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Summary
Price caps are complex, and the issue has become very political in GB.
In principle, we do not like the idea of price caps.

However, we accept that given the political nature of the discussion that a temporary, absolute price cap
should be set by Ofgem for prepayment meter customers and those on the WHD.

We are less keen for a price cap on the rest of those with a SVT. Our preference for that group is either a
temporary, absolute price cap but with a rising block tariff, or a levy on certain suppliers which is
hypothecated for energy efficiency.

We do not see the suppliers as the key culprits of high energy prices in GB. Fundamentally, we think the
‘fault’ lies with Government. They should have done more to implement a successful energy efficiency
programme for buildings, including domestic buildings. An energy efficient home will use less energy, and
will have lower bills. Price itself is less important.

We think more information is needed about how suppliers make profit from different tariffs, and how much
profit network companies also make. We think this data gathering should be implemented and published.

Introduction and History

Energy price caps have been an important part of the political landscape ever since Ed Milliband announced
he would freeze prices in 2013, if the Labour Party was elected at the next election. This ultimately led to a
Competition and Mergers Authority Investigation into the Energy Market, and the degree to which it is
competitive (please see the IGov website for our multiple submissions to the CMA investigation, kicking off
with our first submission and oral evidence here and here). The CMA Final Report was published in 2016,



but the argument about how the uncompetitive energy market allows customers to be ‘ripped off’ has
rumbled on in the press, becoming ever more political in its nature. A prepayment safeguard tariff was

introduced for customers eligible for prepayment meters (about 4 million), coming into effect in 2017 -2020,
with a review due in 2019. However, this did not satisfy those involved in the discussion. The Labour Party
announced at the 2017 Labour conference that they would cap the average house dual-fuel bill at £1000
(see Table 1 and Figure 1 for its impact). Theresa May announced at the Conservative Party 2017 conference
that there would be an extension of the Safeguard price cap, quickly followed by an Ofgem announcement
of a Safeguard tariff for about 1 million of those eligible for a Warm House Discount . In parallel, Dieter Helm
was asked to undertake an independent cost of energy review, just published and this will be focus of

another blog.
Absolute and Relative Price Caps — what are they?

To the extent that the EPG supports a price cap, it would be an absolute price cap. We see a relative price as
‘recipe for disaster’ which would lead to a ratchetting up of prices.

The idea of an absolute price cap is that prices can fall below but cannot rise above a pre-determined
threshold. The Labour Party Price Cap of £1000 is an absolute price cap, and the Ofgem Safeguard Tariff
would be similar, calculated by a particular methodology. This is different from a relative price cap which
regulates the allowed gap between a company’s — or the whole market’s — cheapest and default tariff. The
‘default’ tariff is generally a standard variable tariff (SVT) (as shown in Table 1 and Figure 1. An SVT is
therefore generally the ‘price to beat’ tariff, so that whilst a supplier may have many tariffs they are usually
cheaper (but not always) than the SVT. The SVT continues permanently, unless the customer actively
changes it. If a customer switches to a fixed price or fixed term tariff, at the end of that tariff the customer
will be ‘rolled’ back on to a SVT by the supplier, unless the customer tells the supplier otherwise.

What ‘harm’ or detriment do SVTs customers suffer?

Table 1 below (and here) shows the difference between the SVT tariffs and the cheapest tariffs offered by 13
suppliers, and these range from the largest difference of Extra Energy at £252, and the smallest with
Warehouse at £134. Ofgem found that the gap between the cheapest tariff in the market and the average
SVT offered by the Big Six reached nearly £320 in August 2017 (from Ofgem charts).

Who is most affected by this?

The majority of vulnerable customers are on SVTs according to recent Ofgem data: 83% of those living in
rented social housing, 75% of those on low incomes, 73% of those with no qualifications and 74% of disabled
customers.

What are the basic arguments about price caps?

At root, three broad, but different and / or overlapping, arguments are coming together in the current ultra-
political argument about the need or not for a price cap. All support a price cap but have very different views
about who should be eligible.

e Oneis a standard economic view, arguing that the Big 6 suppliers inherited large ‘legacy’ customer
bases which either do not switch, or very rarely switch. As a result of this, the Big 6 can charge
higher than justified prices to those customers, and then they can use those extra profits to cross-



subsidise other tariffs to attract new ‘acquisition’ customers, making it harder for new entrants to
develop strong and vibrant new supply companies. It is accepted that for various reasons certain
customers are not switching, and until that is enabled some of the most vulnerable of society should
have the price of their energy capped.

This view recommends a reasonably limited number of customers be eligible for the price cap —the
Competition and Mergers Authority (CMA) recommended those on pre-payment meters (about 4 million,
and this was put in place with the Prepayment Safeguard Price Cap); and then Government / Ofgem has just
launched a Safeguard Tariff which adds another 1 million of those eligible for a Warm Homes Discount.

e The second view is more consumer-centred and argues that the majority of customers — about 6-7
out of 10 — remain on Standard Variable Tariffs (SVTs) and are paying over the odds. This view argues
that whilst customers need to be encouraged to switch, it is not only their responsibility to find the
cheapest tariff which suits their needs. This group argues that the Big 6 suppliers should also see
their responsibility as providing a ‘fair’ price for all their customers, including their SVT customers
(and this de facto means that those suppliers accept they should earn a “fair’ profit only). Thus, this
group argues, until that occurs there should be a price cap.

There is a much wider spectrum of arguments about who should be eligible for the price cap from this
viewpoint —and what sort of price cap that should be. Two well-known commentators reflecting very
different numbers of eligibility are: (1) Citizens Advice, who has broadly agreed with a temporary,absolute
price cap, but would include all those eligible for prepayment meters (4 m) as well as those eligible for a
Warm Homes Discount (2.5 million in all, i.e. 1.5 million more WHD customers than the Ofgem /
Government Safeguard Tariff ) —which amounts to 7 million households in total; and (2) John Penrose MP,
who supports a price cap for all SVT customers (ie 18 million in total) but supports a temporary but relative
price cap. As mentioned above, in this case it is the difference between the lowest tariff offered and the SVT
that a supplier provides that is capped. Although a relative price cap (rather than John Penrose’s argument)
is supported by a number of smaller suppliers (such as OVO, Octopus Energy and Utility Warehouse) a
relative price cap is not widely supported in GB because there are fears that the lowest tariff could gradually
become higher, again leading to higher prices of the SVT.

e The third view is a combination of the previous two, and is represented in particular by Martin Cave,
a member of the CMA Energy Market Review team. Professor Cave dissented from the main CMA
report recommendations (pages p 1415-1417), arguing that whilst he supported the CMA work and
analysis, he did not think the CMA recommendations were strong enough given that the level of

harm on customers. However, the difference in his arguments to the CMA is twofold - that imposing
a temporary and absolute price cap would improve the competitiveness of the energy markets, and
improve the efficiency of the Big 6 suppliers themselves; and secondly, that waiting for
improvements via switching etc. would take too long.

Professor Cave argued that more should be done for all customers on a SVT tariff by implementing a
temporary price cap on all SVT customers not on a prepayment meter (14 million) in addition to those
eligible for a prepayment meter (4 million) thereby leading to about 18 million on a price cap for two years.
Those 14 million non-prepayment households represented 59% of all domestic non-prepayment customers
at April 2017 or 64% (18 million) of all domestic customers when including prepayment.



How many customers are there on SVTs?

Ofgem produces a very handy guide to SVT numbers, although it should also be noted this is a very geeky
and confusing area. In total, there are around 28 million electricity and 21 million gas meter points in Great
Britain, with about 26 million domestic accounts. Many of these households take their gas and electricity
from the same supplier, with on average 70% of electricity customers, and 80% of gas customers, having
dual fuel accounts. As of October 2016, around 18 million domestic energy accounts (14 million paying by
non-prepayment methods) are on SVTs. Broadly, 6-7 out of 10 households remain on SVTs. While there has
been more switching (the term used for customers moving from one supplier to another) both in total
numbers (which could be the same people) and in total households, still the vast proportion of customers

have never switched; and will not do so for decades based on current rates, if ever.

How many of these SVT customers do the Big 6 have, and how big is the difference between their lowest
tariff and SVT?

The House of Commons Library has produced a very useful debate pack on energy prices (March 2017) and it
shows how many SVT customers each of the bigger suppliers have and the difference in their tariffs (taken
from an Ofgem report). Figure 1 shows this as an average of Big 6 suppliers versus other suppliers over time.
The Big 6 also dominate the SVT market (Figure 2), also shown in the Ofgem retail market indicator report.

Difference
Difference between a
Number of . standard
Proportion of Average annual between a . .

customer ., variable tariff
accounts on customer base cost of a supplier’s and the average

Supplier (1) on standard standard standard
standard . . . . . ... Of the cheapest

. . variable tariffs variable tariff  variable tariff .

variable tariffs . tariffs from the

(%) (3) (£) (4) and its cheapest
(2) . 10 cheapest

tariff (£) (5) .

suppliers (£)
(5) (6) (7) (8)
British Gas 6,639,056 74% 1,044 129 166
E;‘r’;;'at"’e 96,158 42% 1,121 245 244
EDF Energy 1,943,277 56% 1,069 136 182
E.ON 3,170,499 73% 1,057 41 179
Extra Energy 36,641 1456 1,130 154 252
First Utility 175,208 19% 1,071 157 193
Npower 1,737,642 £99% 1,077 180 188
Ovo 225,952 35% 1,064 6 186
ScottishPower 1,541,320 50% 1,081 129 203
SSE 3,864,044 91% 1,068 g8 190
$:'3’muse 503,955 94% 1,012 150 13

Source: Ofgem, Standard variable rate tariif information, accessed 14 March 2017
Notes: Pricing information sourced from Energylinx as at 28 November 2016, All prices include VAT. Customer
accounts infermation based on Ofgem data, received from suppliers for March 2016, All infermation is based
on the most recent complete data Ofgem holds and it will be updated periodically.

Table 1 Supplier SVT Total Numbers; Proportions; and Price Differences With Other Tariffs



Retail price comparison by company and tariff type:
Domestic (GB)
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Figure 1 Supplier differences over time. Source: Ofgem



Number of non-prepayment domestic customer accounts
byZsupplier: Standard variable, fixed and other tariffs (GB)
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Figure 2 SVT proportions of customers by Big 6 and other suppliers

What has happened to the price of energy over time?

Gas and electricity SVT prices have increased over time, see The House of Commons Energy Price and CMA

for Figure 3 below, and CCC for Figure 4. But domestic prices for gas or electricity are not high relative to
other European countries — the UK coming somewhere in the middle (although gas prices are higher than

electricity; and industrial prices are high). The CCC (Figure 4) is showing that prices would be higher, were it
not for improvements in energy efficiency.



Figure 4: Average SVT price (based on the annual bill for a dual fuel direct debit typical
consumption) and a forward-looking industry-level benchmark of direct costs
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Figure 3 The Price of Gas and Electricity Over time



Figure 1.4. Historical changes in average dual-fuel household energy bills (2004- 2016)
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Source: BEIS (2016) Energy Consumption in the UK; BEIS (September 2016) Quarterly Energy Prices. Available at:
www.gov.uk and CCC analysis.
Notes: 2016 consumption held at 2015 value as data for 2016 is not yet available.

Figure 4 Changes in average dual fuel household prices, consumption and bills. Source: The CCC

Have the Big 6 profits been excessive?
This is an area where there is a certain amount of information (see Ofgem; CCC;).

However, information in the public domain needs to be more detailed. We need to know what the levels of
profit are for each supplier for each tariff. In that way we could see what profit was being made on SVT
customers, but also the extent to which the profits from those customers were being used to cross-subsidise
other tariffs of those suppliers, or how they are being used to gain new customers.

The Big 6 have made large profits in terms of the total amount from aggregate generation and supply (as
shown in Figure 5 below): it is now about £2.5 billion pounds, down from its highest level of £3.6 or so in
2011.



Aggregate profits of the large energy suppliers:
Generation and supply (£ million)

4000

3000

2000

Aggregate profits (£ million)

1000

l l...--

2009 2010 2011 2012 2013 2014 2015 2016

[ Generation [ Domestic supply [ Non-domestic supply

Figure 5 Aggregate Profits of Large Energy Suppliers (Em)

However, this is only about 2-4.5% in aggregate profits (as shown here, and in Figure 6 below), and not a

high amount relative to other private companies, and even compared to energy monopolies (see here, here
and here about DNOs).

The issue that needs to be got to the bottom of, and then published, is not these average % profits but the %
profits from the SVT customers for each supplier, and from each of their tariffs — and this is harder to
discover. The CMA showed that the Big Six earned on average 11% (for electricity) and 15% (for gas) more

per kWh from customers on SVTs.

Another argument is that the profits are excessive in the context of falling input costs of energy (Figures 4
and 5). Energy prices have increased in real terms since 2000 by more than 75% for electricity and more than
125% for gas though the increase wasn’t always steady. The Committee on Climate Change also reported
rises in prices, but because they relate to a slightly longer period the figures are a little different: a 98%
increase in gas prices and 61% increase in electricity prices, between 2004 and 2016. Over the long-term
period, the increase in prices is even starker.

| do not have sufficient knowledge to understand the degree to which the larger companies are making
greater profit by lagging price rises or falls from their input fuel, or indeed from trading activities and so on.
GB should have a market monitor — whether this is stand alone, or part of Ofgem to reveal those profits.



Customers should be able to understand how much is being paid by suppliers from what source to the
extent that supplier profits are understandable.

Aggregate profits in %: supply segment
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Figure 6 Aggregate Profits of Large Suppliers in %.



Are the Big 6 suppliers the key culprit in high energy bills?

Figures 7 and 8 below show the constituent costs of energy bills, and the link between what households use
energy for and their bills.

Clearly, suppliers are charging more to SVT customers than others.

However, network companies are making greater profits than suppliers (see here, here and here about
electricity DNOs).

As the CCC shows in Figure 4, it is energy efficiency of appliances and domestic buildings which bring down
bills, because an energy efficient home leads to buying less energy.

If Government were really serious about high energy bills, they would put in place an energy efficiency policy
which met with the customer proposition — meaning that the policy would be designed in ways that meant
that customers would become involved. This has short term costs within the price, but leading to
permanent benefits for bills.

The Government has committed GB to a 35 year, index linked contract for Hinkley Point C . It would have
been far better for society if the Government had used this money on a rolling, zero interest fund that both
domestic homes and local authorities could apply for.

We in the EPG would much prefer the implementation of a country wide energy efficient buildings
programme than a price cap.
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Figure 7 Breakdown of Energy Bills . Source: Ofgem




Figure 1.3. How UK households use their energy and how this translates into bills (2016)
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Source: BEIS (2016) Energy Consumption in the UK, and CCC analysis. Available at: www.gov.uk.
Notes: Consumption data is for 2015. In estimating bills, our 2016 prices have been applied to 2015 consumption

Figure 8 Household energy use and relation to bills. Source: The CCC

To have a price cap or not
As the above points illuminate — price caps are a contentious and complicated aspect of energy policy.

There is experience of price caps around in GB and the world, some good and some bad. The US States
routinely have a ‘default’ tariff — a permanent tariff (equivalent of the SVT), which is the price to beat within
that State for other tariffs (if there is retail competition) and it is a regulated price calculated by the State
Regulator. Denmark has a default tariff for heat. And there are many more successful examples.

It is clear that the Big 6 are able to use their SVT customers to charge higher prices; it is also clear despite
years of effort that the majority of those SVT customers are not switching — and some customers may be
happy with their supplier. Nevertheless, it is also clear that the majority of vulnerable customers are those
with a SVT tariff. Our view is that there should be some sort of temporary, absolute, default tariff for those
customers, meaning prepayment meter customers and those on the WHD.

The EPG has more of a problem with a straight price cap for all SVT customers (i.e. the difference for the 6.5
million and all 18 million SVT). The problem with setting a price cap by price is that it ignores wider public
policy of moving to a sustainable (i.e. decarbonised and energy efficient) energy system.

The EPG preference for these SVT customers would either be:



e Atemporary default tariff that would be linked to a rising block tariff (RBT). In other words, as a
customer uses more energy, the price of that energy would go up in blocks. It seems to me if GB
does go down this big step towards intervention, then it should link it to public policy goals of
encouraging energy efficiency. Since Ofgem is able to undertake this methodology of assessing the
‘price to beat’ then I think it should be able to do this with a RBT, as occurs in California for example.
In theory, it should also be possible to help the vulnerable — providing a certain amount of kWhs free
etc. (as in Belgium) before the RBT kicks in. This default RBT would be temporary, but up for review.

e A one-off levy (again up for review) on the Big 6 suppliers, or in proportion to numbers of SVT across
all suppliers over a certain size. This levy would go directly to a revolving, zero interest loan fund.
Discussion of who should be eligible for applying for those funds should be up for discussion.
Certainly, we think it should include domestic customers and local authorities for social housing.

Conclusion
Price caps are complex, and the issue has become very political in GB.
In principle, we do not like the idea of price caps.

However, we accept that given the political nature of the discussion that a temporary, absolute price cap can
be set by Ofgem for prepayment meter customers and those on the WHD.

We are less keen for a price cap on the rest of those with a SVT. Our preference for that group is either a
temporary, absolute price cap but with a rising block tariff, or a levy which is hypothecated for energy
efficiency.

We do not see the suppliers as the key culprits of high energy prices in GB. Fundamentally, we think the
‘fault’ lies with Government. They should have done more to implement a successful energy efficiency
programme for buildings. An energy efficient home will use less energy, and will have lower bills. Price itself
is less important.

We think more information is needed about how suppliers make profit from different tariffs, from trading
and from falls and rises in input fuel. GB also needs to understand how much profit network companies also
make. We think this data gathering should be implemented and published.



