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Why have energy bills in the UK been rising?
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The UK is particularly exposed to the energy crisis sweeping across the

- world - partly due to its dependence on gas for heating and electricity
< generation and poorly-insulated housing stock. After predictions that annual
household bills were due to rise from around £1,000 to £3,500 in October
2022, the government announced it would provide support for households and
businesses. LSE's Anna Valero explains why there is now a need to double down on our

efforts to build resilience through investment and meet net zero targets.

#LSEUKEconomy: Explore our dedicated hub showcasing LSE research and commentary

on the state of the UK economy and its future.

The UK is currently in the middle of an energy crisis, which is a key driver of the cost-of-

living crisis now hitting households. Inflation rates are soaring to around 10%.

The energy crisis has been building up over the past year, as increased demand during the
post-Covid reopening of economies coincided with Russia’s invasion of Ukraine and a
subsequent squeeze on gas supplies into Europe. Consequently, a steep rise in the

wholesale price of gas has driven up the amount that energy providers pay for gas and
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electricity — and that cost is now being passed on to the consumer — though recent policy

interventions have somewhat helped cushion the extent of this impact.

Why has the UK been particularly affected?

Many countries are affected by the energy crisis, but the UK is particularly exposed to

increases in gas prices for a number of reasons.

First, around 85% of households use gas boilers to heat their homes, and around 40% of
electricity is generated in gas fired power stations. Second, these are higher proportions
than other European countries. Third, houses in the UK are poorly insulated compared to
elsewhere on the continent. Recent analysis from the IMF showed that UK households

have been the worst hit in Western Europe in terms of the impacts on spending power.

How were energy bills set to rise before recent policy
announcements?

Last winter, annual energy bills for the typical household were around £1,000. Before
recent policy announcements, these were set to rise to over £3,500 in October 2022 and
were expected to exceed £5000 in 2023. Many households already struggling after years
of stagnant real wages — in turn linked to our anaemic productivity growth — simply would

not be able to afford this type of increase.

As soon as Liz Truss became Prime Minister (and despite spending the summer insisting
that there would be no handouts as a way of tackling the cost-of-living crisis), she
announced a new deal whereby an energy price guarantee now sets the highest amount

suppliers can charge households for every unit of energy they use.

The guarantee initially implied that the typical household’s energy bill would not exceed
£2,500 a year for a period of two years, with support provided for all households
regardless of income. Following the market and political chaos caused by September’s
“mini budget”, and amid numerous tax policy reversals, the new Chancellor Jeremy Hunt
has announced that this support will last only until April 2023 with targeted support

beyond that for the most vulnerable.
What is the impact on industry?

Businesses have warned of a “cost of doing business crisis”, as the impacts of higher
energy bills have been felt on top of recent volatility and change due to Brexit and COVID-

19, and against a longstanding productivity problem.
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In the current environment, there are limits to the extent to which higher costs can be
passed through to consumers, meaning there is a risk of redundancies or businesses

going bust — such risks vary by sector and business type.

In response to this, support was also announced for businesses. There will be protection
for six months initially, with vulnerable businesses receiving more support beyond that

date.

Many have called for raising funds to pay for energy support through solidarity taxes on
people who can afford it, or windfall taxes on the excess profits of energy producers or

generators.

The need for immediate and continued support for the most
vulnerable

Given the scale of the challenge it was always clear that significant levels of support were
needed to see households and businesses through a challenging winter. But untargeted
support clearly has a number of drawbacks — cost being a key one. Support is being
channelled to all households and businesses, even those that would find the increase in
energy prices quite affordable. At the same time, the level of support is unlikely to be

enough for others.

Government now has until April to work out how to better target support — at that point the

latest estimates predicting annual bills to be over £4,000 for the average household.

Looking to the future

Importantly, however, freezing prices also means that the price “signal” is dampened. -
Being exposed to rising fossil fuel prices provides strong incentives for actions and
investments that can not only increase our resilience and energy security but also aid the

transition to net zero.

No one knows how long the energy crisis will last, but high gas prices are likely to persist
for some time. We therefore need to complement immediate support policies with

doubling down on our efforts to build resilience.

As this energy price crisis is driven by the price of fossil fuels, the urgency of moving
forwards to meet our legal commitment to achieving net zero greenhouse gas emissions
by 2050 is even clearer, which requires significant action and investment this decade to
remain on track. Indeed, there are many actions that will build resilience that are also

consistent with net zero:
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1. Reduced demand through behaviour change. There are simple things that can be done
to reduce household demand for energy with little impact on comfort, such as changing
boiler settings. This is another area of recent policy reversal. Number 10 initially rejected
the idea but has now approved a public information campaign on these issues. European
governments are also taking various additional steps to curb energy use, for example

limiting the heating of public buildings.

2. Energy efficiency improvements in homes. Efficiency installations fell by more than 90%
from over 2 million per year in 2012 to less than 200,000 per year since (Figure 1). Bills

would have been lower if our homes were not so leaky, but progress has stalled.

3. Zero carbon homes. Heat pumps, solar panels on roofs, electric vehicles will all deliver
operational savings once initial investments are made, but we need to consider how lower

income households can be supported to make these investments.

4. Expanding ever cheaper renewable energy. This is a crucial way to cut energy bills and
increase security of supply in the medium term. While onshore wind was recently given a
boost in the government’s growth plan, current plans to ban solar farms on agricultural

land are counterproductive.
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Figure 1. Home insulation installations by year, UK. Data source: CCC Progress Report
2021. Chart obtained from A Corlett & J Marshall, ‘Shrinking footprints: the impacts of the
net zero transition on households and consumption, The Economy 2030 Inquiry, March
2022.

Investment for sustainable growth

These actions fit with net zero targets as well as the broader approach we should be

taking to address the UK'’s stagnant productivity growth since the financial crisis:
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increasing investment.

Given the UK’s innovative strengths and specialisms in a number of crucial areas,
including offshore wind and carbon capture usage and storage, and growing domestic and
international demand for “clean” technologies, there is reason to believe that doubling
down on investments in clean innovation is worthwhile. It will not only contribute to
improving resilience and meeting net zero commitments, but it also has the potential to

generate stronger, more sustainable growth and good jobs across the country.

Watch Anna Valero explain what led to the current energy crisis and how the transition to

net zero emissions will help.
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