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By Sean Gammons, Introduction
George Anstey, and
Stephen Buryk The Competition and Markets Authority (CMA) recently concluded a two-year inquiry

into the British electricity and gas markets. Whilst much of the media attention focused
on the domestic retail market and wholesale markets for electricity, the inquiry also
examined the retail market for the non-domestic (microbusiness) segment.! The inquiry
heard complaints that non-domestic customers were paying excessive amounts for their
energy, in part because Third Party Intermediaries (TPIs or brokers), prevalent in the
sector, had charged excessive commissions.

The CMA stopped short of a full probe of the TPI segment, focusing instead on
measures designed to improve the general effectiveness of non-domestic competition
(eg a mandate on suppliers to publish standard tariffs to facilitate the entry of price
comparison websites for non-domestics). In this article, we review the performance
of TPIs in the Great Britain (GB) energy market, drawing on evidence from the CMA
investigation, as well as from our own preliminary analysis of TPIs" commission rates.
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TPIs Are a Major Sales Channel for Suppliers to
Reach Non-Domestics

TPIs are brokers that connect energy customers to electricity and gas suppliers. Ofgem,

the energy sector’s regulator, estimates that there are more than 1,000 TPIs serving the
non-domestic market, ranging from one-person shops to large advisory firms.? Estimates of
the size of the market vary, but some commentators have argued that the market is worth
£250 million in commissions per year.>

TPIs represent an important sales channel for suppliers to reach non-domestic customers.
According to the CMA, brokers bring the Big Six energy suppliers around 30%, on average,
of their non-domestic sales and are the main sales channel for independent suppliers
entering the market.

Brokers serve the entire non-domestic segment of the energy market, from microbusinesses
to large commercial and industrial customers; however, large businesses are more likely

to use brokers than small ones. A 2013 survey conducted on behalf of Ofgem found that
11% of microbusinesses chose their energy contract using a broker, compared to 21% of
medium-sized businesses and 23% of large businesses.”> The CMA attributes the higher
proportions of medium and large businesses using brokers to two reasons: first, small
businesses may not trust brokers; second, brokers may lack interest in pursuing small
businesses due to lower fees in absolute terms.®

Broker business models come in many forms. A broker may do any or all of the following
for customers:

+ Present offers from one supplier;

+  Present offers from multiple suppliers;

« Run tenders on behalf of their client;

+ Give advice on appropriate tariffs, contract lengths, buying strategies, etc.; and
- Give advice on energy efficiency and wider energy programs like renewables.”

The standard charging model used by TPIs is a supplier-pays model, ie energy suppliers,

rather than customers, pay a commission to TPIs, usually in proportion to the amount of
energy the customer uses (eqg a fixed commission per kWh or a percentage of the bill).8
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Commissions May Be Too High and May Distort Incentives

The customer-broker relationship is an example of a situation that economists refer to as
the principal-agent problem, as discussed in “Principals, Agents, and Moral Hazard” on
the next page. The commercial logic for a customer (the “principal”) to use a broker (the
“agent”) is to leverage the broker’s specialist expertise to procure electricity at a cost-
effective rate. The benefit of using a broker, therefore, relies on the broker acting in the
interest of its client and sourcing a better deal than the client can get on its own.

In practice, the supplier-pays business model may not provide the right incentives for the
broker to seek the best deal for the client. EDF Energy suggested to the CMA that brokers
“balance” their own interests against those of the client. This balance may tip depending on
incentives offered by suppliers to sell more at higher prices. The CMA cited a particular case
highlighted by Scottish Power, where some suppliers will raise the commission for brokers if
they get the customer to accept a higher price.? Similarly, a broker may have an incentive to
run tenders that favour suppliers that pay higher commissions, rather than those that offer
the best deal to the customer.

The CMA cites evidence that customers do not understand how much they are paying for
their brokerage service or even that they are paying for the service at all. A BMG Research
survey of microbusinesses and small businesses published in 2014 and 2015 revealed that
a low percentage of respondents that used a broker knew that they had been charged for
the service: 5% in 2014 and 8% in 2015.'° Moreover, Ofgem informed the CMA that small
non-domestic customers may not be “shopping around” by contacting suppliers directly
or going to another broker for a second quotation. Given this lack of information and
understanding of the broker business model, the CMA suggested that customers may only
be exerting weak downward pressure on commissions.'!

The CMA reports that a minority of TPIs have been accused of using aggressive sales
tactics, making misrepresentations, and engaging in other unscrupulous behaviour in an
attempt to sign up customers.'? For example, the CMA cited one supplier that claimed
“some TPIs charged excessive commissions of 2-3p/kWh",'® which amounts to 20% to 30%
of a 10p/kWh' electricity bill.’> The CMA also mentions that four of the Big Six suppliers
have unilaterally capped commissions for TPIs,'® which indicates they are concerned about
their customers being charged excessive commissions.
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Principals, Agents, and Moral Hazard

The potential for misaligned incentives between brokers and their customers is an
example of a “principal-agent problem”, in which an economic actor, the principal,
contracts with an agent to undertake some activity on its behalf. The concept
was mentioned in Adam Smith’s The Wealth of Nations in 1776, and economists
developed formalised theories starting in the 1960s."”18

Principals may have a variety of problems contracting with agents. In the case of
TPIs in the energy sector, the most significant is likely to be “moral hazard”, defined
as “actions of economic agents that maximize their own utility to the detriment

of others”."® Moral hazard may be a problem any time one entity (the principal)
contracts with another (the agent) and cannot perfectly enforce the contract. For
example, the principal cannot monitor the subsequent behaviour of the agent
because the outcome of an agent’s behaviour is uncertain or cannot be measured.

There have been a number of high-profile cases involving moral hazard problems
in recent years:

- Payment Protection Insurance: Payment protection insurance (PPI) is sold in
the UK with some loan products, ostensibly to protect customers from missing
payments due to illness or job loss. In 2005, the UK's Citizens Advice accused the
banks selling PPl of making the insurance products too expensive, selling them
intentionally to people who could not make claims, and specifically avoiding selling
them with products that could commonly lead to debt. Here, we have a principal
(the customer) who relies on an agent (a bank) to sell them insurance that is in
their interests. The bank, however, put its interests as a business first.2°

« Wealth Management: In the US, university employees sued three major
universities—the Massachusetts Institute of Technology (MIT), New York
University, and Yale University—in 2016 in relation to wealth management
practices. Employees of the universities (the principals) claimed that that these
institutions (the agents) did not monitor excessive fees being charged for
portfolio management and failed to replace poorly performing funds with well-
performing ones.?’

- Banking: During the 2008 financial crisis, the UK government (and many others)
propped up their big banks using a mix of cheap capital and, in some extreme
cases, nationalisation. The reasoning behind these “bailouts” was that if one
important bank failed, it could very well take down the entire banking system,
which is highly interconnected. Although it may protect against further financial
crises in the short term, some experts argue that this policy creates moral
hazard.?% Banks (the agent) may take excessive risks if they believe they will be
bailed out by the government (the principal) if they get into financial difficulty.
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Are Commission Rates for TPIs Excessive?

Following concern about the performance of the brokerage market, Ofgem has been
developing a code of practice for non-domestic TPIs, potentially combined with an
accreditation process and other measures to promote effective competition among TPIs.
This process was recently put on hold.?3 Even if the process is resurrected, however, it is far
from certain that it will be successful.

The question remains as to whether TPIs provide an effective service to customers at a
reasonable price. To assess the performance of the sector, we:

+ Review evidence on the average rate of commissions charged by TPIs in the
non-domestic market; and

« Compare our findings to benchmarks for commission rates earned in other industries.
Average TPl Commission Rates for Non-Domestics

Based on evidence cited in the CMA's report, we find that the average broker commission
in the GB non-domestic electricity and gas market is about 2.6% of the total bill, as shown

in Table 1.

Table 1 “Top Down" Estimate of Average Energy Brokerage Commission, 2015%*

Amount Component Source/Calculation
A £16.1B Big Six Energy Non-Domestic Retail Energy Markets in 2016, Ofgem,
Revenues 2015 3 August 2016, page 16
B 62% Value-Weighted Market Competition in British Business Energy
Share of Big Six Supply Markets, Cornwall Energy,

August 2015, pages 10, 13, and 16%°

C f9.7B Independent Non-Domestic =(a/b)-a
Revenues 2015

D 30% Broker Sales Channel Share Appendix 16.1 of CMA (2016):
for Big Six Microbusinesses, page 32.

E 50% Broker Sales Channel Share Conservative assumption based on
for Independents previous source statement: “New

suppliers rely heavily on TPIs as their
main sales channel”

F  £4.8B Big Six Broker Revenue =a*d
G £4.8B Independent Broker Revenue =c*e
H £9.7B Total Broker-Sourced Revenue =f+g
| £0.25B Total Broker Commission Third Party Intermediaries in the Business

and Industrial Energy Supply Market:
Prospectus, Cornwall Energy, September
2015, page 3.

2.6% Broker Commission as a =i/h
Percentage of Total Bill

Source: NERA Analysis. Note: Some values may not add due to rounding.
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In practice, commission rates may vary according to customer size. It may be reasonable for
a broker to charge a small- or medium-sized enterprise (SME) a higher commission rate as

a percentage of the total bill than a large industrial customer. Many of the tasks required
to make the sale and switch the customer will not vary with the size of the energy bill, and
thus, the broker must charge a smaller customer a higher percentage of their bill to cover
these fixed costs.

Market commentators have suggested that commission levels for SMEs are somewhat
higher than the industry average and are between 0.5p/kWh and 0.7p/kWh for electricity,
which corresponds to 5% to 7% of a 10p/kWh bill for electricity.?

Benchmarks from Other Industries
We can look to other industries to determine whether the average commission rates for UK
TPIs appear fair given the brokerage service offered in energy.

One starting point is to benchmark to similar energy markets abroad. In the US, one energy
management firm quotes brokerage rates that range anywhere from 2 to 10 mils per kWh
for electricity (A mil is a 10th of a cent or .001 USD). Assuming a 10cent/kWh energy
charge, this commission is anywhere from 2% to 10% of the bill.2” Our estimate of industry
average commissions of 2.6% is at the lower end of this range, and our estimate of average
commission rates for SME customers of 5% to 7% lies well within this range.

Brokers in other industries tend to charge commissions somewhat above our calculation of
the industry average for energy brokers in GB.

In a survey of sales commissions in manufacturing, the average commission was about
8.8% of the value of the goods sold. The largest commissions reported were for scientific
research equipment & suppliers: an average of nearly 14%. Brokers in the textile and
industrial sectors earned 5.2% on average, whilst brokers in metals and raw materials
earned 5.3%, forming the low end of those studied.?82°

Commissions for insurance products form a wide range. In one survey, the average across
all lines was 10.5% of net premiums written.3® Some insurance products, like fidelity &
surety,® garner high commissions as a percentage of premium revenues (22% on average,
the maximum of commissions studied), compared to others, like medical malpractice (4%
on average, the minimum of commissions studied). Academics have argued that the range
of commissions reflects differences in the value brokers provide as intermediaries. The
ultimate level of commissions depends on factors such as the complexity of the risk, which
enhances the importance of information gathering by the broker, and the profitability of
the business placed by the broker.3?
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Conclusion

Relative to the benchmarks we have identified, the industry average rates of commission for
TPIs serving non-domestics in GB appear broadly reasonable. By the same token, examples
of commission rates in the range of 20% to 30%, as identified by the CMA, appear
excessive—both relative to industry average rates for TPIs in the UK non-domestic energy
segment, and relative to comparator industries.

The extent of excessive charging by TPIs in the UK non-domestic energy market is unclear.
The CMA did not address this question directly in its energy market investigation. However,
some of the evidence it cited—for example, Big Six suppliers capping commission rates—
suggests the problem may not be restricted to one or two isolated cases.

The supplier-pays model for remunerating intermediaries, with its lack of transparency and
potential for distorting incentives, has contributed to poor practice in other industries where
intermediaries play an important role. This same model may be causing similar problems
among TPIs serving the non-domestic energy supply market in the UK, as indicated by the
evidence cited in the CMA's energy investigation. Any business using a TPl ought to take a
long, hard look at whose interests their TPl is serving—it may not be theirs, and, even if it
is, customers may benefit from reconfiguring their use of TPIs to achieve efficient outcomes.
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