scenarios

1. Thereareanumber of possible relationships that the UK could now have with the EU post-withdrawal. Three such
relationshipsinclude:

e The UK joining the European Free Trade Association (“EFTA”) and the European Economic Area (“EEA”),
followingthe model of Iceland, Lichtensteinand Norway. The EEA Agreementincludes EU legislation covering the four
freedomsand cooperationin otherareas, including energy. The EEAand EFTA States are part of the Internal Energy
Market (“/EM”) (i.e., the creation of aninternal market for gas and electricity) and there is currently an ongoing process
of incorporatingthe Third Energy Package, in force since September 2009, into the EEA Agreement. Thus, if the UK
remains inthe IEM, arrangements for the energy sector would remain similar to those which are in existence today.

However, it is doubtful whether the UK would pursue this option, as it would need to apply a substantial proportion of
the existing EU legislation, without being able to vote upon it. In addition, the UK would have to accept EU laws and rules
on competition policy and state aid, and contribute to the EU budget.

Key aspects of the Third Energy Package

e Unbundling energy suppliers from network operators, i.e., the separation of energy supply and genera-
tion fromthe operation of transmission networks.

e Strengthening the independence of national regulatory authorities (“NRAs”), e.g., by ensuring that
theyare free frominfluence of both industry and government.

e Establishingthe Agency for the Coperation of Energy Regulators (“ACER”),an independent EU agency
establishedto help cooperation between NRAs and to ensure the smooth functioning of the internal energy market.

e Cross-border cooperation between transmission system operators and the creation of the
European Network for Transmission System Operators for Electricity (“ENTSO-E”’) and the
European Network for Transmission System Operators for Gas (“ENTSO-G””), which (i) develop
standards and draft pan-European network codes to help harmonise the flow of electricity and gasacross
different transmission systemsand (ii) coordinate the planning of new network investments and monitor the
development of new transmission capabilities.



e The UK signing bilateral agreements (under EFTA membership), followingthe model of Switzerland,an EFTA

Statewhichisnot part of the EEA. In that case, the UK would not automatically have toimplement new EU legislation and
agreements would be negotiated on a case-by-case basis. Indeed, Switzerland has negotiated a series of bilateral
agreements with the EU that give access to the internal market for goods but not most services. Except in specific cases,
it does notaccept EU competition law and state aid rules, but it does contribute to the EU budget. Anagreement onthe
free movement of citizens was also in force until recently, but has been limited after Switzerland launched an anti-immi-
grationreferendumin 2014. The network of (more than 100) agreementsis complexand sometimes incoherent,and fresh
negotiations have to be undertaken wheneverachange in EU legislation occurs. This leads to uncertainty for businesses.

There are ongoing negotiations between Switzerland and the EU to conclude an energy agreement which would
regulate cross-border electricity trading, harmonise safety standards, secure free market access and guarantee
Switzerland’s membership in the various committees. The negotiation mandate encompasses the latest legal develop-
mentsinthe EU, including the Third Energy Package. Nevertheless, the danger of such arelationship is highlighted
by the fact that the deal remains blocked after Switzerland’s referendum onimmigration,and the EU refuses to give
Switzerland further access to the internal market until a framework agreement s established. Itis therefore
doubtful that the EU would be willing to establish a similar relationship with the UK.

e The UK negotiating a single bilateral free trade arrangement with the EU (as for example, South Korea or

Canada). This would entail the negotiation of afree-trade deal with the EU post-withdrawal,in order to gainaccess to the
internal market (for goodsand,in whole orin part, for services). The framework agreement, concluded within WTO limits,
would not require observance of all EU rules and would involve no contribution to the EU budget. On the other hand, it
would leave the UK with little influence over internal market rules. The UK would also need to negotiate its own free-trade
deals with non-EU countries, which may prove challenging. The deal would probably take along-time to negotiate and

its precise outcome would be uncertain. As with South Korea, the deal could involve cooperation with regard to climate
changeand energy security.

Inthe last two scenarios, the UK could specify that the EU Energy rules no longer apply to it and would have increased power
to devise its own rules. Some commentators fear, if the UK were to lose its influence over the EU energy legislation, that the
EU single energy market could move away from further liberalisation, restructuring and transparency.

However, the current UK Government has been reported as being unlikely to want to reverse the trend for more
transparency and a level playing field at EU level, which is currently beingimplemented by the Commission’s Third Energy
Package and by the 2015 Framework for Energy Union'.

Impact of Brexit on each individual aspect of EU Energy Policy

1.

The impact of Brexit must, in reality, be examined for each aspect of the EU energy policy.

Under all three scenarios mentioned above, several sources, including a study conducted by Vivideconomics for National
Grid inthe UK, ?stress that the uncertainty created by Brexit risks giving rise to higher costs of investment in energy
infrastructure and/or to the deferral of such investments.

1 UK House of Commons Briefing Paper dated 12 February 2016 “Exiting the EU: impact in key UK policy areas” p.73, accessible at : http://researchbrief-
ings.parliament.uk/ResearchBriefing/Summary/CBP-7213#fullreport

2 Study by Vivideconomics “The impact of Brexit on the UK energy sector” dated 29 March 2016, accessible at: http://www.vivideconomics.com/
wp-content/uploads/2016/03/VE-note-on-impact-of-Brexit-on-the-UK-energy-system.pdf
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3. Underthelast two scenarios mentioned above, where the UK exits the [EM, each of the following aspects of EU Energy policy
is likely to be affected:

e Regulatory bodies: after Brexit, the UK would exit the two EU regulatory bodies dealing with energy markets, i.e., the
Council of European Energy Regulators (“CEER”) (a not-for-profit organization through which national regulators
cooperate and exchange best practices) and ACER. In order to retain influence over Energy Policy in the internal market,
the UK would have to negotiate to remain part of those bodies. It could also reach an agreement to remain in ENTSO-E and
ENTSO-G, whichwould enable UK transmission system operators to be able to influence the development of network
codices.

e Availability of EU funds:asubstantial number of British energy infrastructure plans are currently listed as eligible for
financial supportas projects of common interest (“PCls™), /.e, alist of key infrastructure projects which may benefit
fromanaccelerated procedure and access to financial support fromthe EU. Brexit may lead to those projects being reviewed
as PClsand/or receivinglower priority,and may impact the deployment of such projects (e.g, offshore wind projects).

e Stateaid: Stateaid rules would no longerapply to the UK. Therefore, subsidies granted by the UK government would not
fallfoul of EU State aid rulesand the UK would have greater independence and freedom with regard to its energy policy.
Nevertheless, with regard to exports, the UK would still need to comply with the WTO subsidy regime.

e Market integration:if the UK remains outside the IEM, it could be, to some extent, excluded from market integration
initiatives, such as market coupling (i.e, selling electricity together with interconnection capacity, instead of separately,
inordertointegrate electricity markets in different areas), cross-border balancing (i.e, the process through which
transmission system operators ensure that they are able to access a sufficientamount of energy to balance the differ-
ences between supply and demand that occurin every electricity transmission system) and cross-border participation
in capacity mechanisms (i.e, measures taken by Member States to ensure the availability of sufficient electric energy
resources). Leaving the single market could also openthe UK to newimport taxes and increase the cost of imports (when
sellinginto EU Member States), for example as aresult of currency devaluation, restrictions on the movement of people,
or differingrulesand regulations. Inany case, Brexit may affect the UK’s negotiating strength with external countries, asit
willnolonger be able to negotiateasablock.

e Energy security:although it seems that Brexit would not, in principle, affect existing gas and power interconnections
with EU Member States, which are subject to bilateral contractual agreements, it might create uncertainty about the
future development of these interconnections. Investment in new interconnectors may also be affected and some of the
contract/deal terms may have to be renegotiated. Inaddition,as one terminal of such interconnectors will beinthe EU,
EU policy and requirements may still be applicable. There will be difficult questions as to whether or notinterconnectors
continue to be bound by, for example, restrictions on selling capacity on along-term basis.

- Concerningelectricity, ifinvestmentsin interconnectors between the UK and its neighbours are affected, alternative
and more costly options to maintain electricity supply security may have to be explored.

- Concerninggas, the Vivideconomics study stresses that Brexit may have alesserimpact in the short term, as the UK
has domestic production of gas, gas markets are already well integrated between the UK and Europe and price
differentials are small. In addition, the UK has excess storage capacity and a diversified source of supply with many
import facilities (e.g, pipeline gas from Norway and liquefied natural gas (“LING”) from Qatar and potentially the
USA). Nevertheless, there could be supply security risks inthe longer term, where the UK could find itself excluded
from EU “solidarity principles” or when additional gas is needed for peak demand (e.g,, cold weather). There may be a
needforinvestmentin newindigenous sources of gas (e.g, shale gas), new UK gas storage and LNG facilities. Similarly
such investment, which may prove difficult without significant changes in UK Government policy asin recentyearsas
climate change policy has driveninvestment in renewable and nuclear energies.
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e Renewables and emissions policy: the EU Renewable Energy Directive (RED) requires the UK to generate 15% of its

energy fromrenewable sources by 2020.Inaddition, the EU has agreed atarget for cutting carbon emissions across the

continent by at least 40%from 1990 levels by 2030. If not part of the IEM, the UK would be released from EU renewable

targetsand emissions limits. This would in principle, give the UK more flexibility with regard its energy policy and its choice

of technologies. Nevertheless, the UK would still be bound by national and international obligations:

- First,the UKwould be subject to the United Nations Framework Convention on Climate Change (“UNFCCC”) and the

Parisagreement,and will need to submit its own national emissions target. Asa consequence,a new (lower), EU-wide

target for 2030 will probably need to be adopted as the UK is today largely contributing to the EU’s target to bring

emissions down by 40% by 2030. Alternatively, other Member States may have to agree to make greater emission

cuts.

- Second,atthe nationallevel, the Climate Change Act 2008 states that the UK must cut its carbon emissions by 80% on

1990 levels by 2050 and is required to set “carbon budgets” every five years. There could be, however, alower

emphasis on renewables asameans to cuttingemissions.

e EU Emissions Trading System (“ETS”):if the UKis outside the [EM, it may not directly participate in the ETS. However,

transitionalarrangementsandarrangements linkinga UK scheme to the ETS could be negotiated.

e The EU Industrial Emissions Directive 2010 (“IED””) requires new power plants to comply with stricter emission

limits on pollutants, while older plants have to close or clean up. This has animpact on UK coal-fired power plantsand

older gas plants which are expected to close by 2023. The UK government has indicated that it may choose to allow longer

lifetimes for some older plants. However, it has recently announced plans to close all coal-fired power stations by 2025.
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