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In the first sector article of our Net Zero series, our team looks at what the UK’s Net Zero Strategy
(“the Strategy”) means for industry stakeholders in the power sector. To read our introductory
article on the Net Zero Strategy and an overview of the implications of the Strategy on the sectors

outlined in the report, please click here.

WHAT DOES THE STRATEGY MEAN FOR YOUR SECTOR®?

In the power sector, several of the key commitments should drive change, though it is likely that further policy development will

be needed to give market participants certainty.

Key commitment: Take action so that by 2035, all our electricity will come from low carbon sources, subject to security of supply,

bringing forward the government’s commitment to a fully decarbonised power system by 15 years.

This ambitious target must be considered against an anticipated 40-60% increase in electricity demand across industry, homes
and businesses (paragraph 10). While this is a welcome goal, the detailed path to achieving it is unclear at present. The usual
suspects are included within this element of the Strategy — nuclear, CCUS and flexible technologies such as interconnectors,
electricity storage and demand-side response. The Strategy does stress the importance of reliability and the need to balance

intermittent renewables, making investment in those flexible technologies a crucial element of any development path.

Key commitment: Adopt a new approach to onshore and offshore electricity
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Building on the Offshore Transmission Network Review (“OTNR”), the Strategy states that this approach will be used to review
transmission network arrangements. To move this forward, BEIS will “publish, jointly with Ofgem, an Electricity Network
Strategy, which will set out how we will facilitate an agile, flexible onshore network that allows the rapid, transformational
change required while responding to consumer and energy system needs” and which will include “plans to introduce competition

in the onshore building, ownership, and operation of onshore network assets” (paragraph 23).

Arguably this is not a new approach, built as it is on the recent OTNR (which is still ongoing) and the perhaps more distant
memory of the CATO regime, which was never fully implemented given lack of parliamentary time after the Brexit referendum in
June 2016. However, the recognition that the regulatory platform, which facilitates the management of our energy system, is the

first building block in a fully low carbon network is helpful.

Key commitment: Provide £380m for our world-leading offshore wind sector, investing in supply chains, infrastructure and early

coordination of offshore transmission networks, securing jobs and benefitting communities across the UK.

With £160m already promised in the Ten Point Plan, the Strategy promises to “build on this with £380m for our world-leading
offshore wind sector, investing in supply chains, infrastructure and early-coordination of offshore transmission networks, securing
jobs and benefitting communities across the UK” (paragraph 33). With slightly ambiguous wording, it is unclear at the moment if
this is an increase of the £160m to £380m, or an additional sum, making £540m in total available. In any event, additional
funding demonstrates a commitment to a technology and however it is deployed (whether through grants, competitions, or
other means) it may offer valuable assistance to smaller businesses and developers in the offshore wind supply and
infrastructure chain. Such grants are unlikely to sway any return on investment analysis for the major players but a buoyant local

supply chain, for example, has the potential to make UK wind investment an even more attractive prospect.

Key commitment: Reform system governance so that the whole system can achieve our net zero ambitions and meet consumers’

needs.

Key commitment: Ensure that consumers pay a fair, affordable price for their energy and can engage with a retail energy market

that offers the products and services required to make choices that support net zero.

It is certainly vital that system governance is flexible enough to move with rapidly changing technology, while remaining resilient
enough to maintain safety standards and security of supply. It is also very clear that affordability and a resilient retail energy
market are issues that need to be urgently addressed, as has been thrown into sharp relief by a slew of supplier insolvencies

over the last few years and even more poignantly in recent months.

These measures will clearly affect technology innovators and power project developers, but they will also impact lenders and
investors who are considering their offtake strategy with any major utility or residential energy supplier. The (politically popular)
focus on keeping energy prices manageable for domestic consumers means the burden of cost increases is increasingly likely to
be borne by the suppliers. The knock-on effect for generators is a reduced pool of offtakers with tighter controls on their fixed

price offerings.

WHAT ARE THE RISKS AND OPPORTUNITIES?
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The opportunities in relation to power system decarbonisation are huge. The

"These measures will Strategy confirms the government intends to continue to rely on a market-led
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technology innovators

and power project We are not targeting a particular solution but will rely on competition to spur
developers, but they investment in technologies which are cheaper and more efficient and on innovation
will also impact lenders to reduce the cost of existing options. The government’s role is to ensure a market
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balance the intermittent renewable energy supply.

In terms of the offshore wind announcements, further clarity is required about specifically where the funds will be applied.
Investment in the UK supply chain is needed, particularly to mitigate impacts of Brexit, both in terms of extra levies and/or

duties and of potential customs delays.

In terms of system governance, and the way industry codes are reviewed and modified, it is hard to say without more detail
what the risks and opportunities will be here. While self-governance of the codes allows industry participants to raise
modifications as required, the process can be clunky and time consuming. Ways of more easily implementing required changes

would no doubt be welcomed by stakeholders.

Finally, we turn to the changes to energy retail markets and consumer protection. Given supplier insolvencies, there is a risk of a
distinct narrowing of the pool of potential power offtakers available for developers. For new entrants to the supplier market this
also looks challenging. With over 20 Supplier of Last Resort processes having taken place and the first energy special
administration process under way, new entrants will need to have robust business models and, even so, will likely struggle to

obtain investment and financing.

WHAT DOES THIS MEAN FOR:

"The Strategy provides
* Lenders to projects? significant political

comfort to lenders that
The Strategy provides significant political comfort to lenders that the UK the UK Government is

Government is committed to a multi-facetted decarbonisation strategy for the committed to a multi-
future. Whilst regulatory reform and consumer-based restrictions can be facetted

unattractive, they are a necessary element of sophisticated and adaptable markets. decarbonisation

strategy for the future."
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The market-led approach to decarbonisation means lenders can apply their usual risk-assessments to low carbon projects and
related infrastructure — if the returns are attractive and the documentation package is credit worthy and bankable there should
be minimal or no regulatory or change of law concerns around investments. Credit committees may need time to get up to
speed with new changes as the practical implementation details are developed to implement some of the lofty key

commitments set out above.

The scale of the offshore wind market in particular offers attractive secondary market opportunities and an assured pipeline of

core and ancillary assets in development over the next decade.
 Investors/ shareholders in projects (including borrowers)?

As has always been the case with renewable and other innovative technologies, projects with investors and shareholders who
have larger risk appetites are likely to push forward, taking advantage of innovation opportunities and banking on a common-
sense approach from BEIS and Ofgem. Many R&D programmes and competitions run by BEIS do allow some leeway for

successful applicants in terms of derogations from current or future network and governance standards.

As with lenders and their credit teams discussed above, risk committees may need to adjust to any new requirements and
regulations. However, this market is demonstrably nimble and both investors (and equally their lenders) are well-versed in fast

paced change.
¢ Project developers?

The focus for project developers will not change — they will continue to strive to develop projects on time, to budget and at the

required quality, to ensure that equity returns are met and loans can be repaid.

The impact of the Strategy will not affect these core objectives. Although developers will be buoyed by the level of investment
required to meet the Strategy goals, as well as the assurance of a supportive regulatory landscape, they will be keeping a very
close eye on how the supply chain, the contracting market and the logistics providers will respond to the opportunities (and
challenges) being presented and how that response will, or may, impact on the developers’ core objectives, particularly around

pricing, in what is already, and will almost certainly continue to be, a highly competitive market.

WHAT DOES THIS MEAN IF YOU’RE NOT IN THE UK?

Many international investors look to invest in power infrastructure in the UK. As one of the first liberalised electricity markets,
there is a long track record to review and to provide inward investors with confidence. It is hoped that the current promise of
change and consistent support of the Strategy should outweigh the element of regulatory uncertainty for most international

investors.
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There is therefore reason for optimism. For example, the most prolific investors in UK offshore wind are multinational power
houses (Orsted, Vattenfall, Equinor, etc.) and their existing presence and contribution toward a net zero future will certainly give
them a seat at the table in discussions with BEIS and Ofgem. New investors such as green investment funds may look to partner
up with existing investors, which would allow them to become more familiar with the UK regulatory landscape and to get

involved in stakeholder workshops and consultations as BEIS continues to consider and consult on potential actions and reforms.

HOW WILL PROGRESS BE MEASURED OR DEMONSTRATED?

In the case of the key commitments relating to power, there is an obvious measure of success in the proportion of energy supply
coming from renewable power sources on a periodic basis. Further, the number and quality of new projects coming online is a
tangible measure of success. Grid reform is necessarily a more complex and time-consuming process. Public consultations are

required, giving stakeholders enough time to understand issues and proposals and to formulate their own responses.

Once the way forward is confirmed, the government will go through implementation stages, which may involve changes to
primary and secondary legislation, and to industry codes. While this phase is also likely to be time consuming, we will see
concrete progress more easily and businesses can then adapt their structures and investment decisions with tangible reform in

sight.

SIGN UP FOR UPDATES:

All of the articles published in our Net Zero series can be found here. In the meantime, we would appreciate your thoughts,

guestions and feedback. Get in touch with one of the authors, or your usual Watson Farley & Williams contact.

To opt in to WFW mailings and register for alerts on our forthcoming articles as soon as they are published, please email us here.
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DISCLAIMER

Watson Farley & Williams is a sector specialist international law firm with a focus on the energy, infrastructure and transport sectors. With offices in Athens,
Bangkok, Dubai, Dusseldorf, Frankfurt, Hamburg, Hanoi, Hong Kong, London, Madrid, Milan, Munich, New York, Paris, Rome, Seoul, Singapore, Sydney and Tokyo
our 700+ lawyers work as integrated teams to provide practical, commercially focussed advice to our clients around the world.

All references to ‘Watson Farley & Williams’, ‘WFW’ and ‘the firm’ in this document mean Watson Farley & Williams LLP and/or its affiliated entities. Any reference
to a ‘partner’ means a member of Watson Farley & Williams LLP, or a member, partner, employee or consultant with equivalent standing and qualification in WFW
Affiliated Entities. A list of members of Watson Farley & Williams LLP and their professional qualifications is open to inspection on request.

Watson Farley & Williams LLP is a limited liability partnership registered in England and Wales with registered number 0C312252. It is authorised and regulated by
the Solicitors Regulation Authority and its members are solicitors or registered foreign lawyers.

The information provided in this publication (the “Information”) is for general and illustrative purposes only and it is not intended to provide advice whether that
advice is financial, legal, accounting, tax or any other type of advice, and should not be relied upon in that regard. While every reasonable effort is made to ensure
that the Information provided is accurate at the time of publication, no representation or warranty, express or implied, is made as to the accuracy, timeliness,
completeness, validity or currency of the Information and WFW assume no responsibility to you or any third party for the consequences of any errors or omissions.
To the maximum extent permitted by law, WFW shall not be liable for indirect or consequential loss or damage, including without limitation any loss or damage
whatsoever arising from any use of this publication or the Information.

This publication constitutes attorney advertising.
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