FAIR BY DESIGN

Ending the extra costs of being poor

Response to Ofgem
About Fair By Design

Fair By Design is dedicated to reshaping essential services such as energy, credit, insurance and
payments so that they don’t cost more if you're living in poverty — also known as the poverty
premium. Fair By Design collaborates with regulators, government and industry to design out
the poverty premium. Our Venture Fund provides capital/funding to grow new scalable
ventures to innovate the market and design out the poverty premium. Ascension manages the
Fair By Design Fund. Fair By Design is managed by the Barrow Cadbury Trust on behalf of a
group of foundations.

In the context of the energy market, we believe that households on low incomes/living in
poverty should not incur a poverty premium based on not being an “active” consumer or due to
the way they pay for their energy.

Please note that we consent to public disclosure of this response.

For more information about this response please contact Maria Booker:
m.booker@barrowcadbury.org.uk

Background

Ofgem is reviewing operating cost allowances for the first time since the energy price cap was
introduced in 2019. Operating costs are an energy supplier’s own costs for retailing energy and
include the costs of running call centres, IT costs and costs associated with customer debt. They
do not include the costs of buying energy, policy costs i.e. the costs of government social and
environmental schemes or costs to fix and repair cables.

Ofgem is proposing to update the current operating cost allowance structure and to offer four
allowances:

e Core operating cost allowance

e Debt-related cost allowance

e Smart metering net cost Change (SMNCC) allowance
e Industry charge allowance
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Fair By Design’s response

Approach to benchmarking
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There are two main reasons why Ofgem’s approach to debt related costs does not work.

1) Payment method premiums are not cost reflective
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2) There is little evidence that maintaining a standard credit premium encourages
switching to direct debit



https://fairbydesign.com/understanding-the-poverty-premium-tackling-financial-inequality-fair-by-design/payments/
https://www.ofwat.gov.uk/wp-content/uploads/2022/05/Paying-fair-%E2%80%93-guidelines-for-water-companies-in-supporting-residential-customers-pay-their-bill-access-help-and-repay-debts.pdf
https://www.ofwat.gov.uk/wp-content/uploads/2022/05/Paying-fair-%E2%80%93-guidelines-for-water-companies-in-supporting-residential-customers-pay-their-bill-access-help-and-repay-debts.pdf
https://www.ofgem.gov.uk/publications/consumer-impacts-market-conditions-survey-wave-5-january-february-2024
https://www.ofgem.gov.uk/publications/consumer-impacts-market-conditions-survey-wave-5-january-february-2024
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not in consumers’ interests to have a premium imposed on them that they don’t expect and
that most people affected aren’t even aware of.

Whether due to lack of awareness or for other reasons, there is little evidence that the size of
the standard credit premium drives choice of payment method. The University of Bristol
calculated the standard credit premium to be £76 in 20164, increasing to £206 in 2022°. Yet this
rapid and dramatic increase of the premium has not been reflected the trend of payment
method choice. The use of standard credit has been steadily declining since the 1990s, matched
by a corresponding steady increase in the use of direct debit (aside from a 1% upturn in use of
standard credit in 2021 which was not sustained, and went in the opposite direction to the one

’ “

Ofgem’s “incentivisation” theory predicts)®.
Use of data (p22)

We support Ofgem’s approach of only using supplier’s data where the supplier has over
100,000 customers on each payment method relevant to a differential. We note that this
results in a significantly lower standard credit premium for core operating costs (£38 as
opposed to £54).

Levelisation of debt costs (p24)

We are disappointed by Ofgem’s decision not to proceed with levelisation of debt allowances
between standard credit and direct debit. There is a good theoretical case for levelising debt
allowances i.e. that all consumers who are capable of generating debt should contribute equally
to debt-related costs. We do not think it is fair that individual customers who pay on time
should not have to bear the additional costs created by people who pay in the same way as
them, rather than by all people capable of creating debt, particularly as this group contains a
significant proportion of fuel poor households (21.3% of fuel poor households pay by standard
credit compared to 25.3% who pay by pre-payment meter and 10.8% who pay be direct debit)’.

Our preference is for Ofgem to proceed with levelisation of debt allowances in parallel to
implementing the Debt Strategy. We would be keen to see more detail on the feasibility

4 Sara Davies, Andrea Finney and Yvette Hartfree, University of Bristol, (2016), Paying to be poor: Costing
Methodology Appendix . Available at: Paying to be poor

5 Sara Davies, Jamie Evans, University of Bristol, (2022), The poverty premium in 2022. Available at: The
poverty premium in 2022 - Progress and problems

5 Department for Energy Security and Net Zero (2024), Average annual domestic energy bills by payment type.
Available at: Annual domestic energy bills - GOV.UK

7 Department for Energy Security and Net Zero (2024), Annual fuel poverty statistics report: 2024, Available
at: Annual fuel poverty statistics report: 2024 - GOV.UK



https://fairbydesign.com/wp-content/uploads/University-of-Bristol-Paying-to-be-poor.pdf
https://fairbydesign.com/wp-content/uploads/The-poverty-premium-in-2022-Progress-and-problems_FINAL.pdf
https://fairbydesign.com/wp-content/uploads/The-poverty-premium-in-2022-Progress-and-problems_FINAL.pdf
https://www.gov.uk/government/statistical-data-sets/annual-domestic-energy-price-statistics#full-publication-update-history
https://www.gov.uk/government/statistics/annual-fuel-poverty-statistics-report-2024
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Standing Charges review (p31)

8 Family spending workbook 1: detailed expenditure and trends - Office for National Statistics (ons.gov.uk) (Table
A6 — elec and gas x 52)



https://www.ons.gov.uk/peoplepopulationandcommunity/personalandhouseholdfinances/expenditure/datasets/familyspendingworkbook1detailedexpenditureandtrends
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