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Executive summary

The UK is in the midst of dual crises, with a cost-of-living crisis adding to the climate crisis. Both of
these crises disproportionately affect the poorest and most vulnerable in society, who also have
fewest resources to cope with changing circumstances. It is vital we tackle both crises with the
urgency they require. Policy measures to address the cost-of-living crisis can be just as, if not more,
effective when designed to align with the UK’s net zero target. An alighed approach to addressing
the cost-of-living crisis and decarbonisation challenge could create win—wins for the UK economy.

Globally, countries are witnessing the worst cost-of-living crisis in decades, with the price of food, energy and
fertilisers increasing rapidly. Even in developed countries, as many as one in four households are now
struggling financially, with disposable incomes expected to fall further in 2022. In the UK, one estimate
calculates that UK families are facing an increase in costs of £400 per month since last year, and inflation is
currently at just over nine per cent — the highest level in over 40 years.

A key driver of higher UK inflation has been rising energy bills. In April 2022, the energy price cap rose
significantly for the second time in one year, doubling the number of fuel-poor households overnight. Further
price increases are expected, meaning by the end of 2022, household energy bills will have approximately
doubled compared with the start of the year. As a result, government has provided support, targeting
vulnerable households in particular. However, while these measures have been welcomed, they have also
been criticised for not supporting businesses or providing a package of support to help improve household
energy efficiency and lower energy bills in the long term.

Energy prices in the UK are expected to remain high, meaning that further cost-of-living support may be
required. In providing shorter-term support, it is vital all measures keep the UK on track to meet its longer-
term climate targets and build an economy resilient to shocks.

To examine what a cost-of-living crisis policy package that supports decarbonisation could look like, the UK
Corporate Leaders Group (CLG UK) commissioned Cambridge Econometrics to undertake a modelling
exercise. Our evidence indicates that policies that align with the net zero target generate more favourable
economic outcomes than other types of cost-of-living support policy packages, in addition to being more
progressive through primarily benefitting the lowest income households most.

Building on the modelling results, we propose a set of policy priorities as follows:

1) Align the cost-of-living support measures and strategy on energy security with the UK’s net zero target by
focusing on reducing demand and future vulnerability, through a range of measures designed to address
the needs of different household income categories. To maximise the benefits of public sector spending
to mitigate the impacts of the cost-of-living crisis on UK households and economy, we would invite the
government to consider the following actions:

Direct future cash payments to low-income households while also making it easier and more
attractive for able-to-pay households to undertake energy efficiency improvements.

Ensure that all new domestic and commercial buildings are energy and water efficient.
Extend elements of the cost-of-living support package to businesses.

2) Align long-term incentives to encourage households and businesses to switch from fossil fuel systems to
electric alternatives.

3) Facilitate investment in affordable zero carbon energy and ensure a secure and stable electricity supply.
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Introduction

Globally, we are in the midst of dual crises. We were already dealing with a climate crisis, which
governments around the world have committed to address. Now we are experiencing a cost-of-living crisis
that is disproportionately impacting the most vulnerable and requires urgent political intervention.

Areport?! by the Intergovernmental Panel on Climate Change (IPCC) made headlines last year when it
drove the UN Secretary-General to describe climate change as a “code red for humanity”.? The report
itself highlighted how global warming has accelerated and we are getting dangerously close to a
temperature rise of 1.5°C, which could have major implications for our exposure to climate risks. These
climate risks disproportionately affect the poorest and most vulnerable, who also have fewest resources
to cope with changing circumstances or a sudden disaster such as a drought or flooding. To protect the
people and the planet, we must move to inclusive, green economies. The most urgent action is to address
energy systems and the move away from fossil fuels.

Last year’s Conference of the Parties (COP), COP26,> led to several significant outcomes in ramping up
climate ambition globally. The UK government in leading the COP26 negotiations and the adoption of the
Glasgow Climate Pact,* led a global commitment to strengthen climate mitigation measures aimed to
turning the 2020s into a decade of global climate action. The UK Presidency also supported the formation
of the Glasgow Financial Alliance for Net Zero (GFANZ). GFANZ is a global coalition of leading financial
institutions committed to accelerating the decarbonisation of the economy by directing their resources
away from fossil fuels and mobilising capital towards activities and investments that support the transition
to climate neutral economies.>® Another noteworthy development was the formation of a coalition of 20
countries, including the US and the UK, that agreed to stop the financing of new overseas oil and gas
projects by the end of 2022. This agreement is expected to mark the turning of the tide in global energy
investment towards a cleaner, greener future, shifting around USS8 billion each year from fossil fuels to
clean energy.’

However, progress towards carbon neutrality, and the prioritisation of decarbonisation as a major policy
objective for this decade, risks being deprioritised in the face of the current cost-of-living crisis.

Globally, countries are witnessing the worst cost-of-living crisis in decades, with the price of food, energy
and fertilisers increasing rapidly.® The most recent cost increases fuelled by Russia’s invasion of Ukraine
add to the crisis caused by the COVID-19 pandemic, which led to disruptions in global supply chains,
eroded the income of around 60 per cent of the world’s workforce® and caused global gas prices to surge
as sudden increase in demand outstripped supply.®%* Even in developed countries, as many as one in
four households are now struggling financially.!? Disposable incomes are expected to fall further in 2022,3
which will further affect households’ ability to pay for food, heating, electricity, socialising and bigger
purchases. At the same time, income inequality is expected to increase, with the lowest income
households being worst affected by the rising cost of everyday essentials and wage stagnation.**

Most countries are now taking steps to support their citizens with the cost-of-living crisis.* In response to
the crisis, the head of the International Monetary Fund has called on all countries to support the poorest
members of society by subsidising food and energy costs.'®
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The impact of the dual crises on the UK

At a time when the UK government should be focusing on how it can ratchet up its own ambitions and
climate action, the headlines are instead dominated by a cost-of-living crisis that is expected to result in
the worst fall in living standards since the 1950s.%’ This crisis, caused by high inflation driven in part by
increasing energy prices, is outstripping wage and benefit increases.'® Support has been urgently sought
from government for households, especially those on the lowest incomes, who are struggling with
increasing costs of essential goods and services.'®

Itis vital that we tackle both the cost-of-living crisis and the climate crisis with the urgency they require.
The most efficient solution would be a set of policies that address both crises simultaneously and put us
firmly on track to a climate neutral, nature positive and socially inclusive economy.

Support for rising cost of living in the UK

The cost of living in the UK has risen significantly, with one estimate calculating that UK families are now
facing an increase in costs of £400 per month since last year.?® Measures of price increases suggest that
inflation in the UK is currently at 9.1 per cent — the highest level in over 40 years.?! These impacts are
disproportionately felt by those on the lowest incomes because increasingly higher bills means they have a
much lower percentage of disposable income.*® There is also a risk of high inflation driving up interest
rates, which could adversely affect mortgage owners and first-time buyers, reducing their spending power
and increasing the risk of a housing market crash.'®

A key driver of higher UK inflation has been rising energy bills. The government sets a price cap, which
limits how much energy retailers can charge consumers for their default tariffs, to protect consumers and
increase competition in the retail market.?? However, this price cap reflects the true cost of energy and
thus increases as wholesale prices rise. In April 2022, the price cap rose significantly for the second time in
one year, doubling the number of fuel-poor households overnight.?® Further price increases to reflect the
growing gas price in global markets are expected in October 2022.%4 In real terms, this means UK dual-fuel
household energy bills rose by an average of £693 to £1,971 per year in April 2022,%° and are predicted to
rise by over £800 to around £2,800 or more, in October.?®?” This means that, by the end of 2022,
household energy bills will have approximately doubled compared with the start of the year.

Because of these price rises, there has been increasing pressure on the UK government to provide support
to struggling households. As a result, two support packages have been announced to date, the latest in
May 2022.28 These packages, targeting low-income households in particular, included a £400 payment
towards energy bills for all households, a £650 Cost of Living Payment for those on means-tested benefits,
a one-off £300 Pensioner Cost of Living Payment, a £150 Disability Cost of Living Payment and £500 million
to increase and extend the Household Support Fund. These payments follow the £150 council tax rebate
for households in bands A to D that was announced in March 2022.%° However, while these measures
have been welcomed, they have also been criticised for not supporting businesses or providing a package
of support to help improve household energy efficiency and lower energy bills in the long term.°
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UK climate action — a step closer to net zero emissions

In late 2021, the UK government released its Net Zero Strategy,>! setting out the policies and proposals for
how the UK would meet its 2030 and 2050 climate targets.3#3334 The strategy was a bold response to the
climate crisis, indicating the UK government’s commitment to both driving down emissions and
transforming our economy. It set a high standard for other countries to emulate, covering a breadth of
issues that demonstrated an understanding of the systemic nature of the threats we face, whereby every
part of daily life, the economy and our infrastructure has its part to play in protecting us from the worst
changes in climate. The strategy also demonstrated the massive opportunities for innovation, job creation
and skills development to build back greener and put the UK on track to meet its ambitious climate
targets.

The Net Zero Strategy was a positive step by the UK. The Climate Change Committee (CCC) called it an
“achievable and affordable vision that will bring net benefits to the UK” and “ambitious and
comprehensive”, a “significant step forward” strategy that will set a “globally leading benchmark”.3
However, it remains to be determined how far these policies will take the UK towards reaching its targets
in terms of actual emissions reductions and, therefore, what further policies and regulations may yet be
required. Key areas where additional detail and explicit plans are needed include energy efficiency,
buildings, land use and agriculture. It is also worth noting that the strategy relies heavily on incentives to
shift consumer behaviour and choices, despite it remaining unclear whether, and how, these incentives
will result in change at a scale that is needed to provide market certainty for investors. Finally, the strategy
highlights that further targeted engagement of small and medium-sized enterprises (SMEs) is still
required; something that needs to be set out by sector to show what they can do to contribute.

In addition to the shortcomings of the Net Zero Strategy outlined above, further clarity is also required in
how the UK adapts and builds resilience to the impacts of climate change. The UK is facing various climate
risks, as outlined in the recent UK Climate Change Risk Assessment,® that it must be better equipped to
deal with.3” As highlighted in the CLG UK policy briefing Preparing for the storm,® the UK has recently
made some progress on adapting to a changing climate. A broad policy framework exists, much of the
underlying scientific information that businesses and others need is available, and many businesses are
demonstrating leadership on adaptation and working within communities to enhance resilience. However,
these measures alone are not sufficient. The increased risks from climate change mean we need a step
change in the application of policy and also in planning for, and adequately funding, measures to manage,
climate impacts across the UK.

How tackling the cost of living could support decarbonisation

Energy prices in the UK are expected to remain high throughout 2023 and 2024,3° meaning that further
cost-of-living support may be required, especially for the most vulnerable households.*® In providing
shorter-term support, it is vital that all measures keep the UK on track to meet its longer-term climate
targets and build an economy resilient to shocks. This will include needing to think carefully about the
design of any policy package, including looking at the impact on inflation and other key conditions. To
assess what a future policy package could offer, CLG UK has undertaken modelling work with the aim of
looking at how policies that support the cost of living can also support decarbonisation to create win—wins
for the UK economy. This report outlines the results of the modelling, makes recommendations for a
future policy package and highlights the role of business in supporting them.
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Approaches to mitigate the cost-of-

living crisis

In addressing the cost-of-living crisis, policymakers have an opportunity to develop a package of support
that also puts the UK firmly on a pathway to net zero. This may mean going beyond short-term policies to
consider measures that would offer medium- and long-term benefits across the economy. To examine
what this policy package could look like, CLG UK commissioned Cambridge Econometrics to undertake a

modelling exercise to explore the macroeconomic and distributional outcomes of different policy
approaches to address the cost-of-living crisis.

The three policy packages

The E3ME macroeconomic model (see Annex 1) was used to assess the economic and emissions impacts
of three policy packages consisting of both short-term and medium- to long-term measures to address the
cost-of-living crisis and support households in the UK. The modelling also looked at the distributional
impacts that each policy package would have across different household income categories.

The total costs to the Exchequer of the measures included in each policy package were equal to ensure
that the outcomes of the scenarios could be directly compared and value for money assessed. The
difference between the policy packages lies in the types of measures, the degree to which support is
targeted at low-income or vulnerable households, and how well they address climate change and aid the
transition to net zero.

The three policy packages (see Annex 2) are:

= Climate positive scenario: Measures in this scenario include targeted support for low-income,
vulnerable households in the short term, and in the medium- to long-term a focus on increased
uptake of energy efficiency and low carbon heating measures plus investment in public transport.
The medium- to long-term measures have been chosen to reduce household energy demand and,
subsequently, exposure to volatile fossil fuel prices.

= Neutral policy scenario: Measures in this scenario include the short-term measures already
announced to address the cost-of-living crisis in March 2022 (this includes the Energy Bills Rebate
package plus elements of the 2022 Spring Statement, but not the additional measures announced
on 26 May 2022). The medium- to long-term measures include government investments with no
preference for the climate outcomes.

= Climate negative scenario: Short-term and medium- to long-term measures in this scenario lead to
environmental outcomes that could be seen to contradict the net zero target.

All three scenarios were compared against the standard E3ME baseline scenario, which is based on official
projections and accounts for the impacts of the COVID-19 pandemic and recent shocks to energy prices.

S
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Key findings

While all the policy packages generate relatively small impacts for the economy and household finances,
the ‘climate positive’ scenario generates the most favourable economic, social and environmental
outcomes, as follows (see Annex 3 for the full findings):

Economic impacts

In the short term, overall macroeconomic impacts are similar across the three scenarios, reflecting the
similar level of overall spending on policy measures. However, in the long term, the largest benefit is in the
climate positive scenario, in which both the economic stimulus from the policy spending and the long-
term energy savings from energy efficiency and the uptake of heat pumps (which lead to increased
household consumption of other goods and services) contribute to increased GDP (see Figure 1).

Figure 1: Gross domestic product (GDP) —yearly from 2020 to 2025 and five yearly from 2025 to 2050
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Social impacts

Employment follows the same pattern as GDP for all three scenarios, with investments in energy efficiency
measures in the climate positive scenario also having a positive effect on employment in the long term.
The climate positive scenario is the most progressive (see Figure 2), with measures directly targeted to
support low-income households. After 2022, the impact on real income reduces as large one-off
payments are removed for all scenarios.

Figure 2: A comparison of income and welfare in 2022 for each scenario
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Greater energy efficiency leads to lower energy bills, allowing households to spend more money on other
goods and services and therefore increasing the welfare of households. In the climate positive scenario,
the energy savings in the long run are approximately equal to the real income impacts. Impacts are highly
progressive since lower income households benefit proportionally more from energy savings, as can be
seen by comparing the panels in Figure 3.

Real household incomes increase the most for the upper quintiles compared with the baseline; however,
when energy savings are accounted for, the lowest income households see the highest percentage
change. This is because low-income households spend a higher proportion of their income on energy, and
therefore energy efficiency measures benefit them the most.

Figure 3: A comparison of real household incomes and welfare, displayed as percentage changes, for the climate positive
scenario (relative to the E3ME baseline)
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Environmental impacts

The climate positive scenario shows a reduction in household carbon dioxide (CO,) emissions of 26 per
cent by 2050 from energy efficiency measures and the uptake of heat pumps, compared with the
baseline. The ‘neutral policy’ scenario has some energy efficiency measures in the short term, which leads
to almost 5 per cent reduction in emissions by 2050 compared with the baseline. However, the ‘climate
negative’ scenario shows a negligible change in CO, emissions, reflecting the absence of energy efficiency
measures. This is because long-term investment in fossil fuels in the UK does not necessarily lead to
increased domestic emissions, domestic demand or reduced domestic prices, as any additional fossil fuels
produced may be exported.

Total, economy-wide, CO, emission reductions are more modest, reflecting the fact that the policies
implemented were targeted only at households. However, the overall reduction of CO, emissions is still
notably larger for the climate positive scenario. Absolute CO, emissions for all scenarios follow a
downward trend due to policies already built into the baseline, as seen in Figure 4.
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Figure 4: Absolute CO, emissions yearly from 2020 to 2025 and five yearly from 2025 to 2050, UK (please note that the
baseline results, the ‘grey’ line, follow the same trajectory as the climate negative scenario, making it difficult to see)
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In summary

The climate positive scenario generates the most favourable outcomes, demonstrating how policy
measures designed to address both the cost-of-living crisis and meet the net zero targets can create the
biggest wins for the economy in the long term. Furthermore, tackling the cost-of-living crisis with
measures that do not target support towards vulnerable households and/or contribute to decarbonisation
would be a missed opportunity to use such funds to simultaneously tackle other important long-term
government priorities. Specifically, the energy efficiency measures in the climate positive scenario offer an
opportunity to both reduce household CO, emissions and improve consumer welfare in the long term.
Given all three packages cost the same to the Exchequer, the climate positive package also presents the
best value for money and the greatest return on investment.
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The role of policy

The modelling results discussed in the previous section suggest that policy measures to address the cost-
of-living crisis can be more effective when designed to align with meeting the UK’s net zero target. Policies
that align with the net zero target could also generate more favourable economic outcomes than other
types of cost-of-living support policy packages, in addition to being more progressive through primarily
benefitting the lowest income households. The benefits to the economy and climate persist into the long
term.

Building on the modelling results, we propose a set of policy priorities as follows:

1) Align the cost-of-living support measures and strategy on energy security with the UK’s net zero
target by focusing on reducing demand and future vulnerability, through a range of measures
designed to address the needs of different household income categories.

The government’s cost-of-living support announced in May 2022 promised increased financial support to
all households, with some of the measures exclusively targeting those on the lowest incomes.?® However,
the measures consisted primarily of one-off payments, which will not reduce consumers’ vulnerability to
future price shocks or enable them to reduce their energy consumption without compromising comfort
(such as not heating their home when the indoor temperature falls below 18°C) and possibly their health.
The cash payments were also not targeted exclusively at those households that are having trouble paying
their bills, meaning that some public sector funding will go to households that do not require it.

To boost the economy and household finances in the medium- to long-term, the government would need
to target cash payments exclusively at the most disadvantaged households and direct more support
towards demand reduction measures that improve energy efficiency (such as insulation, draught-proofing,
heat pumps, triple glazing and quick wins, such as conversion to energy-efficient LED lighting). These
measures could deliver welfare and health benefits, reduce vulnerability to future price increases and
contribute to meeting the UK’s emissions reduction targets. Instead of one-off cash payments, a
combination of subsidies, incentives and low-cost finance could be used to incentivise private sector
landlords and able-to-pay owner occupiers to improve the energy efficiency of their properties and to
switch from gas to electric options, such as heat pumps. In the case of private sector landlords, it is
important to ensure that the take-up of government subsidies will benefit the tenants, for example by
making subsidies conditional on improved security of tenure for sitting tenants or limits on rent increases.

Supporting households to improve energy efficiency is an effective way to reduce their energy bills in the
near term and the long term. One analysis suggests that improving the energy rating of a house from band
‘D’ to band ‘C’ could save a household approximately £500 per year. 4! There are helpful existing schemes
to support low income households, including the Energy Company Obligation Scheme (ECO),*? the Home
Upgrade Grant,**the Green Homes Scheme Local Authority Delivery Grant,** and the Social Housing
Decarbonisation Fund.*> However, as many have suggested, ¢4’ there is scope to build on these by
considering a new option for a government funded scheme focussed on making available subsidised
energy efficiency measures to a wider group of households over say the next 3 years ahead to help with
saving money on bills in the near term as well as delivering long-term decarbonisation benefits.

The £5,000 grant for heat pumps and the removal of VAT on the materials and labour for energy efficiency
improvements and heat pump and solar panel installation for households*® are a step in the right
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direction. However, the VAT reductions are effective only if the savings are passed on to the customers
and not used by service providers to increase their prices. Moreover, these two measures alone do not
make these solutions affordable to low-income households, nor do they provide any specific support to
improve energy efficiency in the private rented sector. They also fail to offer sufficient incentives for able-
to-pay households to make the capital investments needed for deep energy efficiency retrofits and heat
pumps, both of which remain costly compared with the savings they can generate. Neither the cost-of-
living support measures nor the UK Energy Security Strategy published in April 2022 adequately address
the key challenge of reducing households’ dependence on gas as the main heating fuel. Some elements of
the Energy Security Strategy, such as the plan to allow new onshore and offshore gas and oil exploration,
are also based on a misguided assumption that an increase in domestic oil and gas supply would reduce
costs to UK consumers instead of being sold in the global markets to the highest bidder.*® Moreover, new
investment in oil and gas would be incompatible with the government’s Net Zero Strategy and 2030
emissions reduction target, because it would add to the UK’s carbon footprint rather than reduce it.

To maximise the benefits of public sector spending to mitigate the impacts of the cost-of-living crisis on UK
households and economy, we would invite the government to consider the following actions:

Direct future cash payments to low-income households while also making it easier and more
attractive for able-to-pay households to undertake energy efficiency improvements. This
would enable the government to provide short-term support to vulnerable households and
those who are not able to make changes to their accommodation while incentivising able-to-
pay households to invest in energy efficiency and electrification. Expanding schemes to offer
support with energy efficiency measures to a greater number of households could help with
saving money on bills in the short term as well as delivering longer term decarbonisation
benefits. While interventions such as ‘one-stop shops’, awareness-raising campaigns,
databases of registered service providers, and free or government-subsidised energy
efficiency audits would make it easier and less risky for able-to-pay households to invest in
energy efficiency and electrification.

Ensure that all new domestic and commercial buildings are energy and water efficient to
make them more resilient to future price increases and potential impacts of climate change,
such as heat-waves. For example, if new-built properties are constructed with a heat pump
installed (which can also be used to cool down the indoor temperature), this would reduce
the need for retrofitting and increase climate resilience. The government is shortly due to
consult on new building standards that could help deliver these changes.

Extend elements of the cost-of-living support package to businesses (see following section for
further details). This could help the markets for heat pumps and energy efficiency retrofits to
scale up, eventually making them more affordable to more households.

Extensions to support for households and business should be funded through general taxation rather than
by other energy customers via levies to ensure they do not further increase energy bills.

2) Align long-term incentives to encourage households and businesses to switch from fossil fuel
systems to electric alternatives.

The residential sector is responsible for around 16 per cent of the UK’s greenhouse gas (GHG) emissions.
The use of natural gas for heating and cooking is the main source of these emissions.”® The vast majority
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(around 78 per cent) of residential buildings use gas as their main heating fuel, with only around 10 per
cent using electricity.>! For the UK to decarbonise its buildings sector, households and businesses must
switch away from fossil gas to electric technologies that run on rapidly decarbonising power. However,
these technologies are currently not competitively priced compared with fossil-fuel-using technologies.

It is difficult to get households to switch from relatively low-cost gas boilers to more expensive electric
options, and the lack of current cost savings makes it harder. It has been suggested that previous attempts
by the government to accelerate the uptake of heat pumps failed because of concerns about high
installation and operating costs.”? While high energy prices already act as a partial driver of change the
current situation still presents a barrier to large-scale decarbonisation of residential building stock, and has
resulted in calls for energy market reform®3 to drive innovation, investment and more consumer-focused
services to better support decarbonisation, improve reliability and lower cost.>*

The current pricing system that links the price of electricity to the price of gas through the ‘marginal
pricing mechanism’ has been said to be unfit for purpose as a growing share of power comes from
nuclear, wind and solar.>® Following the recent increases in gas prices, it is estimated that generating
power from renewable energy is at least four times cheaper than gas, while the cost of new nuclear
generation is approximately half that of gas.”®

The government has pledged a comprehensive review of the power system within the Energy Security
Strategy.”’ This should deliver an energy market able to incentivise households and businesses to make
the switch to the electric alternatives that will deliver lower emissions.

3) Facilitate investment in affordable zero carbon energy and ensure a secure and stable electricity
supply.

The role of the electricity sector will expand as it becomes the energy source for much of our transport
and heating. This, in turn, will require renewable and other low-carbon and zero-carbon power generation
capacity to be more than trebled to meet the growing demand and to compensate for the phasing out of
fossil fuel sources in the power sector. New ways of storing electricity will also be needed, along with
power grid upgrades and mechanisms to enable consumers to flex their demand, to ensure reliable supply
as the share of power from intermittent renewable sources increases.

The fastest and cheapest ways to develop generation capacity and to improve energy security are onshore
wind and solar photovoltaics (PV).>® However, these two technologies were not allocated any specific
public sector financing in the government’s recent Energy Security Strategy (beyond the VAT rate cut for
households that was announced separately),>” even though solar PV deployment is expected to increase
five-fold by 2035. While the strategy does state that the government will seek to “radically simplify
planning processes” and consider the best way to make use of public sector rooftops for solar PV, onshore
wind is added in almost as an afterthought as something that can be increased in areas where there is
“strong local support” for a new project or the expansion of an existing project. Public sector funding
seems to be reserved for nuclear and hydrogen, neither of which will help to address the cost-of-living
crisis in the short term.

The Energy Security Strategy contains an ambitious objective to bring up to 50GW of offshore wind online
by 2030, including up to 5GW of innovative floating wind. This is supported by a plan to offer “clear
investable signals through annual auctions” (which is intended to keep costs down through competition)
and a consultation on changes to the 2024 Contracts for Difference auction (which incentivise renewables
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to locate and operate in a way that minimises overall system costs). While these changes, alongside the
simplification of planning permissions for large-scale solar PV plants, are welcome and will accelerate the
deployment of new capacity, it is important to ensure that essential environmental impact assessments
are still carried out adequately.

A key shortcoming of the strategy is the failure to allocate support to demand-side reduction measures,
such as energy efficiency and electrification. This is a major omission that requires urgent attention. A
further shortcoming is its stated intention to allow more domestic oil and gas exploration, which would
not support progress towards the UK’s emissions reduction targets and is likely to have minimal impact on
UK energy prices.

In the drafting of the UK Energy Security Bill,>® CLG UK would like to invite the government to ensure that
all measures included in it are designed to maximise the long-term benefits, to support the UK’s net zero
target and to provide short-term support for struggling households.
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The role of business

Business is stepping up to the challenge of meeting the UK’s net zero targets. However, smaller businesses
are finding it increasingly difficult to prioritise sustainability while faced with rising energy bills and other
costs. The current circumstances are also challenging for energy retailers, as wholesale gas prices have
risen ahead of price cap changes, resulting in many of them going out of business.

So far, government support has been targeted at households, with little support being offered to
businesses. There is now an opportunity for government to support business, and for business to step up
and take a leading role in actions that address both the cost-of-living crisis and the net zero challenge.

Business can lead the way towards a net zero economy

To meet the UK’s climate targets, action is required across the whole of the economy. Business is stepping
up, as evidenced by the six-fold increase since January 2021 in the number of businesses signing up to the
Science Based Targets initiative (SBTi) and committing to set emissions reduction targets.®° A total of 538
UK headquartered businesses had signed up by May 2022, with 230 of these already having approved
targets. Alongside this, 2,986 UK headquartered SMEs have signed the SME Climate Commitment, publicly
committing to achieve net zero emissions by 2050.5*

Making a commitment is just the first step these businesses take and it must be followed up by action and
actual emission reductions. Businesses can do this by creating transition plans to set out how they will
adapt to climate risks and meet net zero targets. At COP26 in November 2021, as part of its
announcement on creating the UK as the first ‘Net Zero-aligned Financial Centre’, the government set out
plans to make the publication of transition plans mandatory.®? They have now launched a Transition Plan
Taskforce to examine how this can be implemented to ensure the highest standards possible.®3

In the lead-up to COP26, the UK government took a lead in calling for SMEs to commit to net zero through
its Together for our Planet campaign.®* They supported the setup of the UK Business Climate Hub® hosted
on the SME Climate Hub,%¢ through which SMEs can access practical tools, resources and advice to help
them reduce their emissions. UK business organisations like the Confederation of British Industry
(CBI),5768%9 the Federation of Small Businesses (FSB)’? and the British Chambers of Commerce (BCC)"! all
now provide resources and run events to support SMEs, while CISL has produced online training and
financial support resources.”> However, even with this support available, SMEs are reportedly finding it
harder to prioritise sustainability following the pandemic and now the energy crisis.”?

The energy crisis is impacting UK businesses

While consumers are protected to some extent from substantial energy bill price rises by the energy cap
and the Energy Bills Support Scheme,’* businesses do not receive this same protection.” As such, energy
prices for businesses have been rising even faster and higher over the last year,’® as gas prices have
rocketed over 300 per cent in a 14-month period.”” Smaller businesses have been impacted the most by

the recent price increases.’®”?

The only support available for businesses at the moment is for Energy Intensive Industries (Ells). This
includes an extension of the pre-existing Energy Intensive Industries (Ell) compensation scheme,® which
supports energy-intensive businesses to remain competitive by providing “relief for the costs of the UK
Emissions Trading Scheme (ETS) and Carbon Price Support mechanism” to compensate for higher
electricity costs in the UK than in other countries. Business organisations, such as the BCC8#2 and the
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FSB,® have called for more support from government for businesses with energy bills, while others have
focused their efforts on producing advice on how to mitigate the rising energy costs.8* These organisations
also continue to call for government to address demand through support for household energy efficiency
measures, with the most recent from the Director-General of the CBI®> and the Director of Policy and
Public Affairs at the BCC.8?

Actions businesses could take to address the cost-of-living crisis in a net zero compatible manner

Businesses could take several steps to support decarbonisation and the cost-of-living crisis:

Commit to buying or producing zero carbon power. By purchasing zero carbon power,
businesses could support further investment and acceleration towards zero carbon power
networks at scale. Businesses could do this, for example, by switching suppliers to tariffs that
offer zero carbon electricity or entering longer term zero carbon energy corporate Power
Purchase Agreements or by deploying on-site renewable electricity generation technologies.
Businesses could also play a key role in creating lead markets for electric alternatives to fossil-
fuel-based heating and cooling systems, such as heat pumps.

Support customers to be more energy efficient. Energy retailers could support customers
through engagement campaigns, while mortgage providers could incentivise them through
products and services. These initiatives should be pitched appropriately to ensure that those
who are unable to pay receive tailored support to enable them to access grants and
subsidies.

Invest in green skills development programmes, prioritising schemes that directly support
those who are out of work, employees in sectors where jobs are at risk, young people and
parents of young children. These schemes could enable growing companies to increase and
diversify their workforce, by offering different employment routes through paid internships,
in-job training, flexible working arrangements, subsidised on-site childcare facilities and
subsidies to cover the cost of travelling to work.

Provide support to employees and customers with the cost of living. There are different ways
a business could offer this support. Offering a real living wage, which allows the employee
and their immediate family to have a decent standard of living, is shown to improve business
performance and tackle poverty and inequality.®® Alongside this, offering a budget or ‘value’
range of products and services could make items more affordable and support vulnerable
households if they are directly targeted.

Make net zero commitments. If they have not already done so, businesses should make
ambitious climate commitments; they must then draw up comprehensive strategies and
transition plans detailing how they will reach their targets, which they should be held
accountable for. Such commitments and actions could demonstrate to government how the
wider economy is supporting the UK to take steps to meet its climate targets and could also
signal where change is required to support business further.
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Policy measures that could support effective business action
The UK government could take several steps to support UK businesses:

Provide a targeted package of support to UK businesses struggling with rising energy bills. A
package of measures, even if short-term actions, could ease immediate cost pressures on
businesses and help reduce the likelihood of them deprioritising sustainability. This package could
be targeted towards supporting smaller SMEs in particular, and it could be linked to support for
improving energy efficiency, helping to reduce costs for the long term. This support should be
taxpayer funded rather than by other energy customers to ensure it does not further increase
energy bills.

Incentivise the uptake of energy efficiency measures by business. Supporting businesses to invest
in energy efficiency measures could reduce their bills in the long term, lessening the impact of
rising energy prices and supporting decarbonisation. This support should also engage and
incentivise business property landlords to enable them to support their business tenants.

Develop a long-term policy framework that provides certainty for future business investment.
Businesses will only invest if they know that demand will remain high. Implementing medium- and
long-term stable policy frameworks that create exponentially increasing demand could provide the
business certainty to invest.

Develop a long-term strategy for engaging UK businesses to undertake net zero actions, which
includes targeted engagement of SMEs by sector. This strategy should seek to build on the
Together for our Planet campaign, which was launched last year in the lead-up to COP26 to
demonstrate ongoing government support for net zero actions to maintain the momentum built
during 2021.
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Conclusions and recommendations

An aligned approach to addressing the cost-of-living crisis and decarbonisation challenge could create
win—wins for the UK economy.

Policy measures to address the cost-of-living crisis can be just as, if not more, effective when designed to
align with the UK’s net zero target. Our evidence indicates that policies that align with the net zero target
generate more favourable economic outcomes than other types of cost-of-living support policy packages,
in addition to being more progressive through primarily benefitting the lowest income households. The
benefits to the economy and climate persist into the long term.

Building on the modelling results, we propose a set of policy priorities as follows:

1) Align the cost-of-living support measures and strategy on energy security with the UK’s net zero
target by focusing on reducing demand and future vulnerability, through a range of measures
designed to address the needs of different household income categories.

2) Align long-term incentives to encourage households and businesses to switch from fossil fuel
systems to electric alternatives.

3) Facilitate investment in affordable zero carbon energy and ensure a secure and stable electricity
supply.

The role of business

Businesses are stepping up to the challenge of meeting the UK’s net zero targets. They are also being
impacted by the cost-of-living crisis, although to date limited support has been provided by government to
UK businesses. There is now an opportunity for government to support business, and for business to step
up and take a leading role in actions that address both the cost-of-living crisis and the net zero challenge.

Steps businesses could take to support decarbonisation and the cost-of-living crisis:
Commit to buying or producing zero carbon power.
Support customers to be more energy efficient.
Invest in green skills development programmes.
Provide support to employees and customers with the cost of living.
Make net zero commitments.
Steps the UK government could take to support UK businesses:
Provide a targeted package of support to UK businesses struggling with rising energy bills.
Incentivise the uptake of energy efficiency measures by business.
Develop a long-term policy framework that provides certainty for future business investment.

Develop a long-term strategy for engaging UK businesses to undertake net zero actions.

/ »
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Annex 1: The E3SME model

E3ME is a computer-based simulation model of the global economy, energy system and environment,
which covers 70 global regions. It consists of macroeconomic equations and is integrated with a suite of
Future Technology Transformation (FTT) models that simulate the power generation sector, the
household heating sector and the transportation sector.

E3ME is designed for scenario analysis and allows the impact of policies relative to a baseline scenario to
be assessed with annual projections out to 2060. It is

EAME open with regard to economic policy, with no
assumptions of full employment or budget balance.

o | E3ME is often used to assess the impacts of
environmental and climate mitigation policy on the
economy and the labour market. The basic model
structure links the economy to the energy system to
ensure consistency across each area.

=gy E3ME can provide a comprehensive analysis of
policies and is capable of producing a broad range of
~ economic and social indicators. In addition, the model

Econamic actiy provides a range of energy-related and environmental
indicators.

Limitations to the modelling

Modelling carried out using E3ME is limited by the availability and quality of data, and the fact that it only
provides results on an annual basis. Because the model is designed primarily to assess structural change, it
only delivers high-level distributional impacts that are limited to income quintiles.

Limitations specific to this analysis:

= Which households receive the Social Housing Decarbonisation Fund cannot be specifically
targeted in the model; however, as various income groups could live in social rented housing, a
reasonable approximation is made by distributing this fund evenly across income groups. It is
assumed that the money is spent on energy efficiency measures and that there is a resultant
reduction in heat and electricity demand.

= The power sector is not assumed to decarbonise more rapidly in any of the scenarios than in the
baseline, as this was not part of the policy package. If the measures in the climate positive scenario
are coupled with power sector decarbonisation, and the government achieves its 2030 renewable
energy targets, this could lead to an even larger reduction in emissions than the current results
indicate (however, there is great uncertainty about the future design and make-up of energy
markets and bills, and therefore how much the costs to consumers will actually decline).

Assumptions:

= Both electricity demand and heat demand from the increased uptake of insulation, heat pumps
and other energy-efficient products are assumed to decrease at a rate of 0.5 per cent a year.

/s
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Insulation can reduce energy demand by over 20 per cent for households that take it up. Overall
energy demand from households will be reduced even further if improved energy efficiency is
combined with other energy-saving purchases, such as heat pump installation®”#8. However, only
a subset of the population will make use of the subsidy and VAT cuts, so the overall reduction is
still relatively small and potentially unequally distributed. This is because whether or not a
household takes up a low carbon technology depends on factors such as the relative cost of
technologies, the potential long-term savings and also whether their existing heating technology
has reached the end of life.

The heat pump subsidy has a cap of 30,000 households a year, so spending is controlled by slowly
phasing out the subsidy. Spending peaks a few years after the subsidy is made available, and the
subsidy is completely phased out by 2042, in line with expectations that it will no longer be
provided if there is sufficient demand for heat pumps. The uptake of heat pumps should be faster
if the planned phase-out of gas boilers by 2035 is realised; however, it is not present in this
analysis.
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Annex 2: Policy scenarios

Policy

scenario

Baseline

scenario

Climate
positive

scenario

Description of measures to include

Short-term measures

Specific assumptions

Medium- to long-term
measures

Specific assumptions

Standard E3ME baseline scenario, based on official projections, accounting for the impacts of the COVID-
19 pandemic and recent shocks to energy prices. All scenarios are compared against this baseline.

Targeted support to
low-income
households, including:

e Expand the Warm
Home Discount
(providing more
support to those
currently eligible).

e Extend the Winter
Fuel Payment to
more low-income
households.

e VAT exemption for
energy-efficient
materials (e.g. heat
pumps, solar panels
and insulation) for
five years.

Match the cost of the
Energy Bills Rebate
package of measures
(£9.1bn) plus other
measures announced in
the Spring Statement
aimed at cost-of-living.
Specifically target
measures at low-
income deciles.

Lump sum payments in
2022 for the Energy Bills
Rebate package.

VAT exemption is
continued to 2050.

Large-scale retrofit
programme:

e Subsidies/ grants
for energy
efficiency and low-
carbon heating for
low-income
households (e.g.
Social
Decarbonisation
Fund).

e Incentives for ‘able-
to-pay’ households
to encourage
energy efficiency
measures and heat
pump installation
(e.g. remove VAT in
the long term)

Public transport
subsidies or public
transport investment.

Lump sum for heat
pumps; £5,000 per
household available for
up to 30,000 heat
pumps a year.
Practically,
implemented in 2022
and then slowly phased
out as demand
increases. Subsidy
reaches zero by 2042.

£1.75bn for Social
Housing
Decarbonisation Fund
as a lump sum to
households, spread
over three years, 2022—-
2025 (see limitations in
Annex 1 for details).

VAT exemption for
energy efficiency
measures for all
households, as in the
short term, continued
to 2050.

Follow-up bus strategy.
£3bn initial subsidy to
2030 for other
transport; another £3—
6bn for 2030-2050
assumed. This is
implemented as a lump
sum price cut of
£0.375bn a year out to
2050.
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Neutral

policy
scenario

Climate

negative

scenario

Short-term measures to
match the Energy Bills
Rebate package (£150
per band A-D
household council tax
rebate, £200 loan per
household energy bills
rebate, fund for local
authorities to support
low-income households
not eligible for the
council tax rebate)

Fuel duty reduction (5p
per litre).

VAT exemption for
energy-efficient
materials (e.g. heat
pumps, solar panels and
insulation) for five
years.

Removal of
environmental policy
costs from energy bills.

Removal of VAT from
energy bills.

Removal of climate
change levy for
businesses

80 per cent of
households to receive
£150 council tax rebate
(22.2m households).

All households receive
energy bills rebate of
£200 (27.8m
households).

£144m provided to
support vulnerable
people and individuals
on low incomes that do
not pay council tax, or
that pay council tax for
properties in Bands E—
H.

In total, lump sum
payments match the
£9.1bn rebate package
for 2022.

Match (as close as

possible) the cost of the

Energy Bills Rebate
package of measures
(£9.1bn) plus other

measures announced in

the Spring Statement
aimed at cost-of-living.

VAT is currently 5 per
cent — the cost of tax
relief would be

approximately £1.7bn.%°

This is removed from
2022-2027.
Approximate cost of
£8.5bn.

Removal of
environmental levies:
~13 per cent of energy
bills, 2022 only.
(£1.75bn revenue if
Carbon Price Floor is
included).*®

Look at what climate
change levy is applied
to, then remove it from
these fuels.

Government spending
that has no preference
for climate outcomes —
replicates the assumed
public investment levels
in the ‘net zero
compatible’ scenario,
but targets investment
instead towards policy
objectives with no
specific environmental/
climate aspect.

Increased investment in
domestic fossil fuel
extraction.

Take total yearly
package cost for low
carbon and put this in
as a lump sum of
additional government
spending.

Put in, as additional
investment for oil and
gas sector, the same
yearly amount as the
low carbon package
cost.
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Annex 3: Findings

Economic impacts
= Inthe short term, overall macroeconomic impacts are similar across the three scenarios, reflecting
the similar level of overall spending on policy measures:

= Spending is spread out over a longer period in the climate negative scenario, which is reflected in
the GDP results (Figure 1).

= Inthe long term, we see:
= Much smaller positive impacts across all scenarios from the additional government spending.

= The largest benefit is in the climate positive scenario, in which both the economic stimulus from the
policy spending and the long-term energy savings from energy efficiency and the uptake of heat
pumps (which lead to increased household consumption of other goods and services) contribute to
increased GDP.

= Changes in GDP are driven by different policies phasing in and out, as well as the cumulative effect
of energy efficiency savings coming into play in the long run in the climate positive scenario. In the
neutral policy scenario, the VAT cut is phased out in 2027, and funds allocated to long-term
government spending will replace this.

Figure 2: GDP
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Social impacts
=  Employment follows the same pattern as GDP for all three scenarios, with investments in energy
efficiency measures in the climate positive scenario also having a positive effect on employment in
the long term (Figure 2).
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Figure 3: Employment
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= In 2022, there is a modest improvement in real incomes across all income quintiles, with the lowest
income quintile benefitting the most, in all three scenarios (Figure 3-5).

= The climate positive scenario is the most progressive, with measures directly targeted to
support low-income households.

= The neutral policy scenario is less progressive than the climate positive scenario but more
progressive than the climate negative scenario.

= Impacts between 2023 and 2030 remain higher in the climate negative scenario because
policy spending on lowering energy bills is spread out over a longer period in the short
term, compared with the other two scenarios.

= After 2022, the impact on real income reduces as large one-off payments are removed for
all scenarios.

= Noimpact on real incomes is seen in the long term in the climate negative scenario, in
which investment is focused on increased oil and gas extraction.

= Long-term increases in real incomes for the climate positive and neutral policy scenarios
are linked to increases in employment compared with the baseline.
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Figure 4: Income distribution (by quintile) for the climate positive scenario
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Figure 5: Income distribution (by quintile) for the neutral policy scenario
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Figure 6: Income distribution (by quintile) for the climate negative scenario
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Greater energy efficiency leads to lower energy bills, allowing households to spend more money on
other goods and services and therefore increasing the welfare of households. In this analysis,
consumer welfare is taken to be disposable income plus energy efficiency savings for households.

= Inthe climate positive scenario, the energy savings in the long run are approximately equal
to the real income impacts. Impacts are highly progressive because lower income
households benefit proportionally more from energy savings in particular. This can be seen
by comparing the panels in Figure 6.

= Real household incomes increase the most for the upper quintiles compared with the
baseline; however, when energy savings are accounted for, the lowest income households
see the highest percentage change. This is because low-income households spend a higher
proportion of their income on energy, and therefore energy efficiency measures benefit
them the most.

Figure 7: A comparison of real household incomes and welfare, displayed as percentage changes relative
to the E3ME baseline starting from 2025
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Environmental impacts

The climate positive scenario shows a reduction in household CO; emissions of 26 per cent by 2050
from energy efficiency measures and the uptake of heat pumps, compared with the baseline (Figure
7).

The neutral policy scenario has some energy efficiency measures in the short term, which lead to
almost a 5 per cent reduction in emissions by 2050 compared with the baseline.

The climate negative scenario shows a negligible change in CO; emissions relative to the baseline
scenario, reflecting the absence of energy efficiency measures. This is because long-term investment
in fossil fuels in the UK does not necessarily lead to increased domestic emissions, domestic demand
or reduced domestic prices, as any additional fossil fuels produced may be exported.
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Figure 7: Household CO; emissions
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= Total, economy-wide, CO, emission reductions are more modest, reflecting that the fact that policies
implemented were targeted only at households (Figure 8).

= The overall reduction of CO; emissions is still notably larger for the climate positive scenario.

= Absolute CO; emissions follow a downward trend due to policies already built into the baseline, as
seen in Figure 9.

Figure 8: Total CO; emissions, UK
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Figure 9: Absolute CO; emissions, UK (please note that the baseline results, the ‘grey’ line, follow the same
trajectory as the climate negative scenario, making it difficult to see)
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Conclusions

While the policy packages generate relatively small impacts for the economy and household
finances, the climate positive scenario generates the most favourable economic, social and
environmental outcomes.

Energy savings from the long-term energy efficiency measures implemented in the climate positive
scenario have a positive impact on consumer welfare in the long term.

Long-term energy efficiency measures implemented in the climate positive scenario lead to a
significant reduction in household CO; emissions by 2050.

The modelling analysis suggests that tackling the cost-of-living crisis using the climate positive
package would generate a win—win situation, in which not only the cost-of-living crisis is partly
addressed, and economic benefits are achieved, but also progress is made towards longer-term
levelling up and decarbonisation goals.

The analysis shows that policy measures to address the cost-of-living crisis can be designed to be
harmonious with decarbonisation and still provide a similar level of support to households, in
addition to generating benefits to the wider economy and environment. These benefits persist into
the long term.

Tackling the cost-of-living crisis with measures that do not target support towards vulnerable
households and/or contribute to decarbonisation would be a ‘missed opportunity’ to direct the
funds to address the cost-of-living crisis in a way that maximises their ability to also tackle other
important long-term government priorities.
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