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Introduction 

1. Prospect is a trade union, formed by merger of the Institution of Professionals, Managers and Specialists (IPMS) and the Engineers' and Managers' Association (EMA). We represent 105,000 scientific, technical, managerial and specialist staff in the Civil Service and related bodies and major companies. In the energy sector, we represent scientists, engineers and other professional specialist staff in the nuclear industry, the wider electricity supply industry and, increasingly, also in the gas industry. Our members are engaged in operational and technical management, research and development and the establishment and monitoring of safety standards, environmentally and in the workplace.

2. Prospect’s view is that security of supply and reduction of carbon dioxide (CO2 ) emissions are key and linked priorities for future energy policy. In previous submissions on aspects of energy policy, we have recognised that in order to capture environmental externalities effectively it is essential to build the costs of carbon pollution back into the system and to incentivise current investment decisions accordingly. Such incentives for investment should encourage the development of all lower-carbon generation technologies including nuclear and coal. We believe that carbon taxes and tradeable carbon emission permits potentially have an important role to play, however operating an effective and equitable emissions trading scheme (ETS) poses major challenges.

3. The UK draft National Allocation Plan raises both policy and operational questions, and these are addressed below with particular reference to the power generation sector.

Security of supply

4. Whilst we support measures to mitigate the effects of climate change, it is clear that diversity and flexibility of supply are key features in ensuring security. Yet, the NAP will reduce diversity – in particular through lower use of coal-fired generation and increased use of gas. There is a real danger of stepping back to the “dash for gas” of the 1990s. Our view is that the Government is too relaxed in its assessment of the consequences of growing dependence on imported gas. On most projections of present policies, with a sharply declining nuclear contribution the world will become increasingly dependent on oil and gas supplies from a limited number of producers. By 2006, the UK is likely to be importing up to 15% of gas, and by 2006/7 the UK is also likely to be a net importer of oil. These imports will be from Russia, Iran and Algeria - hardly the most reliable of trade partners. The issue is not so much one of finite resource, at least in the short term. The real challenge is the effort, investment and underlying political conditions needed to exploit the reserves. Furthermore, the UK is only slightly ahead of a similar explosion of demand for gas in the rest of Europe and North America. The competition for gas reserves will therefore increase significantly and relying on gas imports in the long-term could be a very costly option. Unless practical measures are taken to realise the Government’s stated objective of keeping the nuclear option open, energy supplies will become less secure. Exempting nuclear generation from the EU ETS would be a sensible first step. The EU ETS should also encourage the development of clean coal technologies. 

Market stability

5. It is also undoubtedly the case that the scale of directional shift required by the Government requires certainty for planning and investment purposes. The effects will no doubt become clearer with the passage of time, but in these circumstances, the rational response for companies is to delay investment. (We already see a similar effect, for example, in response to OFGEM’s distribution price review). Because the first phase of the ETS is of relatively short duration (compared with investment cycles for new generation capacity) and the trading regime may change in the second phase of the ETS, the period of uncertainty is likely to be prolonged. Where policy direction is unclear and/or subject to sudden shifts, markets will undoubtedly work with a short-term focus. The fact that the European Commission may override national proposals on the second phase only exacerbates this situation. This is a significant issue which, unless addressed upfront, could stall market adjustment – leading either to price spikes, supply disruption or both.   Offering exemptions to development and trial of plant that would provide alternatives to imported gas would help, and should be available on existing sites as well as new ones.

Sub-sectoral impact

6. Although economic analysis may suggest that the generation sector overall will be a net gainer from the ETS, through higher prices and larger profit margins, this disguises the fact that there will be losers as well as winners. Although not the only sector to be adversely affected, it is clear that implementation of the EU ETS will reduce the use of coal-fired generation. Whilst recognising and supporting the Government’s desire to increase the contribution from renewables, the UK cannot afford to ignore the fact that reserves of coal in the UK are large and could contribute significantly to security of supply:

· On a day-to-day basis, given the interdependence of the gas and electricity networks.

· In the medium term, as a hedge against cartel or politically created shortages or price hikes.

· In the longer term, as a reserve in case of unforeseen shortages.

7. Effective load management is essential to maintaining continuity of supply. Loads in coal-fired power stations can be varied relatively easily, so coal fired generation is particularly useful in meeting peak demand or covering for supply difficulties or variabilities in other energy sources. This will become even more important as the share of renewables in electricity generation increases, though gas-fired stations are also relatively inflexible in this regard. Whilst this could be addressed through LPG storage, such an option would clearly be unacceptable on security grounds. Coal fired stations are also currently more resilient and easily repairable than higher precision CCGT stations. In the short-term therefore, Prospect believes that provision should be made within the NAP for fitting flue gas desulphurisation (FGD) equipment to coal-fired power stations. Without this, adjustment measures to control carbon could unintentionally discourage action to control sulphurous emissions.

8. Looking to the longer-term, a bigger UK programme of clean coal R&D is required, encompassing a range of technologies. We also agree with the Trade and Industry Select Committee that full examination of the international research on carbon capture and storage should be undertaken as part of the process of deciding about the long-term future for coal-fired plant. It is also worth noting that the conclusions of the DTI review of coal-fired electricity generation plant open up positive possibilities for capturing and storing CO2 from coal plant both to reduce its environmental impact and to use it to enhance oil recovery. The projects undertaken as part of the European Commission’s Fifth Framework programme cover a range of geological storage options including depleted oil and gas fields as well as deep unmineable coal seams. If successful, these projects should help develop confidence both in the technology and the safety of underground storage of CO2. There is also a case for supporting coal gasification as part of the combustion process, as this would lead both to efficiency improvements and reduction in CO2 emissions. However, the uncertainties arising from the draft NAP are likely to discourage research in this area. 

9. Even outside the coal sector, there will be differences in impact for reasons largely outside company control. Historic emissions (from 1998-2002) provide a reasonably clear benchmark for the allocation of emissions but not necessarily a fair one. There will, for example, be some difficult decisions, not yet addressed in the draft NAP, about treatment of retro-fitting investment as well as about new investment on existing sites which may, or may not, increase overall capacity. In addition, recent experience shows that generators without supply businesses are generally more vulnerable to price changes and at greater risk of having to shut down plant. In our view, more detailed consideration needs to be given to possible unintended consequences of this nature, bearing in mind that decisions to cease operation may not be easily reversed and will most certainly have painful consequences for employment and local economies. It may be that additional criteria will be needed in determining the sectoral allocation of allowances. 

Wider economic effects

10. There is no doubt that the proposed NAP will tip the economic balance against continued operation of some power stations, and that some individuals – often already having experienced the uncertainty of at least one change in corporate ownership - will be expected to pay the heavy price of losing their job. If Government is serious about its commitment to sustainable development, it cannot simply shrug off the human cost of changing the market in this way. Prospect believes that the Government should lead an objective, forward looking analysis of the balance between positive employment impacts of moving to a low carbon economy, for example through growth of R&D and employment associated with renewables, against negative consequences of contraction in other energy sectors. This should include indirect effects, such as employment implications in the UK in the sectors from which output is traded in return for energy imports. The draft NAP is fairly sanguine about loading the consequences of the ETS on the generation, on the grounds that this is not an internationally traded sector, but much more careful analysis is needed of the effects on the cost structures and competitiveness of industrial and commercial energy users. 

Harmonisation

11. Although it is currently expected that the cost of carbon will increase in all Member States, it is not at all clear that there will be a uniform or unified policy response. Key questions remain unanswered, including:

· What level of allowances will be allocated by other Member States;

· What will be the cost of abatement options; and

· To what extent will allowances from outside the EU be available for trading?

Neither is it clear how and to what extent the increased price of carbon will be passed on to industrial and domestic consumers of electricity or whether other Member States will enforce the no-banking rule between phases one and two of the ETS. There is currently no standard regulatory practice across the EU, yet regulatory harmonisation on the treatment of additional costs will be essential to ensuring fair and transparent treatment. An early focus on this issue is needed so that it can be resolved and uncertainty removed.  

Government next steps

12. Prospect is well aware of the time constraints posed by the requirements of the EU Directive but, given the significant implications of the ETS and draft NAP and as indicated above, early action is needed to:

· Exempt nuclear generation from the EU ETS. This would help to safeguard security of supply and would be practical step towards realisation of the Government’s stated objective of keeping the nuclear option open. 

· Clarify the economic and political framework within which the EU ETS will operate, both for the first and second phases. This is essential to foster a longer-term market perspective and to incentivise investment. 

· Safeguard coal-fired generation in the interests of supply security. This should include provision within the NAP for fitting FGD equipment; expansion of the UK programme of clean coal R&D; and full examination of the scope for carbon capture and storage.

· Develop additional criteria for allocation of allowances to the generation sector, taking account of possible consequences for generators without supply businesses and to ensure fair treatment of retro-fitting investment and new investment on existing sites. 

· Lead an objective, forward looking analysis of the balance between positive employment impacts of moving to a low carbon economy against negative consequences of contraction in some sectors. This should include indirect effects, such as employment implications in the UK in the sectors from which output is traded in return for energy imports. 

· Open urgent discussions with OFGEM to ensure appropriate regulatory harmonisation and ensure that the European Commission enforces a similarly open and consistent approach across all Member States. Such discussions should be open to input from key stakeholders, including employee representatives.
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