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Since the launch of the Energy Supply Probe in 2008, 
Ofgem (and policymakers more generally) have 
shown an increasing scepticism about competition in 
the British energy market, with repeated investigation 
and regulatory intervention.  On 27 March, Ofgem 
launched a consultation on referring the energy 
market to the CMA for an independent and full-scale 
market inquiry. 1

As we have written elsewhere, the evidence of a 
direct competition problem in the sector is limited, 
with no obvious “smoking gun”.2 

Much of the focus of the most recent investiga-
tion (as well as those that preceded it) has been on 
the structure of the industry and, in particular, the 
position of the big six.  Profits in the supply segment 
of the big six have been rising over the last few years.  
Pre-tax margins on domestic energy sales were 
around 0.9% in 2009, and rose to 4.3% in 2012, 
averaging 2.7% over the period.  Profits have been 
even lower over the longer term - Ofgem reported in 
2011 that profit margins were 1.6% between 2005 
and 2010.3 

These profit levels are below Ofgem’s own bench-
marks for the profits of supply business of between 

3% and 9%.  Despite accusations that companies are 
squirrelling away profits in their generation segments, 
Ofgem, the OFT and the CMA’s most recent analysis 
suggests that “the generation sector is covering its 
cost of capital but no more.”4

If the evidence for lack of competition in the sector 
is unclear, similar doubts pervade the authorities’ 
claims about the features of the market that lead to 
the allegedly anticompetitive outcome. Much of the 
purported evidence is as consistent with the pres-
ence of competition as with its absence.  

The State of the Market Assessment (SMA) high-
lights Ofgem’s concern about “market segmenta-
tion” – the observation that customers who remain 
with their incumbent supplier are less likely to switch 
than customers who are with an entrant supplier in 
their area, and pay higher prices as a result. However, 
differential pricing is to be expected in competitive 
markets with switching costs, where entrants have to 
offer lower prices than incumbents in order to obtain 
market share.   In any case, the fact that particular 
customers do not switch does not demonstrate that 
the prices they pay are not being constrained by 
competing suppliers, merely that the price differen-

tials are insufficient to induce 
switching. Evidence from con-
sumer surveys suggests that 
over half the customers who 
had never switched said it was 
because they were happy with 
their existing supplier.5

Moreover, some of the evi-
dence presented is either mis-
leading or simply inconclusive.  

For instance, the SMA 
emphasises the role that the 
vertically-integrated structure 
of the industry has in increas-
ing barriers to entry by reducing 
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Market investigation: where is the 'smoking gun'?

Profit margin of the big six on energy sales to domestic 
customers
Company 2009 2010 2011 2012 Average
Centrica 7.60% 8.90% 6.90% 6.60% 7.50%
EDF Energy -7.50% -3.90% -4.80% -3.00% -4.50%
E.On -2.60% 0.50% 2.00% 2.30% 0.50%
Npower -6.90% -4.70% -1.80% 3.60% -2.40%
SSE 2.30% 6.00% 5.80% 6.40% 5.10%
Scottish Power 1.70% -0.20% -0.40% 4.50% 1.40%
Industry 0.90% 3.10% 2.80% 4.30% 2.70%

Source: segmental accounts, reported to Ofgem. Margins are EBIT/revenue.

George Anstey and Matthew Mair take a look at Ofgem's proposal to refer the 
energy industry to the Competition and Markets Authority. and find that the  
evidence is far from clear-cut.   
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liquidity on the wholesale market.  But while they may 
be vertically integrated, in practice the big six have 
large imbalances between the volumes of electricity 
they buy and sell, creating a need to trade in a liquid 
wholesale market (see figure, above). 

In one respect, however, the latest investigation 
represents a significant step forward in the debate 
over the level of competition in the energy sector: rec-
ognising that regulation itself is part of the problem.  
The SMA argues that the burden of regulation keeps 

small suppliers out, and 
exemptions from regula-
tions for small suppliers 
discourage entrants from 
growing.  As Ofgem, the 
OFT and the CMA ac-
knowledge, the problem 
goes deeper than that:

“In addition to the 
regulatory barriers to 
entry, the industry is af-
fected by a high degree 
of policy change, political 
and media scrutiny, and 
negative publicity.  As 
part of our assessment, 
we spoke to a number of 
firms that had previously 
considered entering the 
retail energy market.  A 

consistent reason for not entering was the political 
environment surrounding the energy market and un-
certainties surrounding the future course of policy.”6 

While a two year inquiry may do little to resolve “un-
certainties surrounding the future course of policy”, 
if the inquiry validates the initial finding that regula-
tion is part of the problem then it could mark the 
beginning of the end for ever stricter regulation and a 
return to competition in British energy markets. 
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There is a need to trade in the wholesale markets

Source: Market share data for 2012 from Ofgem Report to the European Com-
mission; energy generation and final consumption from DUKES Table 5.2

George Anstey is a senior consultant and Matthew 
Mair is an analyst at NERA Economic Consulting.

With only a few weeks left to finalise important details there is still a great deal 
that needs to be done to ensure that a workable Capacity Market is launched 
as planned later this year, argues Clive Moffatt.  
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Ofgem, OFT, CMA (2014), page 13, paragraph 1.35.

New Power monthly report helps you keep up to date on the UK power sector

NEW PLANT CONSTRUCTION: New Power’s power plant index helps you assess and rank projects in the 
pipeline.

NEW TARGETS: producing a third of our electricity – 15% of our energy – from renewable sources by 2020 
means major investment. New Power’s regular data updates help you track that development.

A NEW POLICY BACKGROUND: New Power keeps you up to date with news and analysis of policy devel-
opment and implementation.

A NEW ATTITUDE: New Power’s analysis helps you understand how that change affects your business.

NEW PLAYERS AND NEW BUSINESS OPPORTUNITIES:New Power’s in-depth coverage helps you meet 
that challenge.

NEW MARKETS AND NEW COMPETITORS: New Power’s experienced team help you separate wish lists 
from practical developments.


