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Executive summary

This report, prepared for Northumbrian This section sets out

Water, summarises our study of four () thecontext for our review;

major competition investigations into the (i) our main findings;

energy retail market over the last decade. (iii) the possible implications of our findings for
It sets out the possible implications of the | AxAO80 OAOEAxN AT A
investigations for Ofwat when (iv) the structure of this report.

considering the costs and benefits of
extending retail competition to household
water customers in England.
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1.1. Introduction and context

Last year, he UK governmentaskedOfwat to provide
an assessmenbf the costs and benefits of extending
retail competition to household water customers.In
January this year Ofwat issued a call for evidence,
seeking early contributions to feed into its
assessment.

To help respondto / /A x Acélldofevidence
Northumbrian Water has commissioned Economic
Insight to study the major competition investigations
in the energy retail marketand consider the

Figure 1. Drivers of competitiveness

Supply-
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Competition
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review.

This report summarises ourstudy of the four major
competition investigations in the last decadenamely.

- theEnergy Supply Probeonducted by Ofgem in
2008;

- the Retail Market Revieweonducted by Ofgem in
2010;

- the State ofCompetition in theEnergy Market
Assessmentonducted by Ofgem, the Office of
Fair Trading (OFT)and the Competition and
Markets Authority (CMA) in 2014; and

- the energy market investigatiorconducted by
the CMA, which is orgoing and due to finish in
June this yeak

1.2, Our main findings

We examined thefeatures and characteristics of the
energy retail market, which Ofgem and the CMA
consideredwhen assessing the effectiveness of
competition in the energy retail market.

We found that they have considered, to varying
degrees, the full range of possiblsupply-side (e.g.
barriers to entry), demand-side (e.g. customer
inertia) and regulatory impediments to competition.

But perhaps he most constant and salient feature of
the reviews is the focus orthe demand-side
impediments. In particular, all of the reviews have
identified weak customer engagement and response
as a problem in theenergy retail market. Both Ofgem
and the CMA havexpressedconcernthat the lack of
customer engagement may have given rise to market
power, which retailers have been able to exploit
through their pricing practices.

1 Itis important to note here that our study captures the
views of Ofgem and the CMgnot all stakeholdes have
agreed with their findings and remedies.

The reasons given for the lack of customer
engagement have included:

- theinherent characteristics of electricity and

gas, such as their actual or perceived

OET i T CATT1 006 1T AOGO0AN AT A
- the behaviour of suppliers including the

number and complexity of the tariffs they offer.

Arguably, the latter explanation featured more
prominently in the earlier investigations conducted
by Ofgem and the former explanatiorhas featured
more prominently in the on-going investigation by the
CMA.

1.3. Possible implications of our main
findings for Ofwat’s review

While it will be important for Ofwat to consider the

AgOAT O 1T £ OOAAA AAOQT 006
to awater retail market, the four major investigations
PDIETO O OEA AEITI11xETC EI PIE

AEOT |

» First, in determining how competitive a household
water retail market is likely to be (and hence the
benefits of introducing competition), Ofwat
should place significant emphasis on
underst anding the likely level of customer
engagement in the market. How many
customers might switch? What type of customers
i ECEO OxEOAEe 7EI1 OEA AAE
POl OAAD EDOAEAOOG ¢

» Second, in doing sdfwat should seek to establish
whether th e inherent characteristics of water
retail mean that the ability and/or incentive of
customers to search and switch deals is likely
to be low, irrespective of the behaviour of
suppliers. To what extent are customers interested
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»

»

in the possibility of switching water retailer? What
scale of price saving / service improvement would
be needed to encourage switching?

Third, to the extent thatthe inherent
characteristics of water retailwould not be
expected to standn the way of customer
engagement, Ofwat W need to consider what, if
any, safeguards it should put in place to prevent or
deter suppliers from engaging in practices that
could reduce search and switching behaviourA
key challenge to consider will be whether any
such safeguards could be designed in a manner
that do not reduce the ability and incentive for
suppliers to compete. What should be the
balance between exante and expost regulation?
What role, if any, should Ofwat have in facilitating
search and switching behaviour e.g. developints
own price comparison service? Should Ofwat limit
the number or type of tariffs available? To what
extent will price discrimination (between regions

1.4. Structure of this report

The next sectionof this report sets out our review of
the four major investigations listed above in
chronological order. The last of section of this report
identifies the key themes andmplications emerging
from our review.

AT ATT1 O AOOOI i AOOQq AA OEAxAA AO OiEde

Finally, to help develop evidence in this area, Ofwat
could consider using a range ofomparator retail
markets , such as the (norhousehold) water retail
market in Scotland. Ofwat could also consider
developing primary evidence usingsurvey and
experimental techniques (such as those used by

the Financial Conduct AuthcE OU AT A OEA #- !

predecessor, the OFT)

Qv
(@)



Review of the four major energy
retail market investigations

This section considers each investigation in

This section of our report sets out our
chronological order:

review of the four major competition

investigations into the energy retail () the Energy Supply Probe in 2008;
market over the last decade. (i) the Retail Market Review in 2010;
For each investigation, we summarise; the (iii) the State of Competition in the Energy Market

motivation for the investigation; the Assessment in 2014; and

issues considered; the findings; and, (iv) the on-going CMA market investigation.

where relevant, the remedies pursued.
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2.1. The Energy Supply Probe (2008)

The Ehergy Supply Probe (The Probe) wakunched

in 2008 by Ofgemto investigate the functioning of
competition in the Great Britain (GB) gas and
electricity retail supply for markets serving domestic
customers (households)and small businesses (SMEs).

Figure 2. The Probe Key Milestones

The Terms of Reference set out by Ofgem in February
2008, stated the investigation would covee

2.1.1. Motivation

Prior to the launchof The Probe Ofgem responded to

concerns surrounding the increase of household bills;

and also allegations in the press of collusion between

energy suppliers, by issuing a press release in January

the recent energy price rises are a result of industry

collusio®  Adquestedsight of evidence of any anti
competitive activity.

Notwithstanding the above, public

concerns surrounding the rise of

AT 10601 AO6G8 AEIT Oh EI
ET OOAET 1 A OrerAdindd. 3 - %8 C
! OUDPEAAI EI OOAET 1T AS
more than doubled since early

2004 and many customers were

struggling to pay their bills. This

led The Probe to focus on three

main areas of concern:

- increasing wholesale and
retail prices;
- synchronisation of prices
i.e. cartels; and
vulnerable customers.

_ OEA AOOOI 1 AOBO DPAOODAAOGE dRAAKIPA the gagye.sengefngyere pejghtened by

the market including access to information and
barriers to switching supplier;

the global financial crisis, putting pressure on
household budgets and also the effects of rising global
energy costs (oil, coal and gas). As a result, matable

- OOPPI EAOOS 1 AOEAO OEAOA OhcusometsArg paitiaglaripaférkd Al O

different groups of customers (online, duel fuel,
single fuel and prepayment).

- OEA Ai i DPAOGEOEOAT AGO 1 & OOCDD

different market segments and customer
movement between payment types as well as
suppliers;

- the relationship between retail and wholesale
energy prices; and

- the economics of new entry and the experience
of companies trying to enter the energy market.

While the focus of The Prob was on the retail market
for households and SMEs, the investigation also took
into consideration the wholesale marketput only to
the extent it was necessary to assess whether the
retail markets are working effectively.

2 Ofgem launches Probe into Energy Supply Markets, Ofgem
press release, February 2008.

2.1.2. Issues

With the_ ahove three areas in mind, fie Prabe . .
onsmﬁerEed tr%%r%as ?epo%t%e OW. OEA
» The GB energy supply markets. This assessed
(i) the market position of the Big 6 suppliers; (ii)
their market share ard extent of vertical
integration; and (iii) concentration in the market.

» Switching and its drivers . Thisreviewed the
evidence on: (i) switching; (ii) factors driving
customer switching decisions; and (iii) how
effective it has been in exerting priceliscipline on
the market.

» Consumer characteristics and behaviour . This
looked at: (i) the levels of customer awareness; (ii)
factors that influence consumer decisions to
engage in the market; and (jii) the issues and
barriers they face in doing so.

8 The Energy Supply Probénitial Findings and Remedies,
Ofgem, 2008.



