Energy Efficiency: The “Most Best” Options
Response by Airtricity

General

As a renewable energy developer and Supplier, Airtricity is fully committed to the objectives of combating climate change and promotion of energy efficiency that are set out in this consultation.  Since the Company was formed, it has striven to highlight the need for official policy to recognise the pressing need to address these issues through market structures that support Greening of the energy market.  Indeed Airtricity was at the forefront of development of the Renewable Output Factor (ROF) market arrangements under which renewable source electricity is supplied to customers in Northern Ireland.  The success of renewable Suppliers in meeting the needs of customers was recognised in the recent NIAER Consultation on the development of competition in the Domestic sector; presenting figures that showed over three quarters of the 20% of customers changing Supplier had done so in order to obtain their electricity from non-polluting sources.

From this and the earlier Consultation on competition in Domestic electricity Supply, it is clear that the Authority favours ESCos as the most appropriate delivery mechanism for energy efficiency, yet there is no clear definition of what the ESCo business model comprises and the only reference to risk is to dismiss it (page 12) without explanation of how it is to be mitigated.  Positive though it may be in its intentions, we believe that the current Consultation has seized on the concept of ESCos, without identifying either examples of how they have successfully delivered elsewhere or considering why they have not spontaneously appeared to take advantage of the business opportunity created by the 20% energy inefficiency in the market.  Overall there is a tendency to suggest “solutions” based on wide generalisations and assumptions that are presented with little supporting evidence.  
However the proposal with which we most fundamentally disagree is the suggestion that Suppliers pay a turnover tax on their electricity sales; turnover taxes being draconian sanctions most usually associated with breaches of Competition law, rather than a means of funding socially desirable schemes.  A levy that appropriates Supply business shareholder funds without any linkage to profitability would be inherently unfair, were it not for the fact that Supply margins are so slender that the cost would have to be passed on to customers; we do not believe that Suppliers can be a costless source of funds for the market.
Part 1

It may be true that,

“the renewables component in the cleanup was always expected to add to costs”,
but it is not clear why this expectation should have been held.  As Suppliers of renewable energy have gained market share, they have been required to pay the stranded costs of the legacy Brown generation costs through the Public Service Obligation Levy.  They also suffer high charges for balancing Green energy sales over the day; in providing the balancing service to match the output of wind energy against the deemed demand shape of customers, NIE uses a standard wind shape and values purchases at Bulk Supply Tariff rates that include capacity and energy costs, but only pay fuel cost for Green energy that is spilled onto the system to balance Brown purchases (an issue for rural micro-generators as well).  The imbalance between these two pricing bases means that Green Suppliers now have to provide the system with 160% of the energy they sell to their customers, at a cost between three and four times that of the similar service in the Republic of Ireland.  
Valuing energy provided by independent generators to the system at avoided fuel cost was the approach taken by the state-owned Companies in GB twenty years ago; protection of the incumbent in this way was seen at that time by the Government as undermining the development of competition in Generation and was one of the factors that influenced privatisation of the electricity industry.  In the context of CO2 reduction, this unfair burdening of Green Suppliers and their customers with the costs of legacy Brown generation arrangements has restricted growth of the renewable market and has therefore lead to CO2 emissions in Northern Ireland that are higher than they would otherwise have been.  The intended meaning of the assertion that the renewable sector has added costs is unclear, as information has not been provided in this Consultation.
Part 2

The second paragraph of this section confuses the issues of Supply side and Demand side.  It is true that on the Supply side energy efficiency removes the cost as well as the emissions, but this is entirely contingent on the Demand side investment.  Therefore there is always an investment cost in energy efficiency (aside from that arising from behavioural modification).  At the individual consumer level it is also untrue to say that there could 

“come a point at which the capital cost of avoiding energy consumption exceeded the cost that would have been incurred by consuming electricity.  But that is …quite remote from experience to date”,
but perhaps this is intended to address the market-level availability of economically rational efficiency investments.  Nevertheless, in the context of investment in energy efficiency it is important to clarify whether the proposed Climate Change fighting fund is intended to support otherwise uneconomic energy efficiency schemes, or those on which a short term payback can be obtained (less than 4 years, page 17).  If the latter, then is the fighting fund intended to replace bank lending, give a lead to private sector lenders, provide subsidised loans, or all of these?  The consultation seems to imply the latter as it addresses different activities in different areas, but it does not make clear the criteria that will be applied to each and the relative weightings that will be sought for each component.  The only suggestion is that Suppliers/ESCos with the best schemes will receive funding.
Part 3
In the previous Part, the Authority states that it is reluctant to see electricity prices rise yet again, but the 

“overall benefits from efficiency exceed by far the costs”.

In this Part, it is stated that, 

“the rising cost of energy improves the payback for energy efficiency expenditure and makes this proposed change of approach economically rational.”

On this analysis it is not at all clear why customers are not expected to pursue economic rationale and make their own investment decisions in favour of energy efficiency.  It may be argued that small businesses and domestic customers are less commercially aware and therefore less likely to make such choices – particularly when it comes to purchasing appliances, so perhaps subsidy of low value items such as low-energy light bulbs is a sensible approach, but the decision on whether or not to purchase an “A-rated” freezer may well involve a shop-funded loan and be driven by repayment cost without regard to the value of energy saved, however much Climate Change fighting fund money is raised; on-the-spot economic appraisals of capital cost versus energy cost savings are unlikely to be rigorous.
We would have liked to see the enumeration of a range of investment decision scenarios made by consumers, from the domestic trivial to the business major, with examples of how the proposed funding would be used.  For example:
· Category: trivial, purchase of light bulbs, strategy: subsidise X bulbs per annum to the same cost as GLS technology and provide point of sale supporting material/displays.
· Category: purchase of domestic white goods, strategy: set up guaranteed low-cost loan scheme with banks/retailers to provide lower interest rates for high-efficiency appliances.
· Category: small business insulation, Strategy: educational advertisements on the value of investment in this form of energy efficiency and establishment of list of approved installation contractors

The Consultation provides some examples but does not follow through in sufficient detail to give a clear understanding of how the proposal would operate in practice.  How would an ESCo provide a service in each of the above cases?  Who would administer the schemes and choose how best to deliver them?  Would an ESCo have to provide an investment appraisal for every premises it wished to insulate? Whose energy prices and/or tariff structure would be used to determine savings?  How is it proposed to determine who should pay their own costs and who should be given funds from the new levy?  What is the balance between individual households being given funds to replace inefficient boilers (potentially low CO2 savings in aggregate), compared with a single large investment in a commercial enterprise where the savings are higher but should be economically self-sustaining? 
Part 6

The hypothesis on page 8 linking Supplier CO2 reductions with a vigorous and creative ESCo market, 

“if energy Suppliers are required to either spend a certain amount or achieve certain levels of CO2 or energy savings …”
is confusing.  Energy Suppliers are already required to reduce the CO2 their businesses cause to be released into the environment.  This is the purpose of the NI ROC scheme, which imposes the requirement for an increasing percentage of their electricity sales to be produced from non‑polluting sources.  There was never any explicit policy objective for the ROC, or any other pollution control obligation to develop any kind of ESCo market, vigorous or otherwise, so it is unclear why this Consultation makes a connection between the two.  If the Authority wishes to promote ESCos, this is a separate issue from incentivising Suppliers to reduce the environmental impact of the energy they sell.
The proposal to impose a levy on Suppliers’ energy sales turnover is based on two statements:

· the Authority has been reluctant to see electricity prices rise yet again (page 4), and

· Suppliers would have both a particular and an indirect incentive to be efficient.  This is reinforced by the uncertainty that Suppliers could pass the levy directly or fully on to customers in their final price.

The Supplier levy is therefore seen to be a means of obtaining new, costless funds.  The notion that somehow this money could be recovered by becoming an ESCo is an exercise in double counting; even from the Consultation it is clear that Suppliers would have to invest in new business activities to gain access to the money and then could only expect to earn a return on the money obtained from the Fund.  This suggestion that 

“A Supplier who wanted to become an ESCo could have access to funds – at no opportunity cost to its business”,  

misses the point.  Apart from the significant diversion of management focus incurred as a result of establishing a new business activity, the fixed overhead required to run a new ESCo business would be likely to destabilise a small-scale new entrant Supply business.  
As stated in the introduction, turnover levies are more usually seen as penalties for serious breaches of law, because they are unrelated to profitability.  The suggestion of a 1% levy on Suppliers’ energy sales turnover suggests a lack of understanding of electricity Supply economics.  It is a low-margin business; typically a mature Supply business could deliver a two percent net margin, so that a 1% turnover tax would halve its profitability.  In such a situation, Suppliers will seek to pass the cost of any levy through to their customers.

We therefore oppose this suggestion, because

· it would be a barrier to entry for new Suppliers,

· the profit erosion would be crippling unless the levy were be passed on to customers

· a turnover basis would inevitably equate to a per kilowatt hour charge and fall mainly on larger customers who are already investing in their own energy saving measures
· a turnover based tax would be divorced from any measure of profitability,

· if collected by NIE they would seek to impose a security cover requirement for the money – an additional cost burden.

Part 7
It is not clear why ESCos should be particularly incentivised as part of Supply businesses; if energy efficiency savings can be made cost-effectively, there should be no reason why such businesses should not have already emerged completely separately from any Supply business to exploit the available market.  However the business challenges facing ESCos should not be underestimated; there are reasons why Suppliers have considered the proposition for over a decade without significant progress having been made.  
How should a “lighting service” or an “air-conditioning service” be charged to a final customer?  If an ESCo has invested in a building’s infrastructure, where is the asset protection if the building owner becomes insolvent and the building is repossessed?  Can integral building components owned by one party be removed without damage to those owned by another party and are they worth anything other than scrap afterwards?  These and similar issues have been faced by businesses seeking to develop ESCos in GB and they have proved extremely difficult to resolve on a standard business model basis that would be appropriate for mass application in Northern Ireland.
We also believe that market mechanisms are best placed to deliver business structures that best exploit market opportunities and that it is wrong to be prescriptive as to the sectoral components and relationships that will best fit a business opportunity.
Part 8

Delivery of building energy efficiency through the roundabout route of Supplier levies and third party investment in new premises is inefficient; the energy infrastructure contractual negotiations alone are likely to add months to the development timetable and may affect the basic design – eg wall thicknesses increased to accommodate additional insulation, possibly decreasing lettable area and hence the developer’s investment return.  It would be far more straightforward to rely on direct performance regulation, such as the Energy Performance in Buildings Directive to deliver in this area.  

Although in theory builders and financiers might well welcome direct capital investment in their buildings, experience in GB has shown that the perception of operational interference by the ESCo, or the fact that the building environment must be paid for (including a return on the energy efficiency investment) makes the proposition much less attractive than might be supposed.

Finally, we do not see how a Supplier, or indeed any ESCo can avoid risk when investing in third party premises, unless the capital investment is made and risk borne by the Climate Change fighting fund.
Part 9

Notwithstanding our opposition to a Supplier turnover levy and our concerns as to the practical issues associated with establishing a third party investment model for new construction, we agree that the evidence of climate change is such that boldness is required in addressing the issue of carbon emissions.  On the basis that something is better than nothing, we also support initiatives that improve the utilisation of carbon-based fuel, such as the promotion of micro-chp, although if these could be fuelled by biodiesel, so much the better.
We also consider that market-based outcome incentives are more effective that prescriptive requirements.

While one-off dwellings, where it is practical to install ground source heat pumps and similar technologies, can act as technology demonstrators it is likely that most benefit will come from upgrading the fabric of existing buildings and the promotion of energy efficient appliances.  We believe that a considerable benefit could be achieved from a sustained energy awareness/ education/special offer campaign over many years – including worked examples of savings – to educate the public in the value of being more efficient.  The value of education in encouraging greater energy use efficiency should not be underestimated.

For domestic customers, especially the fuel poor, education is a significant part of promoting savings that benefit both the customer and the environment.  Many people in all segments of society do not understand the concept of a thermostat (as distinct from an on-off switch) and others think that opening the ‘fridge door will cool a hot room.  It would not be patronising to correct this kind of misunderstanding.

While changed consumer behaviour must be a a major factor in helping to deliver demand reduction; the issue of energy consumption by appliances on standby is one area where user education may help, but only action at an EU level can deliver appliances that have only a limited standby capability and by so doing cure the problem at source.

Further technical professional education of architects and other professionals involved in new developments is essential to move micro-generation technologies from the “faddy-but-impractical” into the mainstream for new developments.  Perhaps a substantial monetary prize for designers of a building with the lowest energy consumption per square meter per pound of investment could be awarded each year.  This would compensate for extra costs in research and training incurred as businesses in the sector gain experience.  This approach, coupled with the suggested funding models, is more likely to deliver appropriate site-specific innovation in energy efficiency design, than a prescriptive list of technologies that have to be included in order to obtain relief from high connection charges.  A formulaic approach to technology requirement might, for example, penalise a house built on rock for not drilling an expensive borehole for its ground source heat, while a north-facing property might be penalised for having small windows and a lower level of natural lighting in order to reduce glazing heat loss.  The best solution in each case will depend on technical design expertise and judgement; it is the performance outcome that should be specified if design creativity is to be encouraged.  
For existing buildings, as well as new build, there has often been a disconnect between those who pay for the building and those who pay for the energy it uses.  It is the domestic retrofit sector, identified in the Consultation as where energy efficiency improvements are less cost‑effective, where this disconnect is most significant.  We suggest that this sector is where energy efficiency spending should be targeted to provide better insulation, ventilation, heat recovery and heating controls.
Payment to micro-generators for exported energy must be addressed.  At present all third party generation is seen as reducing the market share of the legacy Brown generators and therefore to be discouraged through payment on the basis of avoided energy cost (no allowance for capacity).  This is not a market approach, as the polluter generators lose no benefit from their loss of market share, as their contractual fixed costs are recovered from consumers through the PSO levy.  Indeed the PSO is in part an energy efficiency levy on customers to pay the Brown Generators for not generating and producing CO2 and NOx.

Summary

Airtricity believes that there is a case for increased expenditure on energy efficiency, but that the Consultation has not adequately distinguished between cost-effective efficiency investment, which may be better addressed through advertising and education, and other worthwhile but uneconomic schemes that require subsidy.  We are wary of a tax and spend approach, as in the end all central funds will come from customers.
It is not clear why a single Fighting Fund approach should be more effective in delivering the policy objective, although it might be more efficient than if each separate fund had its own bureaucracy.

The energy efficiency levy cannot deliver any energy efficiency incentive, so it should increase annually in line with inflation to maintain its purchasing power.   It is a relatively low-cost means of raising funds that has been shown to be effective.  We completely oppose any suggestion of an energy sales turnover tax on Suppliers.
We agree that everyone should pay cost-reflectively, with funds for domestic energy efficiency being collected from domestic customers and the fund for small businesses being collected from within the sector.  PSO and in particular the component collected to compensate Brown Generators for loss of market share and to subsidise their fuel costs should be separately identified on customers’ bills, along with the energy efficiency levy, so that customers are made aware of the cost of energy inefficiency and are given an added incentive to improve their own performance.  Separately identifying these items would not increase costs to customers.

While an encouragement to construct dwellings of high standards of sustainability is intrinsically worthwhile, we are concerned that the proposed approach is overly prescriptive.  We believe it would be much more effective to invest in further technical education for those professionals who design buildings and provide materially significant awards for those who are most effective in delivering cost-effective sustainability in design and execution.
We believe that the best use of levy funds would be to target improvements to the domestic retrofit projects that are least likely to be intrinsically economic, but offer the greatest benefit in addressing the combined ills of fuel poverty and energy inefficiency.  
Although modification of individual behaviour is often considered to be intractable, we believe it can be modified over the long term by a sustained campaign of awareness and education through the media and also through provision of teaching materials on climate change and energy technology within the curricula for science, geography and technical subjects.

