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EXECUTIVE SUMMARY

In January 2013, a new policy worth up to £3 billion a year, the Energy Company
Obligation (ECO), will be introduced to reduce carbon emissions and tackle fuel poverty.
It will do this by placing obligations on energy suppliers to improve the energy efficiency
of properties in the domestic sector. ECO will work alongside the Green Deal (see boxed
text). This paper seeks to establish whether ECO will achieve its desired outcomes and
whether it will result in a fair distribution of costs and benefits.

The Energy Company Obligation

ECO marks a radical change from previous obligations that have been placed

on suppliers. It will oblige suppliers to deliver high-cost energy efficiency
improvements, such as solid wall insulation, rather than low-cost improvements, like
loft or cavity wall insulation. ECO is the first suppliers’ obligation aimed specifically
at tackling fuel poverty. All energy bill payers will bear the cost of the policy because
suppliers will pass on their costs. Only certain types of household, however, stand
to benefit from efficiency improvements.

Low-cost improvements will mainly be delivered by the Green Deal, which will

be introduced alongside ECO. The Green Deal will enable households to install
measures at no upfront cost, with payment taken directly from the savings that
households make on their energy bills. Green Deal financing will not cover high-cost
measures or be appropriate for fuel-poor homes, which is why ECO is needed.’

ECO’s contribution to reducing emissions and tackling fuel poverty
Improving the energy efficiency of homes is the most cost-effective way to reduce
emissions and tackle fuel poverty — but ECO, combined with the Green Deal, will make
only a limited contribution to either of these goals. The policies will:

Achieve just 26 per cent of the emissions reductions achieved by current obligations
on suppliers, and only 40 per cent of the savings that could be achieved through
low-cost measures like loft insulation top-ups and cavity wall insulation.? The
Committee on Climate Change (CCC) has said that failing to install all available loft
and cavity wall insulation within the decade will result in the UK missing its legal
emission reduction targets.

Result in 125,000-250,000 households being taken out of fuel poverty by 2023
(DECC 2012b) but the number of households in fuel poverty is far greater than this.
In England alone the number of fuel-poor households is around 2.7 million — or 10 to
20 times larger than the ECO target.® We estimate that £17.5 billion of investment is
needed to improve all of these households.* At the current level of expenditure this
would take over 32 years to achieve.

High-cost measures will be too expensive to be eligible for Green Deal financing. Measures provided through
the Green Deal will not realise large bill savings for fuel-poor households and so will not get them out of fuel
poverty. By enabling fuel-poor homes to receive measures under ECO they will be able to realise the bill
savings without having to make repayments.

These figures were correct as of December 2011. The design of Green Deal and ECO has changed since this
time and the amount of emissions savings expected to be achieved through low-cost measures will have
increased. Nevertheless, the overall picture remains the same.

This is based on the definition of fuel poverty proposed in a government-commissioned review carried out
by Professor John Hills of the London School of Economics. The proposed definition aims to improve on the
current definition which captures households that have high incomes or large properties. The government has
committed to adopting a new definition of fuel poverty.

Based on the average fuel-poor home requiring £6,500 of improvements (Camco 2012).
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Costs of ECO and the impact on energy bills

The government estimates that ECO will cost suppliers around £1.3 billion a year (the
‘central’ cost estimate). This would be an almost pound-for-pound replacement for
existing energy efficiency policies, the Carbon Emissions Reduction Target (CERT) and
the Community Energy Savings Programme (CESP), so there would be no additional
impact on bills. Like CERT and CESP, ECO would make up around £50 of an average
annual energy bill, or 4 per cent of the average dual-fuel bill.> But the cost of ECO is very
uncertain and could range from £0.53 billion to £3.09 billion annually® (DECC 2011a),
which means the impact on bills could be less than CERT and CESP - perhaps as low as
£20 per household — or more, at up to £116 (or 1.5-8.7 per cent of the average dual-fuel
bill). Some suppliers have claimed that the cost of ECO is likely to be at the upper bound
of between £2 billion and £3 billion per year (see for example E.ON 2012).

We concur that there is a risk of high costs for ECO and in this report we present analysis
identifying factors that could result in costs at the upper end of government estimates.

Factors include:

e Suppliers may have to provide very high levels of subsidy to incentivise householders
to install solid wall insulation in order to meet their targets.

e The solid wall insulation supply chain is not well developed and may struggle to meet
the rapid increase in demand that is expected, which will push up costs.

e Many local authorities are unlikely to engage with ECO because they have limited
resources and are focused on a range of competing priorities. This is a missed
opportunity, since the cost of installing solid wall insulation can be reduced by 10 per
cent by supporting multiple installations in local areas.

e Suppliers may have difficulties with the Affordable Warmth (AW) sub-target of ECO, if
previous experience is any guide. Suppliers have struggled to meet the ‘Super Priority
Group’ (SPG) sub-target of the current energy efficiency obligation — CERT — which
directs resources to low-income and vulnerable households (see boxed text). It is
likely that there were flaws in the design of the SPG target which resulted in costs
rising to the upper end of government estimates. The same is therefore likely for AW.

The cost of existing energy efficiency obligations and the impact on energy bills
In March 2011, the Super Priority Group sub-target was introduced into the existing
supplier obligation, CERT, in order that households most at risk of fuel poverty
would receive energy efficiency measures.

Most suppliers will fail to achieve their SPG targets within the CERT obligation
period. Suppliers interviewed by IPPR maintain that this is not due to a lack of effort.
Examples of activities they have undertaken are included in this report. It appears
likely that an assumption about the proportion of SPG households that are suitable
for energy efficiency measures, made when the target was set, has not proved
accurate. The target was therefore harder to achieve than the government expected.

5  Based on a current bill of £1,335 (Ofgem 2012a).

6  These estimates are given in the consultation stage impact assessment of the ECO and Green Deal. The
design of the policy has altered since and the potential cost range will have changed but updated figures have
not been published. The overall picture of very wide ranging estimates with a very high upper boundary will
remain and these past estimates are therefore useful indicators.
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As suppliers have struggled to meet their SPG target and sought to find eligible
customers within a decreasing time window, their costs have risen. We show that,
despite these increases, the cost of achieving the SPG target has remained within
the government’s expectations, albeit at the upper end. The Affordable Warmth
target in ECO is structured in a similar way to the SPG target and so a similar
outcome on costs can be expected.

Some suppliers have claimed that an increase in their costs for delivering CERT was
a factor behind their recent decision to raise energy tariffs. We show that if the cost
of the SPG target has increased by 85 per cent over the past year, as one supplier
has claimed, this may be responsible for an increase of just £6.45, or 0.5 per cent,
in the average energy bill.” This compares to recent tariff increases by the suppliers
of between 6 per cent and 11 per cent.

The wholesale cost of energy (in particular the cost of buying gas) is by far the most
significant factor affecting energy bills. To a lesser degree, the cost of government
policies, including CERT and support for renewable energy, has contributed to
price rises.® We present analysis in this report showing that in past years the cost of
CERT has been significantly lower than government expectations.

Distributional outcomes of ECO

If the government’s central cost estimate for ECO is correct up to 2020, the distributional
impact of energy bill increases resulting from the policy will be regressive for the majority
of households (those that do not install measures under the Green Deal or ECO). If costs
are higher then the extent of the regressive distributional outcomes will be greater.

Fuel-poor households are most vulnerable to energy bill increases. Within ECO, provisions
for low-income and vulnerable households are poorly targeted and the majority of support
will go to households that are not fuel-poor. Over 2.5 million fuel-poor homes will not
receive energy efficiency measures through ECO.

In this report, we argue for a new approach to targeting that could be much more efficient
at reaching fuel-poor homes and more cost-effective than current policies (see boxed text).

The Low-Income, Low-Efficiency Area approach to tackling fuel poverty

The Low-Income, Low-Efficiency Area (LILEA) approach would involve measures
being provided to all houses in certain geographical locations based on a
combination of property and income-based proxies. This would mean that some
more affluent households received support. But regional fuel poverty statistics show
that in some postcode areas almost 50 per cent of households are in fuel poverty
(DECC 2010a), indicating that a LILEA approach could help to reach many more

7  This assumes that the cost of other sub-targets within CERT (excluding SPG) have remained static and that the
cost of CERT is now in line with government estimates.

8  Wholesale energy costs, as part of the average annual dual fuel energy bill, have risen from £490 to £620 over
the past two years and currently make up 46 per cent of the average bill (Ofgem 2012a). The overall cost for
environmental and social policies, according to one supplier, has increased by over 30 per cent in the past
year, adding £19 to the average duel fuel bill, so that the total costs for environmental and social policies on
the bill is close to £75 (see for example ECCC 2012a).
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households than current policies, which only direct a quarter of current annual
expenditure to the fuel-poor (Boardman 2010). This would bring additional benefits
including economies of scale from installing energy efficiency measures into multiple
properties in an area, and increased take-up of measures because individual
households would not feel stigmatised by being singled out for support.

Conclusions and policy implications

The design of ECO and the Green Deal should be reviewed so that they are better
equipped to reduce emissions and tackle fuel poverty at least cost. Improving the cost-
effectiveness and targeting of ECO would allow the limited resources it puts towards
tackling fuel poverty to be spread further. Greater transparency on costs is needed to
protect consumers.

1. Reducing emissions at least cost

Placing less of an emphasis on solid wall insulation in ECO would result in a far lower
risk of high costs for the policy and large bill increases for consumers. Furthermore, the
Committee on Climate Change has recommended that the government allow low-cost
energy efficiency measures, such as loft and cavity wall insulation, to count towards
suppliers’” ECO targets, because this will help to stimulate demand for these measures
and ensure emissions are reduced in line with the UK’s carbon budgets (CCC 2011).

The government should be open to a near-term review of which measures are
eligible under ECO, including extending the policy to include loft and cavity
wall insulations, based on an assessment of how effective the Green Deal is at
stimulating demand for low-cost measures.

DECC has estimated that strong local authority engagement in ECO could bring down the
costs of the policy by 10 per cent, or around £130 million a year, by supporting multiple
installations of solid wall insulation in local areas. However, many local authorities will not
engage strongly with ECO unless they are provided with additional resources (Scott 2011).
Investing £40 million in local authority staff and resources in order to reduce ECO costs
could achieve a net economic benefit of £90 million. A number of options for raising the
necessary funds are discussed below.

The government should support local authority engagement with ECO by investing
£40 million in local authority staff and resources.

2. Tackling fuel poverty cost effectively

Experience with the existing supplier obligation, CERT, suggests that the cost of the
Affordable Warmth (AW) target in ECO will be high and some suppliers will fail to deliver
their obligations. The suppliers’ progress towards achieving the AW target should
therefore be closely monitored in order that problems are quickly identified. A review of
the cost and efficacy of the CERT Super Priority Group target, which is similar, should
immediately be carried out as well. This will allow government to act quickly and adjust the
eligibility criteria of AW should suppliers make only poor progress towards the target.

Government should closely monitor the suppliers’ progress towards achieving the
Affordable Warmth target in ECO to identify whether this target is deliverable and
cost-effective. Government should also immediately launch a review of the viability
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and cost-effectiveness of meeting the CERT Super Priority Group target to identify
why most suppliers will fail to meet their obligations.

The Low-Cost, Low-Efficiency Area (LILEA) approach for targeting resources at fuel-poor
homes could be significantly more efficient and cost-effective than current policies. The
approach should be piloted as part of ECO to assess its efficacy before being more widely
implemented.

The government should pilot a new area-based approach to target energy
efficient improvements for fuel-poor homes based on income and property-based
characteristics.

3. Increasing transparency on costs to protect consumers

Government and suppliers have recently made conflicting statements about the costs of
the current supplier obligations and their impact on energy bills. Meanwhile, consumers
have been left in the dark. The secretary of state will have the power to monitor the cost
to the energy companies of delivering ECO. He should fully exercise this right, and to
protect consumers, aspects of this data should be put into the public domain. This should
be done in a way that is sensitive to how the competitive dynamic within the energy
efficiency market could be affected.

The government should require the suppliers to submit detailed information on the
costs of delivering their ECO obligations, which should be independently verified,
for example by Ofgem. The average cost of carbon for each sub-target within ECO,
aggregated across the suppliers, should then be published alongside data on the
suppliers’ performance against these sub-targets.

6  IPPR | Energy efficiency: Who pays and who benefits?



INTRODUCTION

Energy bills are a growing political concern in the UK. All six of the UK’s largest energy
suppliers have announced increases to their electricity and gas tariffs. The increases,
ranging from 6 to 11 per cent, follow an average bill increase of 75 per cent between
2004 and 2010 as well as further increases in 2011.

The cause of bill increases is the subject of a lively debate, with suppliers and
government offering different explanations. Part of the confusion comes about because
there is little transparency about the costs which are included in bills. Nonetheless, we
know that at present increases in the wholesale cost of gas are the main reason for
price rises. To a lesser degree, the cost of government policies has also contributed to
these increases. Whatever the reason, the poorest in society are worst affected by the
upward trend.

In January 2013 a new policy called the Energy Company Obligation (ECO) will be
introduced, which will help certain types of household to reduce their bills by installing
energy efficiency measures. By doing this, ECO aims to reduce emissions and tackle
fuel poverty.

ECO will be funded through energy bills. It is therefore vital that the policy is designed
to be cost effective and fair, in order to protect consumers from unnecessary increases.
This paper seeks to establish whether ECO will achieve its desired outcomes and result
in a fair distribution of costs and benefits.

Our analysis begins in chapter 2 by outlining the design of ECO and the objectives it
hopes to achieve. This is followed in chapter 3 by an examination of the potential cost
of the policy and, in chapter 4, with a look at the effectiveness of its targeting. We
conclude by putting forward a number of policy recommendations.

The findings in this report are based on analysis of policy literature, policy impact
assessments produced by government, responses to government consultations from a
range of stakeholders and statements by energy suppliers. This has been supplemented
by interviews with 17 expert stakeholders representing a range of views on the issue
(see the appendix for a list of interviewees).
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THE ENERGY COMPANY OBLIGATION

On 1 January 2013 the Energy Company Obligation (ECO) will commence. ECO is

a multibillion-pound programme, worth around £1.3 billion a year, to reduce carbon
emissions and tackle fuel poverty by delivering energy efficiency improvements in the
domestic sector. In this chapter we outline what the policy involves, why it marks a new
approach to previous policies, and why it will make only a limited contribution to tackling
climate change and fuel poverty.

2.1 What is the Energy Company Obligation?

ECO is the latest in a succession of obligations designed to improve the energy efficiency
of the domestic sector that have been placed upon the main energy suppliers since
1994.° The underlying approach is that suppliers are obliged to achieve certain targets by
upgrading the energy efficiency of eligible households. Suppliers are expected to achieve
their obligations by subsidising the installation of energy efficiency measures and to
recoup their costs by increasing consumers’ energy bills.

The obligations to be placed upon the suppliers under ECO will run from January 2013
to March 2015 and include two carbon-saving targets, one of which will include a rural
sub-component, and a target for tackling fuel poverty (see boxed text following). The
obligations are:

e A total carbon-saving target of 27.8MtCO2 split into 20.9MtCO» (75 per cent) for the
Carbon Saving Obligation (CSO) target and 6.8MtCO> (25 per cent) for the Carbon
Saving Communities Obligation (CSCO) target, which will be focused on low-income
areas. As part of a ‘rural safeguard’ at least 1MtCO» (15 per cent) of the CSCO target
must be delivered to rural households. The total carbon emissions to be saved under
ECO are 5.7 per cent of the total savings the UK is legally obliged to make over the
ECO period.™

e The Affordable Warmth (AW) target will require energy suppliers to achieve a total
reduction in space and water heating costs for low-income and vulnerable households
of £4.2 billion.

The government expects suppliers to spend a total of around £1.3 billion (according to
the central cost estimate) on ECO for each year of the programme. This consists of £760
million on the CSO, £190 million on the CSCO, and £350 million on the AW target (DECC
2012b). The total spending on tackling fuel poverty is therefore £540 million (the cost of
the CSCO and AW targets combined). The cost of ECO is expected to be the same as
suppliers currently spend on their energy efficiency obligations: the Carbon Emissions
Reduction Target (CERT) and the Community Energy Savings Programme (CESP). CERT
and CESP will end as ECO is introduced.™

9  In 1994 the UK was the first country in the EU to place an obligation on energy suppliers (Rosenow 2012).
Requirements were and continue to be placed on the largest energy suppliers, which currently consists of the
‘big six’ firms: British Gas, EDF Energy, E.ON, Npower, Scottish Power and SSE.

10 The UK is legally obliged to deliver 28 per cent savings from a 1990 baseline between 2013-2017. Taken
as a proportion of this overall target, the total emissions to be saved from January 2013 to March 2015 is
486.85MtCO2.

11 It is possible that CERT and CESP will be extended because suppliers are currently struggling to achieve their
targets. This is discussed in detail in chapter 3.
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What is fuel poverty?

‘Fuel poverty’ describes a household that needs to spend more than 10 per cent
of its income on all fuel use to heat its home to an adequate level of warmth'? (DT
2001). At its core, the definition should be about the ability of a household to live
without having to choose between ‘eating and heating’.

A recent government-commissioned review of fuel poverty by Professor John Hills
of the London School of Economics concluded that the current indicator is overly
sensitive to fuel prices and the size of the dwelling (Hills 2012). The current indicator
captures large numbers of people, including some wealthy households.' This can
distort debates about where resources should be targeted. A new indicator, the
Low Income and High Costs (LIHC) indicator, was proposed in the Hills review

and would be less sensitive to varying energy prices, but it may also have some
drawbacks.'* People would be defined as living in fuel poverty if:

e they have required fuel costs that are above the median level, and

e were they to spend that amount then they would be left with a residual income
below the official poverty line

On publishing the review, the government committed to adopting a new definition of
fuel poverty (DECC 2012e).

2.2 A new approach

Compared with previous supplier obligations, ECO marks a radically different approach
for two reasons: first, it will achieve carbon savings by focusing mainly on high-cost
energy efficiency measures, such as solid wall insulation, instead of low-cost measures,
such as loft insulation;'® second, it is the first obligation to include a specific objective to
tackle fuel poverty. ECO is focused in this way because of how it links to the Green Deal,
which will come in at the same time.

The Green Deal is a market-based instrument that will enable households to install
energy efficiency measures at no upfront cost. Instead, measures will be paid for
automatically from the energy savings the household achieves through a levy on their
bills over a given time period.

The Green Deal by itself is unlikely to be able to support high-cost energy efficiency
measures or be appropriate for fuel-poor households, which is why the ECO is needed.
This is because these high-cost measures are unlikely to meet the Green Deal’s ‘golden
rule’, which stipulates that the savings achieved over the lifetime of installed measures
must exceed the repayments. Improvements to fuel-poor households are unlikely to
meet the golden rule because such homes are more likely to have solid walls, which
are expensive to insulate; many tend to currently ‘underheat’ their homes and so are
unlikely to reduce their energy use to the same degree as other households once

12 This is usually defined as 21°C for the main living area and 18°C for other occupied rooms.

13 According to some projections based on the current indicator, a third of all households in the UK would soon
be defined as being in fuel poverty. Demonstrating the perverse nature of the current measure, this would
include the Queen, who is captured by the definition because of the high cost of heating her estates.

14 1t doesn’t account for property-based characteristics, including dwelling size and energy efficiency
performance. Also, it would be much more difficult to reduce fuel poverty than under the current indicator and
impossible to eradicate it altogether.

15 All types of measures will be able to be installed under CSCO.
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measures are installed; and fuel-poor households are less likely to have the capital to
partially finance measures, which may sometimes be necessary under the Green Deal
(DECC 2012c¢).'®

It is notable that the support for high-cost energy efficiency measures under ECO
differentiates it from most other major energy supplier obligations, including those in

North America (York 2008), Europe (Eyre et al 2009) and previous obligations in the UK.
Obligations have generally been designed to promote delivery of energy savings through
the cheapest available measures (DECC 2012c¢). Other schemes promoting high-cost
measures have taken a different approach: the successful KfW scheme in Germany, for
example, was based around a loan programme (Kuckshinrichs et al 2010, Rosenow 2011,
Schréder et al 2011).

The inclusion in ECO of a specific objective to tackle fuel poverty is also new. Because
obligations on suppliers can produce inequitable outcomes (because of the way costs

are passed through and because suppliers tend to focus delivery on higher-income
households, which require lower subsidies), policies have tended to include measures to
ensure lower-income households also benefit (Rosenow 2012). Nonetheless, the primary
focus of previous energy efficiency policies has been reducing emissions.!” A tension
exists in all supplier obligations that include measures to tackle fuel poverty because, as
we discuss in chapter 4, the resulting energy bill increases place some households deeper
in fuel poverty than would have been the case if the policies didn’t exist at all.

2.3 ECO’s limitations in tackling climate change and fuel poverty

ECO is designed to help the government achieve its statutory commitments to reduce
carbon emissions and fuel poverty. These commitments are that the UK must reduce its
emissions by 34 per cent by 2020 and 80 per cent by 2050, based on a 1990 baseline
(Climate Change Act 2008), and that the government must ensure ‘as far as reasonably
practicable’ that nobody lives in fuel poverty by 2016 (see DTI 2001). However, ECO will
only make a limited contribution to either of these goals.

Reducing carbon emissions

Homes contribute more than 25 per cent of Britain’s overall greenhouse gas emissions
(DECC 2012a). Making them more energy efficient offers the potential for significant
emission reductions (AEA Energy & Environment et al 2008). Reducing emissions in

this way is highly cost-effective compared with investing in low-carbon generation. For
example, the Energy Efficiency Commitment (EEC) — the most recent evaluated obligation
on suppliers, which ran from 2005 to 2008 — reduced carbon emissions at a net benefit
of £51 for every tonne of CO2 (Lees 2008). That is, energy savings were greater than the
investment cost. That result compares to a cost of between £85 and £152 for every tonne
of CO2 reduced by offshore wind power (CCC 2008). Despite this potential, ECO and

16 Other reasons why Green Deal financing may not be appropriate for fuel-poor homes is that the perceived
expense of taking on a Green Deal loan may deter those on lower incomes, particularly those with bad
experiences of taking on debt, and investors are less likely to offer loans to households with a poor credit
history.

17 While, after 2000, eradicating fuel poverty is mentioned in all of the consultation documents on the suppliers
obligations as one of the objectives of the policies, the primary stated aim has remained the reduction of
carbon emissions until very recently. This is very clear in the consultation document for Energy Efficiency
Commitment (which ran from 2002-05), which stresses that the policy ‘was not intended to specifically target
the fuel-poor’ (Defra 2004: 7) and that the ‘primary aim [was] to make a significant contribution to the UK’s
legally binding target under the Kyoto protocol’ (ibid: 5). This is reiterated more strongly in the 2006 CERT
consultation, which states that the policy ‘does not have a specific fuel poverty objective’ and that provisions
for low-income households were included for ‘reasons of equity’ (Defra 2006: 7), not to tackle fuel poverty.
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Figure 2.1

Carbon savings under
CERT/CESP and ECO/
Green Deal

the Green Deal together will achieve significantly lower annual emissions reductions than
the current supplier obligations (only 26 per cent of the current effort; see figure 1.1).18
They will also fail to deliver much of the most cost-effective emissions reduction potential
that exists, achieving only 40 per cent of the savings that could be achieved through

loft insulation top-ups and cavity wall insulation (2MtCO2 savings out of 5MtCO2 savings
potential)’® (CCC 2011).
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Low levels of take-up of loft and cavity wall insulation are expected because they will not
be offered to households on a subsidised basis (CCC 2011). Levels of demand for energy
efficiency measures have been persistently low, even when they have been offered for
free, because people are put off by factors such as the hassle involved in carrying out
home improvements.?® Moreover, under the Green Deal, households will have to take on
debt to install measures, which is a less attractive proposition.

The government’s independent advisor on reducing emissions, the Committee on Climate
Change (CCC), has said that by failing to deliver higher levels of loft and cavity wall
insulations, the Green Deal and ECO could undermine the UK’s ability to meet its emission
reduction targets (CCC 2011). This is because both the CCC’s and DECC'’s long-term
frameworks for achieving the targets require all lofts and cavity walls to be insulated over
the next decade. They have recommended that government make low-cost measures
available under ECO in order that the targets are achieved.

18 Note that this additional data not included in the IA may change the exact figures.

19 These figures were correct as of December 2011. The design of the Green Deal and ECO has changed slightly
since this time and the amount of emissions savings expected to be achieved through low-cost measures will
have increased. Nevertheless, the overall picture remains the same. In December 2011, the Green Deal and
ECO were expected to deliver only 10 per cent of the technical potential of top-up loft insulation (700,000) that
exists and 30 per cent of the technical potential of cavity wall insulation exist (1.7 million).

20 For example, in a scheme in Kirklees in which all households in the area were offered free insulation but only
40 per cent took up the offer (Phillips and Scott 2012).
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Tackling fuel poverty

It is widely accepted that improving the thermal efficiency of fuel-poor homes, as will occur
through ECO, is a better approach to tackling fuel poverty than providing financial assistance
to fuel-poor households directly (see boxed text) (Boardman 2010, Ekins and Lockwood
2011, Hills 2012). However, there are many more households that are fuel-poor than will
receive support through ECO. The government estimates that ECO will result in 125,000 to
250,000 households across Great Britain being taken out of fuel poverty by 2023 (DECC
2012b) but the number of households in fuel poverty in England alone (according to the new
definition proposed in the Hills review) is around 2.7 million — or 10 to 20 times larger than
the ECO target. With the level of ambition it has set for ECO, the government appears less
than committed to the goal of eradicating fuel poverty by 2016 (DTl 2001). We estimate that
£17.5 billion of investment is needed to improve all currently fuel-poor homes in England. At
the current level of expenditure this would take over 32 years to achieve.?!

Policy approaches to tackling fuel poverty

Energy efficiency improvements provide a long-term, sustained solution for
households suffering from fuel poverty, whereas financial support offers only
short-term respite and must be provided on a repeat basis. As a result, financial
assistance policies are significantly less cost-effective at tackling fuel poverty than
energy efficiency policies (Hills 2012).

With the exchequer-funded policy ‘Warm Front’ coming to an end in March 2011,
ECO will be the primary instrument for tackling fuel poverty by improving the energy
efficiency of fuel-poor homes in England. A number of schemes to provide financial
assistance to the fuel-poor are currently in operation and will continue to exist
alongside the ECO. These are:

e Winter fuel payments: An annual, tax-free payment made to over-60s that
is intended to help towards their winter heating costs. It is a lump sum and in
most cases is paid automatically (to recipients who are on the state pension,
for example). Expenditure on these payments was £2.8 billion in 2010/11, up
from around £775 million in 1999/2000.As is discussed in chapter 4, winter fuel
payments are poorly targeted, with only a fifth (19 per cent) of current recipients
being fuel-poor.

e Cold weather payments: Intended to help pensioners and people on certain
benefits to pay for extra heating costs during very cold weather, defined as
a seven-day period over which the average temperature in an area is 0°C
(freezing point) or below. A payment of £25 is paid automatically for each
cold weather period between 1 November and 31 March. Expenditure varies
depending on the weather. In 2011/12 an estimated 5.2 million payments worth
£129.2 million were distributed.

21
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Estimating the level of resources required to improve the energy efficiency of fuel-poor homes is challenging,
mainly because most modelling work is based on the current definition. To arrive at a ballpark figure, we draw
on recent modelling by Camco, which estimated that £6,500 would be required for the average fuel-poor
home to be improved from an energy performance rating (EPC) of ‘E’ to ‘C’, which would move 87 per cent of
households out of fuel poverty under the current definition. The total resources available under ECO for fuel-
poor homes is assumed to be £540 million, which is the budget for the CSCO (£190 million) and AW targets
(£350 million) combined. However, as we discuss in the next chapter, issues with targeting mean that much of
this money will not go to fuel-poor homes.
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e The warm home discount scheme: A four-year programme introduced in April
2011. Itis run by the government and energy suppliers to provide rebates on
the electricity bills of low-income and vulnerable households. Expenditure on
this scheme will be £1.1 billion over four years.

Summary

The Energy Company Obligation is a major new policy to be introduced in January 2013,
alongside the Green Deal, which will place an obligation on suppliers to improve the energy
efficiency of the domestic sector. This new policy regime is important in several respects:

e ECO marks a radical change in approach from previous obligations in the UK and
abroad because it focuses on high-cost energy efficiency measures and aims to
tackle fuel poverty.

e Improving the energy efficiency of the housing stock is a cost-effective way for the UK
to reduce carbon emissions. But ECO and the Green Deal will result in significantly
less reduction in emissions than under previous obligations. This may jeopardise the
UK’s statutory emissions reduction targets.

e Improving the energy efficiency of fuel-poor homes is the most cost-effective and
sustainable solution to fuel poverty, and this will be the focus of ECO. The government
intends to adopt a new definition for fuel poverty that should enable resources to be
targeted more effectively at households that are most in need. However, while ECO
will enable improvements to be provided to 125,000-250,000 households across
Great Britain by 2023, this number pales alongside the 2.7 million households in
England alone are currently fuel-poor.
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THE COST OF ECO

ECO is a new programme that aims to improve the energy efficiency of homes in Great
Britain. In what marks a radical change from previous supplier obligations, ECO will oblige
suppliers to deliver high-cost energy efficiency improvements and improve households
that are fuel-poor. Households that are not eligible for support through ECO will have the
option of installing measures at no up-front cost through the Green Deal.

Only a limited number of people will be able to benefit from ECO but the cost of the policy
will be borne by all energy bill-payers. In this chapter we highlight several factors that
could affect the cost of ECO and the impact it will have on bills.

3.1 How much will ECO cost and add to energy bills?

There is a great deal of uncertainty about the cost of ECO and the impact the policy will
have on energy bills. This is because ECO will specify outcomes for suppliers to achieve in
terms of carbon saved and heating costs reduced but will not specify how much suppliers
should spend to achieve these goals.

DECC estimates the cost of ECO to suppliers will be within a range from £0.53 billion to
£3.09 billion annually?? (DECC 2011a). This implies that the impact ECO will have on bills
could be less than CERT and CESP — perhaps as low as £20 per household per year — or
more, at up to £116.28 DECC'’s central cost estimate for ECO is £1.3 billion, which would
be an almost pound-for-pound replacement for CERT and CESP, making up around £50 of
an average annual energy bill, or 4 per cent of the average dual-fuel bill. Some suppliers
have claimed the cost of ECO could be at the upper limit of DECC’s estimates, between

£2 billion and £3 billion a year (see for example E.ON 2012). This would result in bill
increases of between £75 and £113 per year.

According to DECC’s central cost estimate, if bill savings from measures installed through
ECO and the Green Deal** are included, the overall impact on bills during the first ECO
obligation period, from January 2013 to March 2015, will be to add around £22. By 2018,
the expected savings will have increased and the overall impact on bills will be neutral,
after which time the policies will result in overall savings. In chapter 4 we discuss the
distributional outcomes of bill increases from ECO.

Because consumers will foot the bill for ECO, any risk that the cost of the policy will be

at the upper end of government expectations, or potentially even higher, should be fully
considered. Below we look separately at factors that could affect the cost of the carbon
savings and fuel poverty targets included in ECO.

3.2 Cost of the carbon savings target

ECO specifies that suppliers must achieve carbon savings of 27.8MtCO2 over the course
of the obligation period. This overall target includes three sub-targets: the Carbon Saving
Obligation (CSO) (20.9MtCO> or 75 per cent of the overall target), the Carbon Saving
Communities Obligation (CSCO) (6.8MtCO2 or 25 per cent of the overall target), and a
‘rural safeguard’ (1MtCO2 or 15 per cent of the CSC target). There is a risk that the cost of
each component could be at the high end of the government’s estimates.

22 These estimates are given in the consultation stage impact assessment of ECO and the Green Deal. The
design of the policy has altered since this time and the estimates will have changed but updated figures are not
given in the final stage impact assessment. The overall picture of very wide-ranging estimates with a very high
upper boundary will remain, and these past estimates are therefore useful indicators.

23 This is based on an assumption of there being 26.4 million households (ONS 2012) and costs being passed
through equally to each of these.

24 In the Green Deal and ECO policy impact assessment DECC does not separate bill savings achieved by ECO
from those achieved by the Green Deal.
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Figure 3.1
Solid wall installations,
actual and projected

Carbon Saving Obligation

Suppliers will need to achieve the CSO by installing high-cost energy efficiency measures
like solid wall insulation or ‘hard to treat’ cavity wall insulation in homes. The government es-
timates that the cost to suppliers of achieving this target will be around £760 million (DECC
2012b) but acknowledges that the actual cost will be affected by a number of factors.

The main factor that will affect the cost of the CSO is the level of subsidy suppliers

will need to provide to households to incentivise them to install solid wall insulation. If
suppliers are to achieve the CSO target, DECC projects that the rate at which solid wall
insulation is installed will need to dramatically increase from its current level of around
20,000 installations a year to 100,000 a year in 2015. This is shown in figure 3.1 below.

To achieve this, suppliers will need to offer a subsidy to households covering most of the
cost, with households paying the rest either from their own funds or through Green Deal
financing. Given that there is currently little demand from private homeowners for solid
wall insulation?® and that the willingness of households to take on Green Deal financing

is unclear, this assumption appears optimistic. Government has launched a number of
initiatives to try and stimulate demand for the Green Deal, including a cash-back offer for
households who install measures up to the value of £1,000 (DECC 2012d) and a £2.9
million communications campaign to help promote the scheme, which evidence suggests
is vital to the success of energy efficiency schemes.? Nevertheless, significant uncertainty
remains about the level of take-up the scheme will achieve.
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Source: based on DECC 2012b and annual reports on obligations by Ofgem (2003, 2004, 2005, 2006, 2007, 2008, 2009,
2010, 2011, 2012d)

25 Consumers can be put off by the aesthetics of solid wall insulation and the potential bill savings the measure
can produce are often outweighed by the hassle involved in having the measure installed (Platt 2011; see also
Scaling the solid wall (Consumer Focus 2011).

26 A report by Green Alliance (Phillips and Scott 2012) describes how research into energy efficiency programmes
in the US found that building brands at the national and state level was essential to the success of schemes.
This was further demonstrated in research for the Green Deal Network, which examined potential Green Deal
uptake in the first year of the policy with and without ‘central communications’. Using marketing assumptions
about the coverage and frequency of exposure to messages that consumers require before they respond, the
research found there would be 31 times more web hits, 49 times more calls to the Green Deal advice line and
75 times more home surveys with central communications. As a result, the Green Deal Network argued that
communications about the Green Deal should ‘have a consistent national identity’.
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DECC has analysed how different factors, including the rate at which solid wall insulation
is taken up, could affect the cost of ECO (see figure 3.2). If the rate at which households
take up offers for solid wall insulation is low, and in response suppliers offer large
subsidies to try and increase the take-up, then the cost of ECO could rise by over 40 per
cent. Conversely, if the rate at which offers are taken up is high then the cost could be
around 12 per cent lower.?’

Figure 3.2
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The development of the solid wall industry could have important implications for the costs
associated with the CSO. Because the industry is in its infancy, it is hard to predict how it
will develop with any degree of certainty. Several stakeholders we interviewed expressed
concern that the requirements of the obligation will place excessive pressure on the

solid wall insulation supply chain, which is not well developed, leading to high costs and
supernormal profits for businesses in the supply chain.

The costs of installing solid wall insulation under ECO could be reduced if local authorities
and community groups were to engage strongly with the policy. This is because there is
considerable scope to reduce costs by treating multiple properties at once (for example,
by sharing scaffolding across installations) and local authorities and community groups
are well placed to coordinate delivery in this way (Sustainable Development Commission
2010, WWF Scotland 2010). Local authorities can also integrate installations with

other renovation works to produce cost efficiencies. DECC’s analysis suggests that
strong engagement by these groups could bring down the costs of ECO by more than

10 per cent, or £130 million a year, based on the central cost estimate for the policy?®
(see figure 3.2 above).

27 Specifically, the high take up scenario assumes that the decision making frequency for installing solid wall
insulation increases over time as households become more familiar with the technology.

28 This figure relates to cost savings achieved in the owner-occupied and private rented sectors. DECC'’s central
cost estimate for ECO includes the potential for cost savings in the social housing sector.
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Some local authorities are due to launch ECO and Green Deal schemes (including
Birmingham’s Energy Savers scheme, Newcastle’s NEWINRETRO and Re:New in
London) but many may struggle to engage with these policies because of constraints
on resources and capacity. This was demonstrated in a survey recently undertaken

by Green Alliance, which found that ‘climate change work has narrowed, is very weak
or absent in 65 per cent of local authorities’ (Scott 2011). It is possible that further
decline in engagement may be halted: the Home Energy Conservation Act has recently
been revamped and a requirement on local authorities to prepare and publish plans on
energy efficiency improvements has been reintroduced. However, a recent report by
the Committee on Climate Change makes clear that this requirement could go much
further and may achieve little if additional resources are not provided to local authorities
(CCC 2012). The potential for strong local authority engagement to reduce the costs of
ECO therefore appears to be limited.

Carbon Saving Community Obligation and the rural safeguard

Suppliers are expected to spend £190 million altogether on the CSCO and rural
safeguard (which is a sub-component of the CSCO). The CSCO takes an area-based
approach to targeting that is similar to an existing obligation on suppliers, the Community
Energy Saving Programme (CESP), albeit with slightly relaxed eligibility criteria, and so
experiences with CESP can inform us about the likely costs of CSCO. Government
expected the cost of CESP to be around £16/tCO2 (DECC 2009) but British Gas has
claimed that the average market price for delivering CESP throughout the obligation
period was over 80 per cent higher. One reason for why the cost of CESP may have
been high is that the scheme employed a complex system for achieving carbon savings
(suppliers were rewarded with additional carbon savings towards their targets if they
installed multiple energy efficiency measures into single properties) that was hard to
deliver and which Ofgem has been slow to administer.?® CSCO, however, does not
employ the same carbon scoring system and therefore should not suffer from upwards
pressure on costs.

One factor that may have affected the cost of CESP and which will also affect the cost
of CSCO is — as with the CSO - the degree to which local authorities engage with the
schemes. Local authorities were expected to play a role in the delivery of CESP, by
granting permission for projects to go ahead. In many cases, local authorities had a
greater role in the project by helping with scheme design, targeting, and in some cases
providing partial subsidies towards measures. But stakeholders suggested that local
authorities had difficulties engaging with CESP after they were hit by budget cuts and
after targets to reduce carbon emissions and tackle fuel poverty (contained in the national
indicator framework) were removed. We have noted already the factors that may restrict
local authority engagement in ECO and the Green Deal: here, also, these could mean
higher costs for CSCO. Overall, it is hard to determine the likely cost of CSCO, but there
is a risk the cost could be higher than the central government estimate due in part to low
local authority engagement.

The focus on rural households contained within the rural safeguard is a new approach for
a suppliers’ obligation which makes it hard to ascertain the accuracy of the government’s
cost estimates. The novelty of the target and the focus on a very small pool of eligible
households both present risks of high costs.

29 There is a currently a backlog of proposed CESP schemes waiting for accreditation by Ofgem.
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3.3 Cost of the fuel poverty target

The Affordable Warmth (AW) target within ECO aims to address fuel poverty. Suppliers
will be required to achieve a total reduction in lifetime notional space and water heating
costs of £4.2 billion for low-income and vulnerable households. The government expects
suppliers to spend around £350 million delivering AW, but again there is much uncertainty
about this estimate.

The main risk for cost increases in AW arises on account of the way the policy is targeted.
The low-income and vulnerable groups that will be eligible for measures under AW are
very similar to those that are eligible under the Super Priority Group (SPG) sub-target
within the Carbon Emissions Reduction Target (CERT)®°, which is the main suppliers’
obligation currently in operation. CERT originally required suppliers to deliver 40 per cent
of the targeted emission savings with households deemed to be in the ‘priority group’
(PG), which focused on people who are above 70 years old or receive certain benefits
(DECC 2010b). The SPG target, which was introduced in March 2011, required suppliers
to meet 37.5 per cent of their PG target (15 per cent of their total CERT target) by
delivering measures to a subset of households that were considered to be at high risk

of fuel poverty. Compared with PG, SPG has stricter eligibility requirements regarding
recipients’ household income and the benefits they receive. Suppliers’ recent experiences
with the SPG target suggest that identifying and providing measures to the households
specified under AW could be challenging and result in high costs.

Delivering the CERT Super Priority Group target

Most suppliers have struggled to achieve their SPG targets, and because of this some
will fail to achieve their overall CERT targets within the obligation period, which ends in
December 2012.%" This will be the first time that a supplier has failed to deliver on their
obligations. By looking at the performance of the suppliers against their SPG targets we
can draw lessons about the challenges they may face delivering the AW target in ECO,
and the implications this would have for ECO costs.

In June 2012, with six months remaining in the obligation period, less than 40 per cent of
the SPG target had been achieved by the suppliers (Ofgem 2012c¢). Some suppliers have
been more effective at achieving their SPG targets than others. Under CERT, it is the ‘big
six’ domestic energy suppliers with a customer base in excess of 250,000 customers —
British Gas, EDF Energy, E.ON, Npower, Scottish Power and SSE — that have obligations
to fulfill. Table 3.1 shows that in March 2012 E.ON was significantly outperforming other
suppliers, having achieved two-thirds (62 per cent) of its SPG target. At the other end of
the scale, Scottish Power had only achieved 12 per cent of its target.

Ofgem recently granted suppliers an extension period until 31 January 2013 to report
installations carried out in 2012 and has revised the proportion of SPG households that
it assumes to be in social housing, which may help the suppliers to achieve their targets
(Ofgem 2012b).

30 The specific criteria that the two policies (AW and SPG) use to target individuals are discussed in the following
chapter. AW uses slightly more prescriptive targeting than SPG, which would mean fewer homes are eligible,
and includes a wider variety of measures (such as new boilers and heating systems) which might mean that
more homes are eligible.

31 To a lesser extent suppliers are also struggling to meet a target specifying they must achieve at least 68 per
cent of their carbon target from March 2011 to January 2013 via insulation measures (DECC 2010b).
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Table 3.1

Progress of suppliers

in reaching their CERT
target, 31 March 2012%

% of overall % of PG % of SPG
Supplier target achieved target achieved target achieved
BG 81.5 89.8 20.0
EDF 83.2 89.6 21.3
E.ON 88.7 99.4 62.0
Npower 85.0 87.4 47.6
Scottish Power 80.9 82.1 12.2
SSE 777 79.9 27.5

Source: Ofgem 2012d

At least two of the suppliers that are struggling to meet their SPG obligations (British Gas
and SSE) maintain that they have tried hard to achieve their targets but to little avail. The
Local Government Authority has said that suppliers have ‘desperately [tried] to work with
[local councils] to identify householders who qualify for the Super Priority Group’ (LGA
2012), which supports these claims. In the boxed text below, we detail approaches that
British Gas has used to try to fulfil their obligation and how effective these have been.
We also identify potential reasons why the SPG target has been hard to achieve and why
some suppliers have performed better than others.

Challenges in achieving the SPG target

British Gas has claimed it has employed a variety of approaches to try to find SPG
households, including working with third-party installers and setting up partnerships
with social housing providers. They also claim that even if they have been able to
identify a household as SPG, the majority (60 per cent) have not been suitable for
measures.

Other approaches used by British Gas to find SPG households includes marketing,
such as adverts, direct mail-outs, field sales and bill inserts. Reported response
rates to these approaches appear to have been low. For example, the Department
for Work and Pensions mailed approximately 4.2 million eligible SPG households
(identified by the benefits they were on) to inform them that they could be eligible for
support and passed on details of customers who responded to suppliers. From the
contacts passed to British Gas that were interested in receiving insulation, 10,847
were successfully contacted. Of these, 60 per cent (6,451 customers) booked a
survey and 545 had measures installed. In this example, British Gas therefore had a
5 per cent conversion rate from all those they were able to contact.

Stakeholders we interviewed suggested a number of reasons why most suppliers
may have found the SPG target hard to achieve, although these are anecdotal and
are unable to be verified, as there is no data available from those suppliers who
have performed better with SPG. The reasons suggested were:

e Customers have little need to self-identify as SPG when they can get measures
for free without doing so (currently everyone, regardless of how they are
categorised under CERT, is offered free insulation by suppliers).

32
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We cannot analyse the progress of the individual suppliers towards the CERT Extension insulation sub-target
as this data is not published by Ofgem.
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e Households have been put off from self-identifying as SPG because they need
to submit sensitive personal documentation, such as bank statements, as
evidence.

e Households have been put off from self-identifying as SPG out of fear of being
stigmatised.

If these reasons are true it is possible that suppliers have delivered measures to
SPG households but have not identified them as such, and are therefore further
towards meeting their targets than the data suggests. Suppliers may also have
delivered measures to SPG households through the Community Energy Saving
Programme (CESP) that have not counted towards their CERT targets.

It is hard to explain why the SPG targets have proved more difficult for some
suppliers to achieve than others because there is very little publicly available data
on how the suppliers deliver their CERT obligations (on, for instance, the degree to
which they work with partners and to whom they contract work).

The differing scale of the suppliers’ obligations may partly explain their varied
performance. In particular, British Gas has an obligation that is over twice the size
of E.ON’s.®® However, this does not account for the low performance of Scottish
Power and EDF, which have a smaller obligation than E.ON.

Stakeholders we interviewed suggested a number of possible reasons for E.ON’s
strong performance:

e E.ON beginning work on its obligations earlier
e paying more for leads from third-party installers

e partnering with third-party organisations (such as local authorities and
registered social landlords) earlier and working more effectively with them
e marketing that addressed the question of why an energy supplier would help

you save money on your bill which might have improved levels of trust with
consumers

e being the first supplier to offer a cash-back offer to incentivise take-up

e E.ON might have been better at securing the necessary evidence that a
household was SPG.

We will be able to make a more informed assessment of the efforts suppliers have
taken if they fail to meet their CERT targets and Ofgem requires them to submit
evidence of their ‘best endeavours’ in spring 2013.

Overall, it does appear that the SPG target has been very challenging. It seems likely

that some of DECC'’s original assumptions that underpinned the target when it was set —
concerning, for example, the proportion of the 5.6 million households identified as SPG
according to income criteria whose homes were suitable for measures — may not have
been accurate and that the target was simply harder to achieve than the government
expected. If this is the case then similar challenges can be expected under AW. It is
notable that another fuel poverty policy, Warm Front, struggled to achieve expected levels
of take-up because the eligibility criteria for the policy were overly narrow (they were later

33 Based on the suppliers customer numbers in the Energy Supply Probe (Ofgem 2008a).
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relaxed in order to achieve greater levels of take-up). This shows there is a balance to be
achieved between having overly prescriptive targets for fuel poverty policies and ensuring
they are deliverable, which is a subject we return to in the next chapter.

Cost implications for the Affordable Warmth target

If suppliers experience similar challenges in achieving their AW target as they have with
their CERT SPG target this could have implications for the costs of ECO. Although there is
no publicly available, independent data source from which we can observe the suppliers’
costs for delivering their CERT SPG target®** we can draw conclusions about the cost of
AW from statements the suppliers have made about their CERT costs.

Several suppliers have claimed that they have experienced sharp increases in their CERT
costs in 2012. Because some suppliers are currently struggling to meet their CERT
targets, this is not surprising: a supplier will have to pay more to find eligible customers in
the relatively short time remaining before the policy deadline than they would if they had
more time. SSE has claimed that their overall costs for CERT and CESP combined have
increased by £100 million, or doubled, from 2011 to 2012 (ECCC 2012b). RWE Npower
has reportedly claimed that they are paying 85 per cent more to fulfil their SPG target in
2012 than they did in 2011 (the equivalent of £35/tCO2 in 2012 compared with £19/tCO2
in 2011) (Beech 2012).

Despite recent increases, the cost of achieving the SPG target appears to be within
government estimates. British Gas has claimed that in the fourth quarter of 2012 their cost
for achieving the SPG target will be around 27 per cent higher than the cost for achieving
the PG target. This is marginally higher than the greatest difference DECC expected (25
per cent) between the costs of achieving the two targets®® but because costs have risen
sharply in 2012 it is likely that the average difference across the obligation period (from
March 2011) has been within DECC’s estimates. As a way of increasing the amount of
resources going to fuel poor homes through CERT, the SPG target appears to have been
a cost-effective alteration to the policy.®® However, this does not mean that the SPG
target, and by inference the AW target under ECO, is the most cost-effective fuel poverty
policy. An alternative approach which may be more cost-effective (the Low-Income, Low-
Efficiency Area approach) is outlined in chapter 4.

In the past, it appears that suppliers’ CERT costs have been significantly lower than
government assessments. British Gas has claimed that their cost for delivering CERT
was £11/tCO2 in 2008 (ECCC 2012a), which is 38.9 per cent lower than the government
estimate of £18/tCO.. If this is representative of all of the suppliers then this shows that
the obligation has been more cost-effective to deliver than expected. However, the lack of
certainty around costs makes it hard to know what impact the policy has had upon bills.

34 Government has taken the view that suppliers pass on 100 per cent of their costs.

35 When DECC introduced the SPG target it stated: ‘It is assumed that the costs of reaching houses in the SPG
will be no higher than in the priority group. However, it is possible that it will be more costly to find these
houses and persuade householders to take up measures. If administration costs were 25% higher in the SPG
to account for this then cost to suppliers would be 4% higher’ (DECC 2010).

36 The key measure for whether the SPG target has been cost-effective as a measure to tackle fuel poverty is if
the increased cost of the target compared to the PG target has been matched by a similar or greater increase
in the proportion of fuel-poor households which have received measures through the policy (as is discussed
in detail in the following chapter, fuel poverty policies are often not well targeted, which means that resources
often go to households that are not fuel-poor). Of those households that received measures through the PG
target, 24 per cent were fuel-poor. If the cost of the SPG has been at the top end of DECC’s estimates (that is,
25 per cent greater than PG) then to be cost-effective at least 30 per cent of the resources provided will need
to have gone to fuel-poor homes. Because the SPG employs much narrower eligibility criteria than PG, it is
very likely that it has achieved this.
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There is an opportunity to avoid a repeat of this situation under ECO because the
secretary of state will have the power to request and monitor cost data from suppliers.

Some suppliers have cited rising CERT costs, as well as other factors including the rising
cost of buying wholesale energy and of transmitting and distributing energy, as a reason
behind their recent decision to increase tariffs. While social and environmental costs have
been increasing — some suppliers have claimed that their costs have risen by 30 per cent
in the past year (see for example ECCC 2012) — CERT itself is unlikely to have played a
major role in this. Even if SPG costs have increased by 85 per cent over the past year, as
RWE Npower has claimed, the impact this will have had on bills is small. If we assume
that the other CERT costs (non-SPG) have not changed®” and the overall cost of CERT

is now in line with government estimates, rising SPG costs may be responsible for
around £6.45, or 0.5 per cent, being added to the average energy bill.*8 This compares
to recent tariff increases by the suppliers of 6-11 per cent. The wholesale cost of energy
(in particular the cost of buying gas) is by far the most significant factor affecting energy
bills. It currently makes up 46 per cent of the average bill and was responsible for an
average bill increase of £490-£620 over the past two years (Ofgem 2012a).

Summary

The ECO adopts a distinctly new approach for delivering energy efficiency improvements
in the domestic sector, compared to previous supplier obligations. As a result, the cost
of the policy is highly uncertain. DECC'’s central cost estimate for ECO is £1.3 billion

a year, which would be an almost pound-for-pound replacement for existing energy
efficiency policies and result in no additional cost on household bills. Like CERT and
CESP, ECO would make up around £50 of the average annual energy bill. But the cost
of ECO could be lower or higher, with estimates ranging from £0.53 billion to £3.09
billion a year, which means the impact on bills could be less than for current policies —
perhaps as low as £20 per household — or more, at up to £116. According to the central
cost estimate, if expected bill savings from measures installed through ECO and the
Green Deal® are included then the overall impact on bills from January 2013 to March
2015 will be to add around £22.

We have identified several factors which could mean the cost of ECO is at the upper end
of the government’s estimate. These are:

e To achieve a very sharp acceleration in the amount of solid wall insulation installed,
as is necessary to meet the targets within the policy, suppliers may need to offer very
large subsidies to households. Also, the solid wall insulation supply chain may not be
prepared for the increased demand, which will push up costs.

e The likelihood of strong engagement from local authorities, who by supporting multiple
installations in local areas could reduce the cost of installing solid wall insulation by
10 per cent, is low because many have limited resources and are focused on a range
of competing priorities.

37 The costs of achieving an insulation sub-target within CERT may have also risen, but we have insufficient cost
data to capture this in our analysis. The overall picture will remain the same, however.

38 Based on electricity consumption of 4MW/year and gas consumption of 16.0MW/year (http://www.ofgem.gov.
uk/Markets/RetMkts/rmr/smr/Documents1/SMR%20update%2029-10-12.pdf); government expected CERT

39 In the Green Deal and ECO policy impact assessment, DECC does not separate bill savings achieved by ECO
from those achieved by the Green Deal.
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e Costs will be high if suppliers struggle to find eligible fuel-poor households under
ECO, as they have struggled with the Super Priority Group (SPG) target in CERT.
Suppliers’ difficulties in achieving their SPG targets may have occurred because of
how the target was designed, rather than because of a lack of effort. The cost of
the SPG target appears to have risen sharply over recent months but remains within
government estimates and is likely to have been a cost-effective alteration to the
policy for getting more resources to fuel-poor homes.

In the past, suppliers’ costs for delivering their obligations may have been significantly
below government expectations. Because of this, estimates about the costs that make
up energy bills have been incorrect and suppliers’ operational costs or profit margins
may have been higher than was assumed. ECO presents an opportunity to improve the
monitoring and transparency of suppliers’ costs.
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4.

Figure 4.1
Distributional impact of
the change to energy
bills from ECO

WHO WILL BENEFIT FROM ECO AND WHO WILL
LOSE OUT?

The cost of ECO will be borne by all energy bill-payers, but only some types of
households will be eligible to receive measures and therefore be partly insulated from
energy bill increases. In this chapter, we look at the distributional outcomes of the
energy bill increases that will occur because of ECO and who is likely to receive support,
focusing in particular on the provision that will be available for the most vulnerable, fuel-
poor households.

Distributional outcomes of ECO

If the cost of ECO is in line with the government’s central estimate, energy bill rises from
the policy in 2020, across all households, are expected to be broadly proportionate as
a percentage of average incomes in each income decile group (DECC 2012b: 67).4°
However, if only those households which do not receive measures through the Green
Deal or ECO are included — which includes the majority of households — then the increase
to energy bills as a proportion of income will be slightly regressive, with those on the
lowest incomes feeling the cost of the policy the most. This is shown by the blue line in
figure 4.1. If the cost of ECO is at the higher end of government estimates, as evidence
in the last chapter suggested is possible, then the extent of the regressive distributional
outcomes will be greater.
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The AW obligation, CSCO and rural safeguard will all direct resources towards lower-
income households, and those that receive energy efficiency measures will be partially
protected from bill increases. However, many fuel poor households will not receive
measures but will instead be cast into a greater depth of fuel poverty by bill increases

40 There are a number of potential flaws with DECC’s analysis that we do not focus on in this report but could
affect the distributional outcomes of ECO. First, it focuses on the distributional impacts of ECO in 2020,
at which point ECO is expected to have reduced energy bills by, on average, £20. However, in the first few
years the policy will add around £20 to the average bill, increasing the potential for regressive distributional
outcomes during this early period. Also, DECC has assumed, because suppliers will be allocated their
obligation on the basis of the amount of energy they have sold, that suppliers will pass their costs on to
consumers on a consumption (ie per kWH) basis. However, suppliers have discretion about how to pass
through costs and they have an incentive to pass greater costs through to customers who are least likely to
switch, thereby enabling them to offer better deals to more cost-sensitive customers. Because vulnerable and
low-income groups are over-represented among non-switchers (Ofgem 2008a) there is, therefore, the potential
for outcomes from ECO to be more regressive than DECC predicts. There are licence conditions in place
that should ensure suppliers offer tariffs that are reflective of their costs, which would mean their costs are
passed through as intended. However, these requirements are not being effectively enforced (Platt 2012). It is
also worth noting that the Fuel Poverty Review commissioned by DECC concluded that, even if the proposed
definition is adopted, the Green Deal and ECO ‘would be expected to increase fuel poverty’ (Hills 2012: 112).

24 IPPR | Energy efficiency: Who pays and who benefits?



resulting from ECO. This is because fuel-poor homes are unlikely to receive measures
through the Green Deal (because they will not be eligible under the requirements of the
‘golden rule’*") and ECO will only enable improvements to be provided to 125,000 to
250,000 fuel-poor homes across the whole of Great Britain, while around 2.7 million
households in England alone are currently fuel-poor (according to the Hills definition). Just
in England, around 2.5 million fuel-poor households will not receive support through the
Green Deal and ECO. Poor targeting within ECO, as discussed below, means that the
figure may be significantly higher.

There are additional reasons why lower-income households are less likely to receive
measures that could protect them from bill increases than those on higher incomes.

First, a greater proportion of solid wall insulation provided by suppliers through the CSO will
go to larger properties, which can be assumed to be occupied mainly by households on
higher incomes. This is because installations in larger properties are more cost-effective due
to economies of scale and therefore are expected to be the focus for suppliers.*> DECC’s
analysis projects that uptake of solid wall insulation in large detached houses will be 24 per
cent of the technical potential of all installations by 2022, compared to only 6 per cent in
large terraced homes and 7 per cent in small terraced homes (DECC 2012b: 69).

Second, households in the private rented sector include high proportions of low-income
households (Boardman 2010) who often live at a greater depth of fuel poverty than
households in other sectors (ECCC 2012c) but are unlikely to receive measures under
ECO or the Green Deal.*® This is mainly because of a dilemma that exists within the
tenant-landlord relationship.** Since a landlord does not benefit financially from energy
savings in the property there is little incentive for them to arrange for energy efficiency
improvements. Similarly, a tenant is not incentivised to spend money on improving their
property because the lifetime value of this will be gained by the landlord, even if their own
energy bills are reduced in the short run. The barrier this poses to uptake of measures was
demonstrated in a recent evaluation of CERT that showed, while 13 per cent of all homes
are in the private rented sector, only 5 per cent of households in this sector received
assistance from the programme (Ipsos MORI et al 2011).%5 Regulations are intended to be
introduced which are aimed at improving the energy efficiency of some properties in the
private rented sector, but they will not have an effect during the first ECO period.*®

41 See page 9

42 British Gas suggests this may be harder to achieve in practice than DECC’s modelling suggests. Nevertheless
we base our analysis on DECC’s modelling.

43 Households in the private rented sector who are eligible for support under the AW target may stand a better
change of receiving measures than those who are not. This is because AW is for private tenure properties
only, and because private rented homes have lower energy efficiency standards than other tenures they will be
attractive to suppliers. The ability of suppliers to pay for a new boiler where someone is in the AW group will
help to engage landlords and assist those living in the very worst properties.

44 Additional barriers include the hassle of installing measures (for example, the landlord may use the loft space
and be unwilling to clear it) and the tenant not being in a position to make decisions about altering the building.

45 CESP has showed similar patterns of low-uptake in the private rented sector (CAG et al 2011).

46 Government intends to introduce regulation so that, from April 2016, domestic landlords will not be able to
unreasonably refuse requests from their tenants for consent to make energy efficiency improvements, where
financial support is available (for example through the Green Deal and/or ECO): see http://www.decc.gov.

private rented properties (domestic and non-domestic) should be brought up to a minimum energy efficiency
standard rating, likely to be set at EPC rating ‘E’.
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Table 4.1

Targeting efficiency of
the main GB fuel poverty
policies

Outcomes for fuel poverty

The households that are most vulnerable to increases in their energy bills are those that are
fuel-poor, or indeed those that will become fuel-poor as a result of bill increases. As was dis-
cussed in chapter 2, the current definition of fuel poverty is flawed because it captures people
on high incomes in large properties. The government has therefore committed to introduce

a new definition. Ultimately every household in the UK should have the right to a warm home
without having to choose between ‘eating and heating’. The definition of fuel poverty should
enable policymakers to target resources at households that do not have this right, as well as
those who are burdened by excessive energy bills but do not have the resources to improve
their situation, for example by moving home or installing energy efficiency measures.

Targeting of provision in ECO

A comprehensive database specifying which households are fuel-poor does not exist and
would be very difficult and expensive to create. Because of this, all recently implemented fuel
poverty policies have used proxies to identify fuel-poor homes. ECO continues this approach.

Proxies have tended to be based on individuals’ circumstances and include whether
individuals in a household receive certain benefits, have an income below a certain
threshold, or are over 70 years old (the only exception to this is CESP, which is discussed
below). However, the efficiency with which these proxies target fuel-poor homes is not
high.%” For example, only around 20 per cent of recipients of winter fuel payments and
cold weather payments and 28 per cent of the recipients of the warm home discount are
fuel-poor. As a result, less than a quarter of current annual expenditure on fuel poverty
goes to the fuel-poor (Boardman 2010). Research suggests that targeting of fuel poverty
policies could be significantly improved if property-based characteristics are included
within targeting proxies (Hills 2012, Ekins and Lockwood 2011). We advocate a method
for doing this, the ‘Low-Income, Low-Efficiency Area’ approach, below.

Targeting efficiency

Scheme name % of recipients who are fuel-poor % of fuel-poor that are eligible
‘Warm Front’
pre-Apr 2011 26%'-40%? 35%2-53%°
April 2011-Sep 2012 not known 77%°
Winter fuel payments 19%* 50%*
Cold weather payments ~20%° not known
Supplier obligations
EEC 2005-08, PG 22%! 584-70%°
CERT 2008-12, PG 24%5 not known
CERT 2008-12, SPG not known but higher than PG not known
CESP >22.4%" not known
ECO Affordable Warmth 37.2%"° 51.8%1"°
ECO Carbon Saving Communities  26.9%° 12.4%"°
Warm home discount 28%° not known

Sources: 1: BERR 2008; 2: NAO 2009; 3: DECC 2011b; 4: Boardman 2010; 5: Lees 2008; 6: Sunderland and Croft 2011; 7:
CAG et al 2011; 8: Hills 2012, based on archetypal modelling for hypothetical supplier-funded rebates; 9: assumed to be in
the range of winter fuel payments and CERT because of similar eligibility criteria; 10: Probert et al 2012.

Note: The figures are dated but the overall picture remains the same (Hills 2012).

47 In 2006, about 50 per cent of all fuel-poor households were pensioners, but only 19 per cent of all pensioner
households were in fuel poverty; in 2006, about 58 per cent of fuel-poor households were on means-tested
benefits, but only 13 per cent of all households on means-tested benefits were fuel-poor; and in 2007, about
63 per cent of fuel-poor households were on a low income (set at 60 per cent of average household income),
but only 54 per cent of all households on a low income were in fuel poverty (Boardman 2010).

26 IPPR | Energy efficiency: Who pays and who benefits?



ECO will employ targeting methods that are similar to previous policies and can be
expected to deliver similar levels of resources to fuel-poor homes. There is insufficient
evidence on past policies to determine precisely how resources will be distributed under
ECO, but we are able to make some inferences.*

e AW: AW is specifically intended to address fuel poverty. It will target a group of
individuals that is similar to the Super Priority Group (SPG) in CERT but excludes
social housing and so can be expected to achieve a lower level of efficiency at
targeting fuel-poor homes.*® The targeting efficiency of the SPG group is not known,
but it is based on tighter eligibility criteria than the PG group in CERT - therefore AW
will achieve a targeting efficiency that is higher than the PG target. Of those that have
received support through the PG target, only 24 per cent are fuel-poor.

e CSCO: CSCO adopts a similar targeting approach to CESP, with slightly more relaxed
eligibility criteria, and can be expected to deliver measures to a similar proportion of
fuel-poor homes.*° Exact figures for the proportion of fuel-poor homes that received
measures under CESP do not exist. We estimate that up to 76 per cent of recipients
of support through the scheme were not fuel-poor, but acknowledge that the actual
figure could be lower than this.

e The ‘rural safeguard’: This specifies that suppliers must achieve 15 per cent of the
CSCO by installing measures in a rural area®' and combines the targeting approach
of AW and CSCO.%? The rural safeguard is therefore likely to achieve a targeting
efficiency that is broadly comparable to these other targets (over 24 per cent).

There is no evidence to suggest the targeting efficiency of ECO will be significantly greater
than previous energy efficiency supplier policies, which have resulted in only a quarter of
resources being distributed to fuel poor homes. We conclude that it is highly likely that

a large majority of the support provided to low income and vulnerable households under
ECO will go to households that are not fuel poor.

Targeting by ‘Low-Income, Low-Efficiency Area’

There is clearly a case for trying to improve the targeting efficiency of policies so that more
resources reach fuel-poor households. However, the desire to improve targeting efficiency
must be balanced with the need to ensure that policies remain deliverable because, as
discussed in the last chapter, highly prescriptive targets that are challenging to achieve
(such as the SPG target under CERT) can lead to significantly higher costs.

48 Only the AW component of ECO is specifically intended to address fuel poverty, but we consider each aspect of
the policy focused on providing measures to lower-income and vulnerable households. The carbon savings target
does not specifically target low-income or vulnerable households and is therefore excluded from our analysis.

49 The SPG target focuses support on individuals earning under £16,190 and receiving benefits including income-
based jobseeker’s allowance; income-related employment and support allowance (that includes a work-related
activity or support component) or income support that includes pensioner premium, disability or severe disability
premium; and award of child tax credits that also includes an element for a disabled, or severely disabled child
or young person, and child under the age of five (DECC 2010b, ENDS 2010). This will be slightly expanded under
AW to include those on certain elements of working tax credit under a household income of £15,860 and those in
receipt of certain means-tested benefits with children aged 19 years or under in full-time education.

50 CESP focuses support on low-income areas in the bottom 10-15 per cent of the income distribution. Analysis
showed that just above 20 per cent in those areas are fuel-poor (CAG et al 2011). However, because much of
the support was provided to social housing, where levels of fuel poverty are higher, we expect the targeting
efficiency to be greater than this. CSCO adopts broadly the same targeting criteria to CESP but relaxes the
target in England from the bottom 10 per cent to the bottom 15 per cent of the income distribution.

51 As part of the rural safeguard, suppliers must provide measures to ‘households that are either in a rural
area and in receipt of one of the qualifying benefits for AW or in a rural area which is within or adjacent to a
qualifying low-income area.*

52 British Gas believes that this is a mistake in DECC’s impact assessment and that only those households on AW
benefits and in a rural area will qualify. This would mean that the targeting efficiency will be similar to the AW target.
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One approach that could more efficiently target fuel-poor homes while keeping costs
down is for energy efficiency improvements to be provided to all homes in areas that are
known to include a large proportion of low-income residents and energy-inefficient homes
(originally proposed in Boardman 2012). We refer to this approach as a ‘Low-Income,
Low-Efficiency Area’ approach, or LILEA.

The ‘Low-Income, Low-Efficiency Area’ approach to tackling fuel poverty

A LILEA approach would involve targeting groups of houses in certain geographical
locations. It differs from CESP, which is an area-based scheme, by taking account
of property characteristics as well as incomes. There is substantial evidence that
by incorporating property-based proxies®® the targeting efficiency of fuel poverty
policies can be significantly improved (Boardman 2010, Hills 2012).

There is not currently a comprehensive national database of individual property
characteristics, although proxy data sets can be used relatively effectively and
aggregated to neighbourhood level. These could be cross-referenced with data
on incomes to identify target areas for a LILEA scheme, at a geographic scale of
street-level or above. All households in these areas would then be provided with
energy efficiency measures.

The LILEA approach would mean that some more-affluent households receive
support. But regional fuel poverty statistics show that in some postcode
areas almost 50 per cent of households are in fuel poverty,®* indicating that
significantly higher-efficiency targeting could be achieved than is the case
through current policies.

The LILEA approach brings additional benefits. As was discussed in the last
chapter, installing energy efficiency measures into multiple properties in an

area can significantly reduce costs. Also, the costs to suppliers of identifying
households as eligible for support would disappear, as all households in a
prespecified area would be eligible. An additional benefit is that individual
households have sometimes been reluctant to take up measures under existing
targets (specifically the CERT SPG) because they have felt stigmatised — this
concern is likely to be assuaged with the LILEA approach because all households
in an area would receive support. In fact, research has shown that households are
more likely to install measures like solid wall insulation if a neighbour has installed it
first, so LILEA approach could increase levels of take-up.

Councils would be well placed to identify target areas for the LILEA approach by
drawing on their local knowledge and seeking opportunities to integrate energy
efficiency schemes with other regeneration and development initiatives, maximising
economies of scale and making best use of available resources.

53 For example, judging whether properties are constructed of solid walls and assessing whether they are
rural or not.

54  See http://www.decc.gov.uk/en/content/cms/statistics/fuelpov_stats/regional/regional.aspx
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Summary
The costs and benefits associated with ECO will be distributed to households in different
ways. In this chapter we have shown:

29

Across the majority of households (those that do not receive measures under the
Green Deal or ECO) the impact of energy bill increases due to ECO will be regressive
up to 2020, with lower-income households feeling the cost the most. If the costs of
ECO are at the higher levels of what is expected, as evidence in chapter 3 suggests is
possible, energy bill increases will be more regressive.

Households that receive measures through the Green Deal and ECO will be protected
from bill increases but lower-income households are likely to be under-represented.
This is because they are more likely to live in smaller properties, which are less likely
to receive solid wall insulation through ECO, and/or live to in the private rented sector,
which is less likely to receive improvements.

This will be partially offset by the AW, CSCO and rural safeguard targets, which will
direct resources to lower-income households and result in more equitable outcomes
from ECO. However, most of the resources will not to go to fuel-poor homes because
the policy is poorly targeted.

An area-based approach that takes into account property and income-based
characteristics, which we have called the ‘Low-Income, Low-Efficiency Area’
approach could result in improved targeting of fuel-poor homes without unduly
pushing up costs.
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CONCLUSIONS

ECO is a programme worth up to £3.1 billion a year to deliver energy efficiency
improvements in the domestic sector, which will be achieved by placing obligations on
the major energy suppliers from January 2013. The policy marks a radical change from
previous supplier obligations by focusing on high-cost energy efficiency measures like
solid wall insulation and because it aims to tackle fuel poverty. ECO will work alongside
the Green Deal, which enables households to install energy efficiency measures at no
up-front cost.

The government is right to aim to reduce carbon emissions and tackle fuel poverty by
improving the energy efficiency of homes, because this is cost-effective and provides a
long-term solution to fuel poverty — but ECO but will make only a limited contribution to
either of these goals.

ECO and the Green Deal combined will deliver only 26 per cent of the emissions
reductions achieved by the current obligations on suppliers, and will not deliver much of
the lowest-cost emissions reductions available. The Committee on Climate Change has
said that the UK’s ability to meet its legally binding emission reduction targets is at risk
because a high proportion of the available loft and cavity wall insulation potential will not
be delivered by ECO and the Green Deal.

The scale of resources available through ECO is insufficient to tackle fuel poverty. By
2023, 125,000 to 250,000 fuel-poor homes in Great Britain will be improved by the
ECO - but 2.7 million households in England alone are currently fuel-poor according
to the Hills definition of fuel poverty (Hills 2012). Around £17.5 billion in investment is
needed to improve the energy efficiency of fuel-poor homes in England.

Only certain types of household will be able to benefit from measures under ECO but all
will bear the cost of the policy through increases in their energy bills. The likely cost of
the ECO and the impact it will have on bills is highly uncertain and there are risks that it
could be at the upper end of the government’s estimates.

DECC estimates that ECO will be an almost pound-for-pound replacement for current
energy efficiency policies, making up around £50 of an annual household energy bill
up to 2016. But the impact on bills could be less than for current policies — perhaps
as low as £20 per household — or more, at up to £116 a year. If take-up of measures
is low and suppliers need to offer large subsidies to households to install solid wall
insulation then costs could be as much as 40 per cent higher than the government’s
central estimate. Strong engagement from local authorities could bring down the costs
of installing solid wall insulation, but many will struggle to engage without additional
resources.

Experiences from the current supplier obligation, CERT, suggest that suppliers will
struggle to achieve the fuel poverty (Affordable Warmth) target in ECO, which will result
in higher costs. Suppliers have tried hard to meet their SPG target within CERT but
most will fail; this may be because assumptions embedded in the policy design, such
as the number of households that can be classified as SPG and whose homes were
eligible for measures, were optimistic. Suppliers’ costs have risen recently as they
struggle to meet their CERT targets, although they remain within government estimates
across the whole obligation period. In the past, suppliers’ costs for delivering their
obligations may have been 38.9 per cent lower than government estimates.
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The costs of ECO will be passed on through energy bills and will result in regressive
distributional outcomes for those households that do not receive measures through
ECO and/or the Green Deal up to 2020. Households that receive measures will be partly
insulated from bill increases. Families living in smaller houses or in the private rented
sector, which includes a greater proportion of lower-income families, will be less likely to
receive measures. However, the inclusion of the Affordable Warmth and Carbon Saving
Communities Obligation targets will direct resources towards low-income households.

Fuel-poor homes are the most vulnerable to the energy bill increases which will result
from ECO. The majority of support available to fuel-poor homes through ECO will go

to homes that are not actually fuel-poor, because the policy is badly targeted. Over 2.5
million fuel-poor households will not receive measures through the policy. A promising
approach for improving the targeting of resources and reducing costs is to target areas
that contain high proportions of low-income households and energy inefficient properties,
which we refer to here as the ‘Low-Income, Low-Efficiency Area’ approach, or LILEA.

Policy implications

Policies to reduce carbon emissions must do so at a pace that is line with the UK’s
statutory obligations to tackle climate change, at least cost to consumers. Special
measures must also be implemented to protect those who are most vulnerable to energy
bill increases: the fuel-poor. Improving the cost effectiveness and targeting efficiency of
ECO would enable more fuel-poor homes to receive support. Based on these principles,
we make a number of recommendations for ECO.

1. Reducing emissions at least cost

The focus of ECO on high-cost measures creates risks of high costs for suppliers and
large energy bill increases for consumers. This is because high levels of subsidy may
need to be provided to encourage consumers to take up solid wall insulation. Also the
solid wall insulation supply chain is in its infancy and may struggle to achieve the required
increase in output, which will increase costs.

Moreover, according to the government’s own modelling, ECO and the Green Deal
combined will not deliver most of the lowest-cost emissions reduction potential which
exists in the domestic sector, such as loft insulation top-ups and cavity wall insulation.
The Committee on Climate Change (CCC) has stated that if all potential loft and cavity
wall insulation is not delivered by the end of the decade then the UK will not be able to
achieve its legally binding carbon reduction targets (CCC 2011).

The CCC has recommended that in order to achieve emissions reductions in line with
the carbon budgets, the government should allow low-cost energy efficiency measures
to count towards suppliers’ ECO targets (ibidCCC 2011). This would allow households
to receive a combination of Green Deal finance and subsidies to install these measures,
which would better incentivise take-up of measures than the current approach.® Analysis
by the CCC suggests that there is scope for sufficient loft, cavity and solid wall insulation
required to meet the carbon budgets within the £1.3 billion the government predicts will
be spent on ECO. Including loft and cavity insulation within ECO would also reduce the
risk of the policy incurring high costs and consumers receiving large bill increases.

55 There is a risk that Green Deal offerings in the market not linked to ECO subsidies would be disadvantaged,
but the CCC thinks this can be overcome.
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The government plans to review the Green Deal and ECO a year after the policies have
been introduced. This should include an assessment of consumer demand for measures,
and government should be open to reviewing which measures are eligible under ECO if
demand for low-cost measures is low.

The government should review the level of consumer demand for loft and cavity wall
insulation through the Green Deal a year after the policies have been introduced.

If demand is low then it should consider making these measures available through
the ECO. Government must demonstrate it has a realistic and deliverable plan for
achieving all low-cost energy efficiency measures, in line with what is required to
meet the UK’s carbon budgets.

DECC has estimated that strong local authority engagement in ECO could bring down the
costs of the policy by 10 per cent, or around £130 million a year, by supporting multiple
installations of solid wall insulation in local areas. If this occurs, consumers’ energy bills
would be lower and the distributional outcome of ECO would be less regressive. Local
authorities can also play an important role in delivering energy efficiency schemes,

for example because they have unique knowledge of their local area’s needs and
circumstances and are able to draw on established local networks, partnerships, services
and delivery partners (DECC 2012f).

However, many local authorities will not adequately engage with ECO unless they are
provided with additional resources (Scott 2011). Also, with the loss of national targets
to reduce emissions and tackle fuel poverty, local authorities may not prioritise energy
efficiency schemes. To encourage engagement, energy efficiency schemes could be
promoted as a way to stimulate local economic development.

There is a strong economic case for investing in the capacity of local authorities to
engage in ECO. There are 407 local authorities in Great Britain.% If each was provided
with funding for a full-time staff member to develop energy efficiency schemes on

an annual salary of £35,000, this would cost £14.25 million. Funding for recruitment
costs, overheads, training and data and research costs would increase this sum. If we
assume a total investment in local authority capacity of £40 million and that DECC’s
estimated savings of £130 million were achieved in full then the net benefit from this
investment would be £90 million. A number of options for raising the necessary funds
are discussed below.

The government should support local authority engagement with the ECO by
investing £40 million in local authority staff and resources. Local authorities should
be encouraged to embed their activities on energy efficiency into regeneration

and local development schemes, building on best practice to identify and

develop opportunities for local economic growth, including job creation and skills
development.

2. Tackling fuel poverty cost-effectively

The AW target within ECO is similar to the SPG target in CERT. Most suppliers will

fail to achieve their SPG targets within the current CERT obligation period. Suppliers
interviewed by IPPR maintain that this is not due to a lack of effort. It appears likely that
an assumption about the proportion of SPG households which are suitable for energy
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efficiency measures, made when the target was set, has not proved to be accurate
and so the target has been harder to achieve than the government expected. Across
the CERT obligation period, the cost of the SPG target has been within government
estimates — but it has increased significantly in recent months.

There is a strong risk that the cost of the AW target will be high and that some suppliers
will fail to deliver their obligations. Because of this, suppliers’ progress towards achieving
the AW target should be closely monitored. A review of the cost and efficacy of the CERT
SPG target should be carried out immediately. This will allow government to act quickly
and adjust the targeting criteria of AW in the event that suppliers’ progress towards the
target is poor.

Government should closely monitor energy suppliers’ progress towards achieving
the Affordable Warmth target and immediately launch a review of the CERT Super
Priority Group target to identify why most suppliers will fail to achieve it.

A new targeting method for improving the energy efficiency of fuel-poor homes that
could be highly cost-effective is the ‘Low-Cost, Low-Efficiency Area’ (LILEA) approach.
This would involve measures being provided to all properties in areas known to include
high proportions of low-income residents and energy-inefficient properties. It could be
significantly more efficient at getting resources to fuel poor homes than current policies
without resulting in burdensome costs for suppliers, thereby limiting increases to energy
bills. Local authorities would be well placed to identify target areas.

LILEA is an innovative approach and should be piloted to assess its efficacy before being
more widely implemented. As a first step, the CSCO sub-target within ECO could be
reformed to enable local authorities to identify priority geographical areas for support. The
proposed approach could be trialled, with suppliers focusing their activities in these areas
and outcomes, in terms of up-take of measures and the number of recipients who are
fuel-poor, monitored. Over time, if the new approach proves successful, the government
could improve the interaction between CSCO and AW within ECO. CSCO could be
expanded so it is at a larger scale than AW, and AW could be made into a primarily
reactive instrument, providing measures for those who fall outside designated areas and/
or are in distress.

The government should pilot a new area-based approach to target energy efficiency
improvements for fuel-poor homes by enabling local authorities to identify priority
areas, based on income and property-based characteristics, which could receive
support under the CSCO.

3. Increasing cost transparency to protect consumers

Government and suppliers have recently made conflicting statements about the costs of
the current supplier obligations. Meanwhile, consumers have been left in the dark about
how much the policies add to their energy bills. Also, because the costs of the obligations
have not been monitored, we do not know how cost-effective they have been — in the
past, the impact of the policies on energy bills may have been overestimated. These
occurrences should not be repeated with ECO.

The secretary of state will have the power to monitor the cost to the energy companies
of delivering ECO. This right should be fully exercised. In order to protect consumers and
support informed public debate about the cost of government policies on energy bills,
aspects of this information should be put into the public domain. This must be done in
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a way that is sensitive to the competitive dynamic within the energy efficiency market,
so that unintended consequences do not result. This can be achieved by publishing
aggregated costs across the suppliers.

The government should require the suppliers to submit detailed information on the
costs of delivering their ECO obligations, which should be independently verified,
for example by Ofgem. The average cost of carbon for each sub-target within ECO,
aggregated across the suppliers, should then be published alongside data on the
suppliers’ performance against these sub-targets.

4. Energy efficiency regulations for the private rented sector

Those who live in the private rented sector are arguably the biggest losers from energy
efficiency supplier obligations. They pay for the obligations through their energy bills but
are very unlikely to receive any measures in return, due to the ‘landlord-tenant’ dilemma
(see page 25). High proportions of low-income households live in the private rented sector.

The most effective way to make sure households in this sector are protected against
energy bill increases caused by ECO is to introduce regulations stipulating that these
properties must achieve a certain level of energy efficiency performance. Such regulations
will not only ensure these properties get the improvements they need, they will also
create demand for measures through the Green Deal and ECO and therefore underpin the
success of these policies.

The government has announced that it intends to introduce regulations on energy efficiency
for properties in the private rented sector but they do not go far enough or fast enough.

If the proposed policies are implemented, from April 2016, domestic landlords will not

be able to unreasonably refuse requests from their tenants for consent to make energy
efficiency improvements, where financial support is available (such as through the Green
Deal and/or ECO). The impact of this policy is likely to be limited because tenants will
rarely request improvements for fear of being evicted by their landlord. Nevertheless, it is a
step in the right direction and there is no reason why it cannot be implemented earlier.

From April 2018, all private sector rented properties will need to be brought up to a
minimum energy efficiency standard rating, likely to be set at EPC rating ‘E’. With ECO
and Green Deal finance available to support improvements, this could also be brought
forward. A long-term, tiered approach, stipulating ever-higher levels of improvements to
be achieved by certain dates (say, ‘E’ rating by 2016, ‘D’ rating by 2020, ‘C’ rating by
2025), should also be adopted.

Regulations stipulating that landlords cannot refuse requests from tenants to
undertake energy efficiency improvements where financial support is available
should be implemented at the earliest opportunity.

Regulations stipulating that landlords achieve an EPC ‘E’ rating for their properties
by 2018 should be brought forward and a long-term trajectory for increasingly
greater efficiency improvements should be set.
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