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About Cornwall Energy

Cornwall Energy’s team of independent specialists have experience of liberalised energy markets and
their regulation since their inception in Great Britain and elsewhere in the late 1980s. We provide
consultancy, intelligence and training, and are a trusted and reliable partner whether you are a new
entrant or a large, established player.

Specific areas of our expertise include:

= wholesale and retail energy market competition and change;

= regulation and public policy within both electricity and gas markets;

= electricity and gas market design, governance and business processes; and

= market entry.

2 Millennium Plain
Bethel Street
Norwich

NR2 ITF

T +44 (0) 1603 604400
F +44 (0) 1603 568829
E info@cornwallenergy.com
\A% www.cornwallenergy.com

Disclaimer

While Cornwall Energy considers the information and opinions given in this report and all other documentation are
sound, all parties must rely upon their own skill and judgement when making use of it. Cornwall Energy will not
assume any liability to anyone for any loss or damage arising out of the provision of this report howsoever caused.

The report makes use of information gathered from a variety of sources in the public domain and from confidential
research that has not been subject to independent verification. No representation or warranty is given by Cornwall
Energy as to the accuracy or completeness of the information contained in this report.

Cornwall Energy makes no warranties, whether express, implied, or statutory regarding or relating to the contents of
this report and specifically disclaims all implied warranties, including, but not limited to, the implied warranties of
merchantable quality and fitness for a particular purpose.

Numbers may not add up due to rounding.
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| Executive summary

I.1 Introduction

This assessment of the effectiveness of the Northern Ireland (NI) retail markets for electricity and gas was
commissioned by the Utility Regulator (UR).! It is the first phase of a flagship project that is part of a wider
programme of interlinking work to deliver the regulator’s corporate strategy ambitions for the period
2014-19. The review sits alongside other important initiatives the regulator will undertake this year,
including the development of its Retail Energy Market Monitoring (REMM) framework and of its Consumer
Protection Strategy.

Cornwall Energy was awarded this project in May 2014. Professor Catherine Waddams of the Centre for
Competition Policy, University of East Anglia, has also contributed her expertise in the production of this
report. It is our own work and does not necessarily represent the views of the UR.

An Information Paper? was published by the UR in July 2014 that set out more detail on the approach to
this review, as well as formally launching the assessment, and the factual background. The Information Paper
also set out the context, including relevant energy industry background, customer metrics and market
share.

While the markets for larger non-domestic electricity customers opened to competition in 2002, markets
for households and smaller business customers were only opened in 2007 (but with no competitor entry
occurring until 2010), and the incumbent supplier Power NI is still subject to price control outside of the
larger business market. Total connections are less than 850,000, which makes NI very small compared with
other member states of the European Union (EU).

The gas market is smaller and was initially opened to competition in the Greater Belfast area for larger
consumers in 2006, and domestic consumers in 2010. As with the electricity markets, households and
smaller business gas customers of the incumbent supplier SSE Airtricity are still subject to a regulated price.
Total connections in the Greater Belfast area are less than 200,000.

Cornwall Energy has also developed a market segmentation that divides both markets into four subsets. In
both cases, the domestic markets represent a single category. For the business markets we have banded
them essentially to groupings that manifest similar characteristics, and these broadly map across to micro-
businesses, other SME businesses and larger 1&C businesses respectively.

We gathered quantitative and qualitative data and information from a wide range of sources to provide the
evidence base for this review. The quantitative data provides insights on various metrics. These include
switching trends, prices, levels of market concentration, and consumer satisfaction and complaint levels.

To assist the review, we undertook an omnibus survey of customer views on relevant issues and the state
of competition in the energy markets. Field work took place during August 2014, comprising 20 questions
put to 1,322 interviewees.

We also undertook structured interviews and some participants submitted written responses. The wide
range of views, from entities in Republic of Ireland (Rol), Great Britain (GB), as well as NI, and across the
market spectrum, including consumers (and their representatives), suppliers and trade associations, gave
invaluable insight to contextualise the quantitative trends.

It should be stressed that our review of the NI retail energy markets at this stage does not seek to propose
remedies. The issue of remedies, if necessary, will be addressed in the second stage of this process. The
expectation is that the second phase of the review will commence after the publication of this assessment
and after the UR has considered the scope and nature of the work for stage 2.

I'In this report we use the term UR to refer to the executive and supporting team. The term NIAUR, which is the board of the
regulator, is not specifically referenced.
2 Review of the Effectiveness of Competition in the Northern Ireland Retail Market—An Information Paper, July 2014.
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1.2 Approach

We took as our starting point for the evaluation used in the review the five market characteristics used by
the GB regulator Ofgem (working with the Competition Markets Authority (CMA) and the Office of Fair
Trading (OFT)) in its recent State of the Market Assessment.

The five characteristics are:

* weak customer response;

= weak competition;

= vertical integration;

= barriers to entry and expansion; and
= tacit coordination.

Where relevant, we have tried to link in the various issues and comments flagged to us during the course
of the review.

We have also placed emphasis on what we see as the important differentiating factors pertinent to the NI
energy markets. In this context we have made a number of comparisons with neighbouring markets,
especially GB and Rol, though for reasons we explain in this report these have limited validity.

Consequently, a range of other comparisons have been made in this report with a variety of smaller
markets in the EU that seem to us to hold closer parallels to NI. In this context we specifically try to
address issues faced by smaller markets and their regulators in the development of competition.

1.3 NI differentiators

We identified during the course of the review a range of factors that we believe have constrained the
development of competition in NI. These are:

= the relatively short period compared with some European markets over which the energy markets in
NI have been fully deregulated combined with the recent late entry of competitors into the domestic
markets;

= the very small size of the NI energy markets, which are among the smallest in the EU, and which are
bounded by neighbouring markets with very different trading systems and rules. This limits both the
number of suppliers and the profits they can make;

= the hybrid nature of the current market framework, given that the large majority of domestic and small
|&C volumes delivered in NI are still subject to price regulation. Price controls have been set to put
pressure on supplier prices and this has consequential impacts for profitable offerings by new entrant
suppliers, especially given the similar costs faced by all suppliers; and

= the limitations on access to dual fuel offers, which in turn reduces the cost savings realisable to drive
the competitive process.

For the reasons we explain in more detail below, we do not expect these constraints to diminish
significantly in the near to medium term.

1.4 Overall conclusions

The energy markets in NI are maturing with new entrants continuing to win market share from the two
incumbents, Power NI in electricity and SSE Airtricity in gas3. Market shares are now pegged at 72% in
terms of domestic electricity customers (69% market share by consumption) and 72% in terms of domestic
and small I&C gas connections* (69% market share by consumption). The figures are 71% of customers

3 For gas, figures are for Greater Belfast only.
4 We discuss below the different reporting classifications.
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(37% by consumption) in electricity and 71% (56% by consumption) in gas in the Greater Belfast area for
total markets.> However, the rate of attrition in the market share of the incumbents has declined since Q2
2013.

We believe that overall NI has achieved reasonable levels of switching given its context of deregulation.
Indeed rates in the period following the emergence of competition in the domestic and smaller business
markets once new entry occurred from 2010 were good. These have slowed as the pool of active
switchers has diminished and in the absence of the emergence of further alternative providers. There has
also been steady erosion of the incumbent’s market share in both the electricity and gas sectors. Indeed
switching levels and loss of market share by the incumbents do not compare unfavourably to other small
markets with a similar length of experience of liberalisation within the EU.

The incumbent’s market share in both sectors remains high, and with few active suppliers conditions exist
that are conducive to tacit coordination. In this context we have noted the discount approach to pricing
adopted by competing suppliers, where they specifically price their offerings relative to the regulated prices
applied to the incumbents. However, this is a rational approach to price setting that we would expect to
see in relatively immature markets, and we have not identified any customer detriment arising from it.

Furthermore, market size will continue to limit the number of suppliers who can viably compete given the
obvious limits on customer acquisition and the high level of fixed costs associated with market entry. These
constraints are greater in gas than electricity markets given very low existing levels of gas penetration.

It is likely that most price sensitive customers will already have switched. Switching rates in both electricity
and gas are unlikely to recover and might even continue to tail off. All suppliers face similar costs and
achievable customer savings from switching are unlikely to change dramatically. Technology change is
unlikely to be a significant factor over the near term, and indeed could raise entry costs. There is little
scope for domestic customers to switch back to the incumbents given that all new entrants price at a
discount to the incumbents in both gas sectors. Aggressive competition in other jurisdictions has been
enabled by falling commodity prices and the ability to make dual fuel offerings, but these conditions are
absent from NI.

Against this background, we find the UR’s “ideal vision” set out in its May 2014 Strategic Approach
Information Papers an appropriate set of objectives for small energy markets with the hybrid features
present in NI, where liberalisation is progressing but with a high level of residual regulation. These features
are based on a mix of measures to promote competition, with residual consumer protection through price
controls and non-discrimination licence conditions. Consequently the blend of the two is, and will continue
to be, somewhat different from regulatory policies exhibited in larger, more established markets with
multiple competitors.

We also believe the NI experience strongly suggests that regulation and competition can usefully co-exist.
Some form of direct price regulation is often necessary to deliver and sustain competitive entry until it is
well-established. Even in an effectively competitive market consumers cannot be protected in all respects at
all times. As we have seen in the GB market, the removal of price control does not invalidate regulatory
intervention. Indeed in the case of GB the rate and degree of interventions has increased dramatically since
2008. Thus we believe a hybrid market can provide the dual benefits of competitive offering and regulated
prices to ensure excessive profits are avoided, and there is transparency with regards pricing for regulators,
government and customers.

Furthermore, in a small market with clear limits on the number of viable players, we see real risks of
oligopolistic pricing and associated customer detriment if price controls are removed too quickly. In such
circumstances it is a moot point whether sufficient suppliers are likely to emerge that will enable regulated
pricing to be removed altogether. Consequently we would expect that this co-existence of competition
with price regulation of the incumbents in NI will continue for some time. Competition could be stimulated
by increasing the allowed profit (increasing “headroom”) in the price controls, but we believe this will tend

5 http://www.uregni.gov.uk/uploads/publications/TransparencyReport_2014_AUG.pdf
6 UR Strategic Approach to Energy Retail Markets and Consumer Protection An Information Paper, May 2014.
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to create customer detriment as costs to customers will increase. At the same time new entry will
continue to be limited by the size of the market and relatively high costs of entry.

Through the review we and stakeholders who we interviewed identified a number of measures that could
or should be considered to improve the functioning of the energy markets in NI. These warrant
consideration as part of the follow-up to this report and as the scope of stage 2 is considered. We note
these in sections 1.6 and 4.4. While these measures might improve some aspects of the competitive
process, for instance, improving customer access to information or improving predictability of costs, it is
important to emphasise that they are unlikely to fundamentally change the competitive dynamic, and we
would expect to see continuing price regulation being a feature of the market for some time to come.

1.5 Findings by customer segments

At a lower level we have reached a number of conclusions on the individual market segments. These are
summarised at Tables ESI (electricity) and ES2 (gas) below.
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Customer
category
(electricity)

Table ESI: Main findings on NI electricity market segments

Definition

Summary of findings

Household

A household
in Northern
Ireland.

Customers report relatively high levels of satisfaction and trust with current
arrangements. Greatest concern is inability to easily access tariff comparisons.

New entrants have taken significant market share from incumbent—although the
incumbent is still dominant.

Moderate savings to be gained from switching, especially as large parts of the
market lack potential economies of scope in predominantly single fuel market.
Customer proficiency, poor access to tariff comparisons and lack of switching
culture dampens customer response.

Price regulation currently creates the conditions for coordinated behaviour
among suppliers.

Switching levels are moderate but have declined. If this persists new entrants will

struggle to grow customer numbers and prospective new entrants will be less
likely to appear.

Competition initially moderate but tending towards weak.

Very small 1&C

Any business

The market is less concentrated than the household market but currently exhibits

consumption
above
50MWh/yr.

or micro- that has an very low (and declining) levels of switching.
business annual ' Customers have no comparison service to use—although brokers are appearing
consumption in the market. These services could improve consumer response (by proxy) and
below strengthen competition—but there is a desire from the majority of the market for
P jority
20MWhlyr. accreditation to ensure fair treatment of customers and suppliers and to drive
“honest broker” behaviour.
Switching statistics indicate annual contracting.
Small 1&C Any business The market is less concentrated than the household and micro-business markets
that has an and currently exhibits low (and declining) levels of switching.
annual _ Customers have no comparison service to use—although brokers are appearing
consumption in the market (more so than in the micro sector). These services could improve
between consumer response (by proxy) and strengthen competition—but there is a desire
P Y proxy P
20MWhyr from the majority of the market for accreditation to ensure fair treatment of
and customers and suppliers and to drive “honest broker” behaviour-.
50MWh/yr. o U .
Switching statistics indicate annual contracting.
Larger 1&C Any business This segment is less concentrated than the other segments and customers are
(Sometimes that has an sufficiently proficient to drive supplier behaviour, particularly at the larger end of
known as LEU) annual the market, indicating strong customer response.

Competition is robust, but some improvements to market processes
(transparency and predictability of regulated charges) could reduce risks currently
in the market and benefit suppliers and customers.

Concerns were raised by suppliers regarding the ability to hedge along the trading
curve under the current SEM arrangements; with some of the view the I-SEM
would not improve conditions for suppliers.

Wholesale and retail market interactions should be kept under review.
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Table ES2: Main findings on NI gas market segments

Customer Definition Rationale
category
(gas)
Household A household in Customers report relatively high levels of satisfaction and trust with current
the “Greater arrangements. Greatest concern is inability to easily access tariff comparisons.
Belfast” gas New entrants have taken significant market share from incumbent—although
market area. incumbent still dominant.
Small savings to be gained from switching, especially as large parts of the market
lack potential economies of scope in predominantly single fuel market
Consumer proficiency, poor access to tariff comparisons and lack of switching
culture dampens customer response.
Price regulation currently creates the conditions for coordinated behaviour
among suppliers.
Competition initially moderate but tending towards weak.
Very small Any business The market is less concentrated than the household market but currently exhibits
1&C or that has an very low (and declining) levels of switching.
micro- annual ' Customers have no comparison service to use—although brokers are appearing
business consumption in the market (more so than in the micro sector). These services could improve
below ; consumer response (by proxy) and strengthen competition—but there is a desire
73.2MWh'lyr. from majority of the market for accreditation to ensure fair treatment of
customers and suppliers and to drive “honest broker” behaviour.
Switching statistics indicate annual contracting.
Small 1&C Any business The market is less concentrated than the household and micro-business markets
that has an and currently exhibits low (and declining) levels of switching.
annual Customers have no comparison service to use—although brokers are appearing
consumption in the market. These services could improve consumer response (by proxy) and
between strengthen competition—but there is a desire from majority of the market for
72.3MWhlyr accreditation to ensure fair treatment of customers and suppliers and to drive
and . “honest broker” behaviour.
732MWhlyr®. o o .
Switching statistics indicate annual contracting.
Larger 1&C Any business Customers are driving supplier behaviour, particularly at the larger end of the
(Sometimes that has an market, indicating strong customer response.
known as LEU) annual Competition is robust, but some improvements to market processes
consumption (transparency and predictability of regulated network charges) could reduce risks
above currently in the market and benefits suppliers and customers.
732MWhlyr.

72,500 therms/yr
8 25,000 therms/yr
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1.6

Issues for consideration

It should be stressed that our review of the NI retail energy markets at this stage does not seek to propose
remedies. The issue of remedies, if necessary, will be addressed in the second stage of this process. We
have nevertheless identified some possible measures based around the various comments and suggestions
put to us during the course of the review. In general these focus on steps that might improve information
and thus help support switching and enable market participants to better understand industry cost trends
going forward. They should form the basis of further consideration by the UR as it gears up for stage 2.

These areas for further consideration include:

the UR should review its customer segmentation for both electricity and gas and how it is published. In
this context we consider the approach we have adopted, which focuses on customers rather than
consumption, has merit;

assessing the appetite for a centrally administered comparison and switching site for both fuels that is
independently accredited;

assessing the gas switching process, and a review of the objections process for both fuels, which would
verify the scale of concerns reported and determine if action is appropriate;

there should be further consideration of longer notice periods for changes to uncontrollable third party
charges. This would elicit to what degree any such change would be beneficial to the energy retail
markets, against the potential detriment caused to the regulated companies in terms of reduced
revenue recovery certainty;

in this context the communication of how price regulation changes have been or will be derived could
assist new entrant suppliers in hedging their own costs and pricing tariffs;

the UR should consider whether market entry processes support efficient operation of the market;

the household and smaller 1&C market requires continued education on the process for taking
advantage of the competitive retail market;

an accreditation and suitable regulatory framework for brokers operating in the I&C market should be
considered against existing legal and regulatory protection;

the UR should consider how it might better fulfil the role of “critical friend” for prospective new
entrants, including establishing a “road-map” for them in both electricity and gas, but also the resource
implications of taking on such a role;

as a minimum, the UR should nominate an individual to deal with market entry questions and concerns
and ensure this role is visible to stakeholders;

where regulatory changes are proposed they should also be assessed against the impact they could
have on entry.

We also note and support the intention of the UR to keep under review:

the relationship between wholesale and retail prices, and how these might be impacted by
implementation of the I-SEM; and

the impact of the allowed supply margins in regulated price controls on competitor pricing.

The expectation is that the second phase of the review will commence after the publication of this
assessment and after the UR has considered the scope and nature of the work for stage 2.
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2 Introduction and background

This assessment of the effectiveness of the Northern Ireland (NI) retail markets for electricity and gas was
commissioned by the Utility Regulator (UR). It is the first phase of a flagship project that is part of a wider
programme of interlinking work to deliver the regulator’s corporate strategy ambitions for the period
2014-19.

Following a competitive tender Cornwall Energy was awarded this project in May 2014. Professor
Catherine Waddams of the Centre for Competition Policy, University of East Anglia, has also contributed
her expertise in the production of this report.

This report is all our own work and does not necessarily represent the view of the UR. A glossary of terms
is at Appendix A.

2.1 Purpose of this review

The UR committed in its 2014-15 Forward Work Programme? to review the effectiveness of competition in
the retail energy markets in NI.

The review sits alongside other important initiatives the UR will complete this year, including the
development of its Retail Energy Market Monitoring (REMM) framework and of its Consumer Protection
Strategy.

2.2 Approach

An Information Paper!® was published by the UR in July

. . H . 1 . . -
2014 that set out more detail on the approach to this Figure 2: UR’s flagship projects, 2014-15
review, as well as formally launching 'Fhe assessment, and Effectively
the factual background. The Information Paper also set protected
. . . REMM
out context, including relevant energy industry —
background, customer metrics and market share and
should be read in conjunction with this paper. A summary . i
of key facts from the Information Paper is at Appendix B. Fiolcton bl
Cornwall Energy gathered quantitative and qualitative data
and information from a wide range of sources to provide 3 pronged strategy for the UR to provide effective
the evidence base for this review. A detailed listing of monitoring, regulation and protection in the energy retail

market
these can be found at Appendix C.
Source: UR workshop. 6 August |4
The quantitative data provides insights on various metrics.

These include switching trends, prices, levels of market
concentration, and consumer satisfaction and complaint levels.

To assist the review an omnibus survey of customer views on the state of competition in the energy
markets was undertaken. A list of questions can be found in Appendix D.

We are grateful to the market participants that took part in structured interviews. A list of the questions
and participants are at Appendix E and F respectively. The wide range of views from entities in Republic of
Ireland (Rol), Great Britain (GB), as well as NI, and across the market spectrum, including consumers (and
their representatives), suppliers and trade associations, gave invaluable insight to contextualise the
quantitative trends.

9 http://www.uregni.gov.uk/uploads/publications/FWP_201415_final.pdf
10 Review of the Effectiveness of Competition in the Northern Ireland Retail Market—An Information Paper, July 2014
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The evidence gathered has been used to assess the effectiveness of competition across five key market
characteristics that are commonly regarded as accepted and understood indicators of features of imperfect
markets.

This review did not assess the Ten Towns gas market area as the market will not open to retail
competition for household and smaller I&C customers until April 2015.

2.3 GB parallels

The commencement of this review coincided with the beginning of the Competition and Markets Authority
(CMA) review of GB energy markets!!. That review stemmed from a recommendation by the GB energy
regulator Ofgem'2, following its State of the Market Assessment, which was commissioned in response to
growing stakeholder concerns that wholesale and retail markets may not be working in the best interests
of customers in the areas of its jurisdiction.

For the avoidance