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Carbon leakage

Carbon leakage is where production emissions move from one
country to another due to different levels of decarbonisation
effort through carbon pricing and climate regulation.

Developed in partnership

This document was kindly supported by Energy UK,
RenewableUK and Energy Networks Association.
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The issue

EU Carbon Border Adjustment Mechanism

The design of a CBAM is critical to its success. However, the
inclusion of electricity in the EU CBAM will negatively impact GB
and EU consumers and our shared decarbonisation goals unless

intervention is made.

From 1 January 2026, electricity exports
from GB to the EU will be subject to what
is in effect an EU financial tax. Currently,
when the price of electricity is lower in
GB - and it is beneficial to export power
to the EU — clean energy will flow from
GB to the EU. The application of the EU
CBAM in its current form will make GB
energy exports less competitive.

HM Treasury could
forgo £3.5-8bn
revenue over

2025-2030

This is despite GB having a strong track
record of decarbonising its electricity

grid, with data indicating that our carbon
emissions are falling faster than any other
major economy. The carbon leakage risk
to the EU from GB electricity is minimal
and so it is concerning that the EU CBAM
will be applied on electricity exported
from GB to Europe.

Likely to cost British
exporters at least
£2.2 billion

A report by Frontier Economics' has also
shown that HM Treasury could forgo
£3.5-8bn revenue over 2025-2030 if there
continues to be a carbon price differential
between the EU and UK Emissions
Trading Schemes.

In addition, Energy UK has shown that,
the EU CBAM is likely to cost British
exporters at least £2.2 billion over the
next parliament?.

1 ‘Linking UK-EU carbon markets’, Frontier Economics, 2024
2 ‘Mission possible’, figures for all CBAM goods, Energy UK, 2024
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The evidence

An AFRY Management Consulting report on the EU CBAM
impact showed that it will frustrate efficient and effective
electricity market operation by unduly blocking flows that would
otherwise be economic. It will also reduce how much GB low
carbon generation gets used by restricting its ability to export,
resulting in higher carbon emissions across Europe and higher
curtailment?® costs in GB:

Annual carbon increase equivalent to up to
2 million cars back on the road

Total carbon emissions in the EU and GB increase by
1.5-2.4 MtCO2 annually in the initial years following CBAM
implementation (2026), equivalent to the annual carbon
emissions of up to 2 million cars.

8GW renewable energy curtailment

13-34TWh annual increase by 2040. Equivalent to up to
8GW offshore wind (1/6 of the 2030 50GW target and
equivalent to powering over seven million homes).

Up to 85% reduction of GB exports to EU

Reduction of more than 50% in 2026 increasing to more
than 85% by 2040.

Offshore grid infrastructure at severe risk

Adverse effects on business models for EU-GB
interconnectors of between €75 million and €170 million per
GW puts the goal of offshore grid infrastructure in the North
Sea at risk.

3 Where action has been taken to deliberately reduce production of energy


https://www.energy-uk.org.uk/publications/mission-possible-the-steps-to-make-britain-a-clean-energy-superpower/#Priority-5
chrome-extension://efaidnbmnnnibpcajpcglclefindmkaj/https://www.frontier-economics.com/media/0j1h3gyw/frontier-economics-linking-uk-eu-carbon-markets-final.pdf
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What is at stake

Interconnectors play a critical role in energy cooperation and
security with Europe as well as helping the switch to low carbon
electricity generation.

In the future, offshore hybrid assets could enable offshore wind and
interconnection to work together helping to connect some of the 100GW needed
by 2050. Policies which hamper the growth of interconnectors and hylbrid grid
infrastructure risk undermining the energy transition.

¢ National Grid estimates its ¢ This is the equivalent of taking
newest interconnector Viking Link 280,000 combustion engine cars off
will save 600,000 tonnes of carbon UK roads.
in its first year.
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The solution

Linking the UK Emissions Trading Scheme (ETS) and the EU
ETS will ensure the complete removal of the new EU CBAM tax
on exports of electricity to the EU.

A linkage agreement means that one
system’s allowances or other trading
units can be used, directly or indirectly,

by a participant in another system for linking the UK and EU ETSs is possible.
compliance. Linkage would eradicate Furthermore, there is precedent of non-EU
the need for an EU CBAM on GB exports  countries negotiating linkage, for example

and create price convergence between Switzerland has a linked ETS scheme.
the two schemes, whilst avoiding

competitive distortions and preventing
carbon leakage. It would also grant
the UK and EU exemptions under their
respective CBAMSs.

Why linkage is a solution

The UK-EU Trade and Cooperation
Agreement (TCA) explicitly states that

Therefore, we strongly encourage linkage
negotiations between the UK Government
and EU to begin as soon as feasible.

We also believe that linkage will support
efficient trading and would help keep
prices lower for consumers.

The EU and the UK remain matched in
their strategic decarbonisation policies
and targets — notably having targets to
reach net zero emissions by 2050. The EU
CBAM as currently adopted could impact
these targets.
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