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How will COVID-19 affect reform of the energy
retail sector in Great Britain?

6 July 2020

The energy sector across Europe faced a shock as lockdowns
of varying severity were established in response to the COVID-19
pandemic. These shocks were mainly caused by the sudden
reductions in mobility and productivity caused by the mandated
temporarily closure of economies across the continent.




% Differential relative to pre-lockdown level

Electricity market data collected during April
and May 2020 shows that the total demand
for electricity has fallen by around one fifth in
countries with stricter lockdown measures."
While domestic demand has increased as a
result of the lockdown, industrial demand has
plummeted, outweighing the former effect.

Combined industrial and
domestic electricity demand
in response to lockdown
restrictions
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Note: This groph depicts the percentoﬂe difference of electricity demand relative to

the demand level at the beginning of the reﬂ)ective lockdown start date in Spain,

France, ltaly, Germany and the UK (demand figures for Great Britain alone were not

available). It uses a seven-day moving average.

Source: Oxera analysis based on data accessed via the ENTSO-E Transparency

Zlotform for France, Italy, Spain and the UK; Bundesnetzagentur, SMARD.de for
ermany.

The fluctuating demand, in combination

with available electricity supply, has caused
significant variation in in wholesale electricity
prices. Figure 2 shows the resulting drop in
electricity prices across Europe in response to
the demand shocks.

Figure 2 Electricity day-ahead prices
in response to lockdown
restrictions
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Note: This graph depicts the movement of electricity day-ahead prices in Spain,
France, ltaly, Germany and Great Britain. Prices for Great Britain were converted
using BoE exchange rates provided by Thomson Reuters. It uses a seven-da
moving average. The vertical line indicates the start of the first COVID-19 lockdown
measures in Italy on 4 March 2020.

Source: Oxera analysis based on data accessed via the ENTSO-E Transparency
Platform for France, Germany, Italy, Spain and Great Britain.

These recent record lows in electricity demand

and price drops have also impacted the
electricity generation mix (the split of generation
across various types of energy sources). As in
other markets, suppliers that can offer a product

for a cheaper price can often sell more of it, and

more readily. While the wholesale electricity
market is complex, it holds that generators

of electricity with lower operational costs are
usually the first in line to feed electricity into
the grid. At times of lower demand, electricity
demand is largely met by these ‘cheaper’
generators. In practice, these generators are
often wind and solar.

Figure 3 shows the energy mix across various
European countries. It shows that energy
sources have been affected asymmetrically as a
result of the COVID-19 shocks. While the share
of renewables has increased, coal, gas and other
combustibles provide a lower proportion of the
electricity generation mix. Meanwhile, nuclear
seems to have been unaffected.

Figure 3 Changes to the electricity
generation mix in response
to lockdown restrictions
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Note: This graph depicts the energy mix of Spain, France, Italy, Germany and the
UK. The separate energy mix for Great Britain was not available. It uses a seven-day
moving average. The vertical line indicating the start of the COVID-19 lockdown
measures marks 4 March 2020. ‘Gas and other comb.” includes fossil-coal-derived
gas, fossil gas, fossil oil, fossil oil shale, fossil i)eat and waste. ‘Coal’ includes lignite
and fossil hard coal. ‘Renewables’ includes solar, wind offshore, wind onshore,
biomass, geothermal, hydro-pumped storage, hydro run-of-river and poundage,
hydro water reservoir, marine and other renewables.
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Source: Oxera analysis based on data accessed via the ENTSO-E Transparency
Elatform for France, Italy, Spain and the UK; Bundesnetzagentur, SMARD.de for
ermany.

Following the implementation of the lockdown
measures, the electricity mix across Europe

has shifted towards renewable sources.? As
renewable energy sources produce electricity
very cheaply once facilities are built, they are
called on first to meet demand,® pushing gas and
coal plants further down the queue.* At times of
low demand, conventional electricity producers
are therefore required less frequently. This effect
was notable in Great Britain; on 10 May, the
energy market recoded a full month of coal-free
power generation for the first time.®

How does the COVID-19 crisis interfere with
retail regulatory processes in place in Great
Britain?

While energy demand is dropping significantly,®
more private and business customers are falling
behind on paying their bills. Although there is
limited public data available from the lockdown
period, anecdotal evidence confirms that
‘delinquency rates’ among business customers
are soaring.” Energy suppliers have agreed to
reassess, pause or reduce debt repayments
and bill payments where needed.? This has put
energy suppliers in distress, especially as many
of them were already operating with low profit
margins.®

For example, in an open letter to energy
suppliers, Ofgem quickly clarified that it supports
suppliers’ responses to the disruption caused
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by COVID-19. In particular, Ofgem states that it
would be ‘pragmatic in [its] approach to compliance
during this period’, focusing on compliance with the
prioritised objectives, including meeting consumers’
needs and providing a secure and reliable supply
of energy.°

This comes at a time when Ofgem was also
planning to reassess the default tariff caps for
energy retail consumers. The caps were introduced
to protect consumers following the UK Competition
and Markets Authority’s (CMA’s) first review of
competition in the British energy market in 2014,
which revealed unsatisfactory levels of competition.
The caps came into force in January 2019 and will
remain in place until at least the end of 2020. The
government will need to decide by 31 October 2020
whether to extend the cap beyond 2020.

Ofgem supports this process by monitoring the
energy market closely while the default tariff caps
are in place. Ofgem’s review of the competitiveness
of the energy market for 2020 will need to be
published by 31 August 2020 and needs to include
a recommendation on whether the cap should
remain in place for 2021 or be removed.' This
review will guide the Secretary of State’s imminent
decision on the continuation or discontinuation

of the default tariff caps. Ultimately, whether the
default tariff caps are continued or not will depend
on Ofgem’s assessment of the current state of
competition and market concentration amidst the
COVID-19 disruption.

Below, we review data from before and during the
lockdown period to understand how COVID-19 has
affected and continues to affect competition and
market concentration in the British electricity retail
market. Two of the metrics that Ofgem uses to
monitor the state of competition in the retail energy
market are market concentration and switching
rates.

Retail market concentration

The number of licensed energy suppliers is an
indicator of the degree of competition in the market.
Ofgem monitors this number to understand the
dynamics of market concentration over time, as
new participants enter and some existing firms exit
the market.

We have already seen a large number of suppliers
exit the British energy supply market in 2019, and
trading conditions in 2020 have become more
challenging as lockdown measures have been
implemented. We review the most recent data on
active energy suppliers in Great Britain in Figure 4.

Figure 4 Active licensed energy
suppliers in Great Britain
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Note: This figure shows the number of active licensed %os and electricity suppliers in the
British domestic ener% market in the beginning of each quarter. Source: Oxera analysis;
Ofgem (2020) ‘Retail Market Indicators’.
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Figure 4 shows a downward trend in the number
of licensed energy suppliers from 2019 onwards.
There have also been further exits in the energy
retail market between January 2020 and March
2020 that are not yet reflected in the data.™®

In addition, some smaller, local-authority-
owned energy suppliers seem to have been
struggling lately. For example, Bristol City
Council announced on 4 June that it was
selling off Bristol Energy as the supplier was
facing 'unprecedented challenges’. Meanwhile,
Robin Hood Energy, owned by Nottingham City
Council, has appointed strategic advisors as

it is struggling financially." Meanwhile, OVO
Energy—which recently acquired SSE’s retail
division and is thus Britain’s second-largest
energy supplie—has announced that the
lockdown has forced it to accelerate cost-cutting
plans involving 2,600 redundancies.'

In response, Ofgem has recently announced a
payment-deferral mechanism worth £350m for
struggling energy suppliers.’® While this initiative
might delay imminent exits from the energy retail
market, we consider that the overall outlook

for energy suppliers is challenging. It seems
possible that some weaker competitors could

be forced out of the market (if not now, then
during the aftermath of the lockdown measures),
potentially reducing the total number of licensed
energy suppliers competing in the retail market.

Switching rates in the retail market

Another metric regularly used by Ofgem to
assess the degree of competitiveness in the
energy market is the switching rate. While this is
a partial indicator for competitiveness in the retail
market, we consider that a competitive market
delivering quality service to consumers would not
necessarily exhibit high switching rates.

Ofgem reviews trends in external switching
(between suppliers) to understand levels of
consumer engagement. Higher consumer
engagement is considered to be beneficial as it
can put pressure on energy suppliers to provide
better services at competitive prices. The most
recent figures on switching rates for Great Britain
are available for May 2020; both April and May
capture a full month of the lockdown.

Figure 5 Monthly switching figures in
April and May, 2016-20
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Note: Historic average of switching rates is the simple average of the respective
month’s switching rate between 2016 and 2019 in Great Britain.

Source: Oxera analysis of Ofgem (2020), ‘Retail Market Indicators’; Energy UK
(2020), ‘Energy Switching figures — April 2020
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Figure 5 compares recent switching figures for April
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