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Since 1998/99, all small consumers in Britain have been able to choose their retail suppliers of electricity and gas. The rationale for introducing retail competition for small consumers was that by allowing consumers to switch to the cheapest supplier, competitive pressure would be exerted on retail suppliers forcing them to reduce their own costs and also to reduce their cost of purchase from the wholesale electricity and gas markets. Gas and electricity companies that were inefficient or purchased their power or gas needs expensively would lose market share and would be forced to improve their efficiency if they were to survive. Typically, companies selling electricity also offer gas as part of a so-called ‘dual fuel’ package. This note concentrates mainly on the electricity market, but since electricity is generally sold as part of a package with gas, it is necessary to consider gas.
In practice, switching gas or electricity supplier is free and generally easy, requiring little more than a telephone call. At present, consumers can choose from about 10 suppliers, made up of the 7 suppliers based on the previous regional electricity supply companies, two new entrants and the former national monopoly gas supply company, British Gas, which sells electricity only to its gas consumers. New entrants other than British Gas have made no impact on the market and are not considered further.
There are four issues to be raised:

· Costs of introducing competition;

· Why small consumers do not switch;

· Impact on poor consumers; and

· Price discrimination by retail suppliers against small consumers.

Costs of introducing competition
The Regulator was required by a Select Committee of Parliament to provide a cost benefit analysis for retail electricity competition for small consumers and in this, he admitted that the cost that would be borne by consumers to allow them to switch supplier (mostly complex computer systems) was £732m over 5 years. This was the cost of building the systems and running them for 5 years, by which time they would probably need to be replaced.

Unfortunately the Regulator has not been forced to provide this same data for the New Electricity Arrangements (NETA, the new British wholesale market), but he has admitted that Ofgem (the Regulatory body) had spent £80m developing new systems. Other estimates suggest that if the companies’ costs for the development of new systems (which of course will be passed on to consumers) are added, the total is about £600m.
 The annual costs of Elexon, the company that runs just part of NETA were £80m. So, over 5 years, we are looking at costs of about £1bn. While NETA is the wholesale market, much of its complexity (and cost) arises because of the complications introduced by allowing small consumers to choose electricity supplier.
Why small consumers do not switch and impact of retail competition on poor consumers
Mirroring experience elsewhere, small consumers generally show little interest in shopping around for cheaper power and although about a third of gas and electricity consumers have switched, they have generally switched to a dual fuel offer from one of their existing suppliers. In other words, the electricity consumers that have switched have gone to British Gas and the gas consumers that have switched have moved to their local electricity supplier. The rule is consumers that take a dual fuel offer from their local electricity company get cheaper gas but expensive electricity. Those that buy from British Gas get cheaper electricity but expensive gas. Note that it is only possible to buy gas and electricity from British Gas, not just electricity. It is possible to buy just gas from an electricity company, but they do not encourage this. Very few consumers are moving to a company that they have not dealt with before and trust.

One answer to why more consumers have not switched is that the whole process has a very bad name from miss-selling tactics by telephone and doorstep sales staff, which have been going on since retail competition in gas was first introduced in 1996, but which the Regulator does not seem to be able to control. There are frequent stories in the national press of such practices. Typical tactics include asking a consumer to sign a piece of paper, which they are told will merely bring them more information, but actually consent to switch of supplier; forging the signature of the consumer or using the name of a deceased spouse; and targeting foreign students in rented accommodation who do not understand the language adequately.
The second answer is that the savings on offer are relatively modest. If the composition of an electricity bill is examined, this would appear to be inevitable. About a third of a bill is monopoly charges set by the Regulator that are the same for all suppliers. About half is the cost of generation, which ought to be about the same regardless of supplier if the wholesale electricity market is reasonably efficient. The rest (15%) is the retailer’s costs (reading meters, sending bills etc) and their profit margin. So even if a supplier could do the job for half the cost of its competitors, the overall consumer saving would be small (7.5%). For large consumers, such savings could be still worthwhile. For a consumer with an electricity bill of £1m per year, a saving of even 1% is worthwhile, but for a household consumer with a bill of £200 is it really worth the effort of collecting all the data on all the offers just to save £15?
To overcome this latter problem, the Regulator and the consumer watchdog (Energy Watch) publish charts on the internet that allow easy comparison of prices (http://www.energywatch.org.uk/uploads/London_Price_Comparisons.pdf). These are good but do require consumers to know they are there and be confident of navigating the web. Few consumers are aware of these comparisons and many consumers do not have the skills or the resources to access them. It is also worth noting that these price comparisons change frequently and a consumer choosing the cheapest supplier might find a month later that they no longer have a good deal.
There are three ways to pay gas and electric bills in Britain.

· By Direct Debit (DD). These are the most attractive consumers for competing suppliers to target. They have an orderly bank account (a surprisingly large number of people in Britain do not have a bank account, much less one that would allow them to put use DDs) and are probably rich enough to want to buy other services provided by the company. Most retail energy companies offer a range of services to their consumers. For example, British Gas provides road side recovery, telecoms, and a credit card. DD consumers invariably get the lowest prices. 

· Quarterly in arrears. This is the normal method.

· Pre-payment meter (PPM). Consumers that have difficulty paying their gas or electricity bills have little choice but to install a PPM. A PPM consumer has a smart card that can be taken to a local shop (newsagent etc) and topped up with as much gas or electricity as the consumer wants or can afford. Clearly, these are the consumers no supplier is likely to target and the prices are highest. Dual fuel deals are not available to PPM consumers for practical metering reasons.
There are other less obvious barriers for poor consumers. All licensed gas and electricity suppliers are obliged to offer a supply at the posted prices to any consumer that requests it. However, the supplier can ask for a cash deposit of any size. They might do this if a consumer has a poor payment record or has unpaid debts. If a company does not want a new consumer, it can simply ask for a prohibitive deposit. So even where PPM consumers could make savings in theory, in practice these savings might not be achievable. A consumer that cannot afford their electricity bill is hardly likely to be able to find a deposit of, say, £200.
A Practical Example

To illustrate the choices that face small consumers, let us look at a consumer in London (other regions would show the same picture) using average amounts of gas and electricity. A consumer that does nothing, i.e., he or she continues to buy electricity from London Electric and buy gas from British Gas, the following prices would apply (before tax). The cheapest offered price is in brackets (excluding very small companies).
Table 1

Prices for consumers in London that do not switch



DD

Quarterly
PPM

Gas

314 (271)
347 (288)
347 (322)
Electric

236 (214)
247 (223)
255 (244)

Total

550 (485)
594 (511)
602 (566)

If this consumer were to switch to a dual fuel offers, the results are:

Table 2

Dual fuel offers for an average consumer in London



DD

Quarterly

British Gas
522

566

London

510

533
Best (npower)
482

518

Worst

British Gas
British Gas

The following factors emerge:
· Even for consumers that do not switch, PPM consumers pay nearly 10% more than DD consumers;

· There is no saving to be made by taking a dual fuel compared to buying electricity and gas separately from the cheapest suppliers;

· Despite being the most expensive supplier in the market, British Gas is the only company in the electricity market gaining significant market share;

· Savings achievable from switching for DD and quarterly consumers are about 12%, whereas for PPM consumers, the best saving (not necessarily achievable) is about 6%.

In short, consumers that are rich and smart will pay 20% less than a PPM customer and can reduce their bill by about 12%. Whether many such consumers are likely to go to much effort to make a saving of perhaps only £6 per month is questionable.
Price discrimination

When the electricity regulatory body (then Offer) was set up in 1989, one of the duties was to ensure that companies did not discriminate between different classes of consumer. This requirement was removed a couple of years ago on the grounds it was not necessary because all consumers could by then choose their supplier.
In fact, it seems that the Regulator did allow discrimination as is shown by Table 3, published by the Regulator himself. It shows the average price paid by retail supply companies for electricity purchased from the wholesale market according to the class of consumer.

Table 3

REC Purchase Costs – 1996/97






Average price
Quantity






(p/kWh)
(TWh)

Franchise consumers

Coal contracts


3.92

71.7

IPP contracts


3.84

28.9

Other contracts


3.71

34.3

Average franchise purchase costs
3.85

134.9

Non-franchise purchase costs

3.00

80.4

Average total purchase costs

3.54

215.2

Source: Office of Electricity Regulation (1997) ‘The competitive electricity market from 1998: price restraints: proposals’ OFFER, Birmingham.

Franchise consumers (i.e., small consumers who then were obliged to buy from their local supplier) were then paying about 30% more than non-franchise consumers (i.e., large consumers) for generation, which typically represents about 50-60% of an electricity bill. Retail suppliers were systematically allocating their most expensive power purchases to the franchise market. If the cost paid by small and large consumers had been equalised, the total cost per kWh for a small consumer (then about 6p/kWh) would have gone down by about 5%, while the cost paid by large consumers (then about 5p/kWh) would have gone up by about 10%. No explanation was given by the Regulator as to why he tolerated this blatant price discrimination.
The Regulator used this data as part of a Cost Benefit Analysis justifying the heavy cost of introducing competition for small consumers. He argued that allowing small consumers to choose would mean that suppliers would not be able to get away with this price discrimination. In fact, things have got worse.
In its March 2002 issue, Power UK, a British newsletter, published a table that showed that the wholesale electricity price had fallen by about 35% since 1999. However, the price paid for generation by large users had fallen by about 20% while that paid by small users had gone up by about 5%. There is no reason to believe the differential between small and large consumers narrowed between 1997 and 1999. So if small consumers are paying 5% more than they did in 1997, they are paying about 4.05p/kWh. In 1997, the average wholesale electricity price was about 3.54p/kWh. It did go down between 1997 and 1999, but let us assume for these purposes that it did not. The average now should be 35% less, 2.3p/kWh. Under NETA, it is difficult to estimate the wholesale electricity price, but the figure of 2.3p/kWh appears to be about right. In 2001, British Energy’s (the nuclear generator) average achieved sale price for its power into the wholesale market was about 2p/kWh (see British Energy Annual Report and Accounts). So, it would appear that small consumers are paying about 2p/kWh too much for the generation element of their electricity bill. If we assume the total price is about 6p/kWh, small consumers are paying about a third too much.
This raises two issues: why is this happening; and why is there not more public discussion of this apparent exploitation?
Why is this happening?

There are a number of aspects to this. Since 1998, all except one of the retail supply businesses that were privatised in 1990 have been taken over by generation companies (the one remaining company is likely to be sold to a generator in June 2002). The generators were making excessive profits on generation in 1997 and all that has happened is that this margin has been moved from the generation part of the business to the retail supply part of the business. In 1997, this retail supply charge was set by the Regulator because retail supply was then a monopoly, now it is unregulated and can be as large as the market will stand. The Regulator recognised there were risks in deregulating the supply charge, but he misunderstood what the risks actually were. He believed the risk was that the incumbent suppliers would raise their charges and he put a cap on the overall charge incumbent suppliers could charge. In fact the risk was that in a market with falling wholesale prices, the suppliers would not pass on these reductions to their consumers.
The retail suppliers do have expensive generation purchases, in particular, the power they buy from the plants they built for themselves in 1990-92 and which they are contracted to for 15 years on take-or-pay terms. These appear in Table 3 as ‘IPP contracts’. Given that the price of gas has gone up since 1997, these ‘IPPs’ probably now cost more than 4p/kWh and the retailers are simply passing these costs on to consumers. If retail supply was an efficient market, the retail suppliers would have to write off these contracts from their profits.

Pushing the wholesale electricity price to low (perhaps sub-economic) levels has other advantages for integrated generation/retail companies. It will tend to force generation-only companies out of the market and this will make it difficult for new retail suppliers to enter the market because there will be no power available on the wholesale market for them to buy.

The integrated companies have no incentive to start a price war by offering low prices in competitor’s former franchise regions. This would simply rebound on them in their own former franchise territories and would reduce the margins for the industry as a whole.

Why is there not more public concern?

Electricity prices have fallen slowly but consistently in real terms since 1995, so the public has little reason to believe anything is wrong. In fact, prices are coming down because the monopoly charges are being reduced by the Regulator, not because of reductions in market-driven costs. The Regulator may be aware of this exploitation but has done nothing to prevent or even to alert consumers to it.
Conclusions

Retail competition in electricity for small consumers in Britain was expected to bring benefits of lower prices driven by competitive pressures as small consumers shopped around for the cheapest deal. Even if we leave aside the high costs that introducing competition has generated, the reality is that it has made the situation of small consumers significantly worse, especially the poorest consumers. In part, this is because of the specific failure of the Regulator to protect small consumers from exploitation.

However, the main problem is more fundamental. Small consumers do not have the resources or the interest to ensure that they are not exploited. It is highly unlikely that small consumers will want to search frequently for the cheapest electricity price on offer and switch to it when the savings on offer will inevitably be small. If they do not do this, retail suppliers will treat them as captive and will exploit them.
� Power UK, March 2002, p 18.
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