The energy to lead

CMA ENERGY MARKET INVESTIGATION
PROVISIONAL FINDINGS
RWE RESPONSE
A. INTRODUCTION AND STRUCTURE OF THIS RESPONSE

1. RWE notes the publication by the CMA on 10 July 2015 of its Provisional Findings Report
(“"PFs”) in the Energy Market Investigation (the “Investigation”). This document provides
RWE’s formal response to the CMA’s PFs. It should be read in conjunction with RWE’s
responses to certain Appendices to the PFs and to the CMA'’s Notice of Possible Remedies
published on 7 July 2015 (the “"Remedies Notice” or "RN”) and RWE’s Authorised Advisers’
Confidential Submissions made in respect of the Disclosed Material (together “RWE’s

Response”).
2. This document is structured as follows:
2.1 Executive summary (Section B);
2.2 Introductory remarks on the proper basis for the CMA’s findings and certain key concerns

on the CMA'’s overall approach (Section C);

2.3 Response to the CMA’s provisional findings relating to the wholesale energy markets and
vertical integration (Section D);

2.4 Response to the CMA’s provisional finding of AECs relating to wholesale market rules
(locational pricing and allocation of CfDs) (Section E and Schedule 1);

2.5 Key aspects of the GB retail energy supply markets that the CMA appears to have
misunderstood and which have an important impact on the CMA’s provisional findings
(Section F);

2.6 Response to the CMA'’s provisional finding of an overarching feature of weak customer
response and unilateral market power of suppliers in the domestic segment (Section G);

2.7 Response to the CMA's provisional finding of an overarching feature of weak customer
response and unilateral market power of suppliers in the microbusiness segment (Section
H);

2.8 Response to CMA'’s provisional finding of AECs relating to governance of the regulatory

framework (Section I).

2.9 Response to the CMA’s profitability analysis and competitive price benchmarking in
Appendices 10.3, 10.5 and 10.6 (the “Profitability Response”) (Schedule 2).

B. EXECUTIVE SUMMARY
a. Introduction

3. RWE welcomes the CMA’s provisional findings in relation to the operation of the wholesale
energy markets and the impact of vertical integration, and acknowledges the thoroughness
of the CMA’s analysis in these areas.

4. RWE also agrees with certain significant aspects of the CMA’s analysis in provisional findings
across the wholesale and retail markets:

4.1 In particular, RWE fully supports the CMA'’s provisional finding that the current system of
uniform pricing for transmission losses creates a system of cross-subsidisation that distorts
competition between generators and is likely to have both short- and long-run effects on
generation and demand. We believe that the CMA should implement its proposed remedy
as soon as is practicable. The CMA can feel confident as to the effectiveness and
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proportionality of the proposed remedy given the extensive amount of work already
available on this topic.

RWE agrees that one aspect of the energy markets that has not worked well is regulation,
and that the lack of joined up policy making and regulation has harmed competition.

4.2.1 RWE supports the need for greater regulatory robustness and transparency and
calls on the CMA to support the concept RWE has put forward for an Office for
Energy.

4.2.2 RWE supports the need for regulation of the third party intermediaries that play

such an important role in the domestic and SME segments. RWE calls on the
CMA to require increased oversight of SME/microbusiness TPIs and domestic
PCWs; in fact RWE believes that the CMA should go further and adopt formal
regulation of both.

4.2.3 RWE welcomes the CMA’s provisional findings that SLC 25A and RMR simpler
choices have distorted competition in the domestic segment.

There are however some provisional findings that RWE does not support. There are areas
where RWE considers that the CMA'’s provisional findings are not properly grounded in the
evidence, and further work is needed between now and the CMA’s final report:

The CMA’s finding of weak customer response giving rise to supplier unilateral market power
is not made out in respect of either the domestic or SME segments. In particular, the CMA
has not properly established the extent of any disengagement and has assumed that all
domestic SVT customers, and microbusinesses on widely defined ‘default’ products, are
disengaged, which when assessed against the evidence is plainly not the case. RWE has
serious concerns about the CMA'’s profitability and price benchmarking analysis, notably
with regard to the calculation of ROCE, the inappropriate profit margin benchmarks used
by the CMA, the analysis of efficiency and its impact on the price benchmarks established
by the CMA, and the CMA’s treatment of Centrica. As a result, many of the remedies under
consideration by the CMA are entirely disproportionate to the extent of any AEC.

There have been a number of developments in the retail markets over the period under
review by the CMA, including some important changes that have taken place since the start
of the Investigation, as well as others that are yet to take effect. These will not yet be fully
reflected in the empirical evidence obtained by the CMA. The CMA seems to accept in places
that it is unable properly to assess the impact of the changes. Yet the CMA fails to reflect
this adequately in reaching its provisional findings. It will be very important that the CMA’s
remedies, in particular, take all these developments into account.

In the domestic segment, the CMA notes that the RMR simpler choices rules have restricted
competition and choice, and we agree with this. Despite RMR simpler choices, we have
seen the rapid growth of mid-tier and smaller suppliers and increased switching rates
between SVT and non-standard tariffs, with significant increases even since the start of the
Investigation which will not be reflected in the evidence obtained by the CMA. With the
removal of the RMR changes, we fully expect the market to become even more competitive.

Looking forward, there are a number of changes that will enhance competition. In the
domestic segment for example, these include, in particular, growth in smart products and
time of use tariffs.
We highlight some of our key submissions in the following sections.

b. Domestic retail energy supply

i. CMA'’s provisional finding of AECs

Homogeneity as a fundamental barrier to engagement: Key to the CMA'’s finding of “weak
customer response” and supplier UMP is the mischaracterisation of electricity and gas
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supply as “homogenous” goods and the CMA’s assumption therefore that customers only
care about price.

10. This is incorrect. There are a number of product features other than absolute price that
customers value, and suppliers compete to differentiate themselves and innovate in various
ways. The CMA’s survey clearly finds that in addition to price, many consumers value other
elements when choosing their supplier, such as customer service, simplicity of tariff
structures, tailored tariffs, supplier brand, the range of other services available such as
boiler maintenance and whether a supplier provides smart meters. It is far from clear why
the CMA argues that because price is important (though it is) other factors are not. The
CMA fails to take this evidence into account and instead concludes inappropriately that
suppliers offer a homogeneous product.

11. Evidence of customer engagement in practice: There is also ample evidence of customer
engagement in practice, from high levels of internal and external switching, to the
increasing use of online account management and measures taken by customers to manage
their energy usage. For reasons we do not understand, the CMA has so far largely
disregarded evidence it has seen of customer engagement in practice, including evidence
from its own customer survey. For example, while the CMA provisionally concludes that
“Customers have limited awareness of and interest in their ability to switch energy
supplier...” this conclusion is starkly contradicted by the CMA’s own survey which finds that
89% of consumers are aware it is possible to switch supplier.! The CMA's provisional finding
of weak customer response - that a “material proportion” of customers are “fundamentally
disengaged” - is not well founded and the actual barriers to engagement are very low.

12. It is certainly not appropriate therefore to regard all SVT customers (or all SVT customers
who pay by standard credit) as disengaged. The evidence from the CMA’s customer survey
cannot support a conclusion of disengagement on behalf of SVT customers as a whole and
updated statistics in relation to switching (as just one of the measures of engagement) will
show that they are, in the main, engaged. For those customers that RWE is unable to
engage for whatever reason, as in any competitive market would be the case, such
customers will in any event benefit from the competitive constraint on energy suppliers
which arises by the vast majority of customers who do engage in a meaningful way and are
fully aware that they can, should the need arise to switch supplier.

13. Price discrimination as evidence of supplier UMP: Unfortunately the CMA’s misconception of
retail energy supply as “homogenous” also leads the CMA to regard price variation as
evidence of supplier UMP. The discounts that exist are wholly consistent with the market
being competitive. The existence of price discrimination must not be presumed to be
evidence of UMP. In fact this kind of pricing is common to many competitive markets and
can deliver customer benefits.

14. Profitability and pricing as evidence of UMP: Nor can the CMA reliably use the analysis it
has undertaken with regard to profitability to support a conclusion of market power; a
proper profitability analysis would show that suppliers are making only modest margins.
The competitive benchmarks that the CMA adopts are unrealistic including the CMA’s
assertion that customers are overpaying for their energy by some £1.2 billion per year; if
suppliers’ revenues were £1.2 billion lower than they are, suppliers would be making losses
and the industry would be unsustainable.

15. Impact of regulation: We accept the CMA’s provisional findings in relation to the regulatory
framework having distorted competition through regulation that was focused too heavily on
consumer protection and not sufficiently on competition. However, as noted above, we
consider that the CMA currently understates the impact of the removal of those distortions
on competition. This is important when considering whether remedies beyond the removal
of the regulatory restrictions are required.

ii. CMA’'s remedies under consideration

Only 4% say incorrectly that they don't believe it is possible and 6% responded that they did not know. See page
39, Figure 35, ‘Energy Market Investigation: A Report for the Competition and Markets Authority by GfK NOP’ (the
“GfK Report”).
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We explain above that we think the CMA has significantly overstated the level of
disengagement in the domestic segment, and used flawed profitability analyses and price
benchmarking to calculate supplier profitability and the extent of any ‘overcharge’. As a
result, we consider that certain of the remedies under consideration by the CMA are
unnecessary and would be entirely disproportionate. However, as also noted above, we
acknowledge that regulation has distorted competition, and as such we support remedies
to end the distortion. We are also broadly supportive of a number of the remedies under
consideration by the CMA aimed at improving customer engagement.

In particular, RWE has serious concerns about the possible implementation of a transitional
safeguarding tariff and believes this to be unworkable. More importantly it would have
serious adverse effects on competition, and is entirely disproportionate to the extent of the
AEC that might exist. In this respect we agree with Prof. Littlechild and other former
regulators, as well as Prof. Dieter Helm, all of whom have firmly rejected this.

A safeguarding tariff would not be effective in achieving the CMA’s aims because it does not
address the cause of any AEC from weak customer engagement. On the contrary, a
safeguarding tariff would lead to reduced, not increased, consumer engagement as
customers would perceive that they were being protected and be disincentivised from
switching. Such an outcome would therefore be expected to reduce competitive pressure
on suppliers.

Moreover, a safeguarding tariff will be difficult to set correctly. If it is set too high it will
allow the market to over earn and will not serve its purpose; and if set too low it will force
suppliers to increase non-regulated prices and/or trigger a strategic review.

In terms of the CMA’s possible proposal for prioritising smart meters for prepayment
customers, RWE believes this would not be practicable for us and more generally across
the industry. Prioritising and successfully rolling out smart meters to domestic customers
who currently have a prepayment meter will be challenging. This is due to the technical
limitations in the communications infrastructure that have an impact on the functionality of
the smart meter technology. For instance Home Area Network (HAN) solution will only
work in 70% of properties until 2017 and HAN for flats is not expected until 2017. In
addition the DCC will not have the full communications coverage at the start of the mass
roll out and so will need to fit a traditional meter to keep customers on supply. Where
these limitations affect prepayment customers, those customers would face practical
barriers to accessing the benefits of smart meter technology. As a result a prepayment
customer would have a poor customer experience and rather than facilitating engagement,
prioritising roll out to prepayment customers before the technical issues are overcome could
create barriers to engagement for them. An accelerated roll out to domestic customers
having a prepayment meter will not therefore be an effective and comprehensive means of
facilitating engagement amongst this group.

Instead of the above proposals, RWE believes that there are other measures that could be
taken to improve engagement further, which are also under consideration by the CMA,
including measures to unwind the regulatory distortions and more proactive (whilst
proportionate) measures to engender greater confidence amongst consumers.

RWE considers that a package of remedies that includes the removal of the RMR simpler
choices rules, the introduction of an independent PCW, Ofgem regulation of PCWs, together
with suitable information remedies, perhaps in combination with other changes in the
regulatory landscape (such as the planned changes to faster switching and a review of
Ofgem’s role) will be effective in achieving the CMA’s aims and addressing the underlying
causes of the AEC the CMA has identified.

As a result, including a safeguarding tariff or prioritisation of smart meters for prepayment
customers in the CMA’s package of remedies would make it more onerous than required
and so would not be proportionate or, we believe, ultimately in the interests of energy
consumers.

RWE wishes to emphasise that the introduction of a transitional safeguarding tariff would
put the Government or regulator firmly in the role of setting prices for a large part of the
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market and so would fundamentally undermine the longstanding approach in GB of aiming
to have one of the most liberalised markets in the world.

Finally, although RWE does not consider further remedies are required, to the extent that
the CMA is concerned about particular groups of consumers such as vulnerable customers,
pending the rollout of smart meters there may be other transitional ways to protect such
customers without jeopardising the competitiveness of the market, such as extending the
Warm Homes Discount.

c. Microbusiness retail energy supply
i. CMA'’s provisional finding of AECs

RWE has observed in its review of the CMA’s Provisional Findings that the CMA'’s analysis
of the SME/microbusiness segment appears to lag behind the rest of its analysis, perhaps
because the CMA has not yet appreciated that there are fundamental differences between
the two segments and has assumed that it can simply read across many of its provisional
findings from the domestic segment to the SME segment. In fact, whilst there are of course
some commonalities, these segments are fundamentally different in many key respects.
The read across by the CMA means the CMA overlooks important evidence of the
competitiveness of the SME/microbusiness segment.

The CMA provisionally finds that SME customers face actual and perceived barriers to
accessing and assessing information, arising from a lack of transparency and the role of
TPIs.

In our view, negotiated prices are an important aspect of the SME market. The CMA
recognises that there are some advantages, in terms of allowing a supplier to factor in
credit risk and therefore avoid adverse selection issues, from a negotiated pricing model.
Nonetheless the CMA believes that there is a lack of transparency as a result of the
negotiated pricing model. We believe the CMA has underestimated the advantages of
negotiated pricing. Which product is right for a customer, and what terms are offered to
them, will depend on factors including business customer firmographic (e.g. business type,
consumption, number of sites), customer need and preference with respect to channel,
product features and benefits sought (e.g. fixed price, variable price, tracker product, level
of standing charge, additional services sought e.g. bill frequency, energy management
advice), complexity of metering arrangements currently used by the customer or sought
by them, and the customer’s credit rating. In light of this range of factors, negotiation
allows the customer to choose the tailored product that is right for them and to obtain the
best price and terms.

We agree that access to information is important, and customers can and do easily access
the information they need to engage in the market. There are very high levels of awareness
of contract end dates/when customers can negotiate or shop around. In the case of RWE's
customers, those who are not on the cheapest product available to them are also told this.
The evidence also shows that customers do shop around, both for themselves and through
TPIs, and there are high rates of switching. RWE recognises that the effectiveness of the
TPI market may be impacted by the minority of TPIs that have bad practices, and that this
may affect levels of engagement, and considers therefore that proper regulation of the TPI
market is an urgent priority.

RWE wishes to highlight that many of those SME/microbusiness customers that the CMA
regards as disengaged by virtue of being on so-called ‘default’ tariffs have in fact engaged
in the recent past, so it would be wrong automatically to regard them as disengaged. The
CMA must also take account of the fact that their past engagement indicates that they could
reengage at any time and this of itself acts as a competitive constraint.

Additionally, it is very important that the CMA takes proper account of the recent voluntary
ending of auto-rollover by the largest SME/microbusiness retail energy suppliers, which we
would expect to increase engagement. That said, we agree with the CMA that ending auto-
rollover by only some suppliers purely on a voluntary basis would distort competition, and
we would be supportive of a formal end to auto-rollover.
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We do not consider that suppliers have UMP over their inactive customers. In the
SME/microbusiness segment, as in the domestic segment, there is a see-saw pricing model,
and as explained above in the section on domestic supply, the CMA would be misguided to
assume that price discrimination is indicative of supplier UMP. The differences in prices
between different product types observed by the CMA are again in part a reflection of the
see-saw pricing model we describe above, and in part a reflection of the wholly different
risks suppliers face, associated with different products offered by SME businesses.

The CMA comments on the significantly higher average profit margins in the SME segment
than in the domestic or I&C segments. However, the CMA arbitrarily dismisses evidence in
terms of the greater risks associated with supplying energy to SME/microbusiness
customers. The CMA also fails to take account that margins have declined over the period
reviewed. We have explained why we would not expect to see a return to the
[CONFIDENTIAL] margins achieved in [CONFIDENTIAL] and [CONFIDENTIAL], and
therefore looking at average margins across the period 2009 to 2013 will not give the CMA
a realistic indication of the current state of competition in the SME energy market. As in
the domestic segment, the competitive benchmarks that the CMA adopts are unrealistic
and this can be illustrated most simply by the CMA’s assertion that customers are
overpaying for their energy by some £0.5 billion per year; RWE wishes to emphasise that
if suppliers’ revenues were £0.5 billion lower than they are, suppliers would be making
losses and the industry would be unsustainable.

i. CMA’s remedies under consideration

It is clearly evident that the CMA has failed to appreciate the differences between the
domestic and SME segments when reviewing the remedies under consideration. The CMA
will note from our comments above and our response to the RN that, in respect of the
domestic segment, RWE is broadly supportive of many of the more sensible and measured
remedies under consideration that are properly targeted at the underlying causes of an
AEC. By contrast, some of these, and others that are seemingly aimed at making the SME
segment more like the domestic segment, are wholly inappropriate for the SME segment.
We explain above why negotiation can be very beneficial for business customers, allowing
them to choose the tailored product that is right for them and to obtain the best price and
terms. Some of the proposed remedies, such as those relating to price lists and PCWs, are
not consistent with this feature of individual negotiation, and by discouraging or preventing
negotiation, this will reduce rather than increase customer engagement. They could
therefore have only limited use within the microbusiness segment for a subset of customers
with very straightforward requirements.

RWE does consider that a package of remedies that includes a formal prohibition on auto-
rollover, direct regulation of TPIs, and the provision by suppliers of clear product
descriptions of all available products and information on how to obtain a tailored quote, will
be effective in achieving the CMA’s aims and addressing the underlying causes of the AEC
the CMA has identified. However, as in the domestic segment and for all the reasons we
set out in that section (which we do not repeat here), we consider that adding a
safeguarding tariff to that package of remedies is unworkable, would have serious adverse
effects on competition, is entirely disproportionate and not in the interests of consumers.

d. Gas and electricity metering and settlement

Gas: RWE accepts that the gas settlement system may not be optimal, but we consider that
the concerns identified by the CMA will be largely addressed by implementation of Project
Nexus. Implementation of Project Nexus should take place over an agreed timescale to go
live on 1 October 2016.

As regards the CMA’s concerns about incentives on shippers to place a higher priority on
adjusting annual quantities ("AQ"”s) down and delaying adjusting AQs up, we consider that
this is a second order issue. Therefore, whilst we would support the introduction of
mandatory monthly updates, we consider that it would make more sense that this should
follow full implementation of Project Nexus and the smart meter roll out.

RWE considers that the gas meter inspection rules should be relaxed for all suppliers, and
not only for Centrica, so that all suppliers are required to inspect gas meters every 5 years.
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We consider that this would be the most effective and proportionate way of addressing the
competitive advantage currently conferred on Centrica. In the longer term, we consider a
risk-based approach should be developed.

Electricity: RWE accepts that the use of half-hourly consumption data to settle electricity
will be a prerequisite for the widespread introduction of time of use tariffs, and that
suppliers may not be able to encourage customers to change their consumption profile
without the use of such data. However, the widespread introduction of time of use tariffs
will only be feasible with the introduction of smart meters, and so it does not make sense
to mandate the use of half-hourly consumption data before it is able to be used effectively.

e. Wholesale electricity market rules

RWE generally supports the CMA’s provisional findings in respect of the wholesale electricity
market rules and regulations.

RWE fully supports the provisional finding that the current system of uniform pricing for
transmission losses is likely to result in significantly increased costs. Repeated cost benefit
analyses of a locational losses scheme show an enhancement in customer welfare. Whilst
the scale of benefits are uncertain, there is little doubt that Ofgem’s conclusions in relation
to the P229 (Proposed) remain valid under all reasonable analysis:

It increases cost reflectivity;

There would be a decrease in losses and emissions;

It more accurately reflects the impact of individual parties on transmission losses;
It will improve the siting of generation and demand; and

It addresses the cross subsidy in the current arrangements.

Given that the costs of implementing zonal losses are negligible, RWE considers that the
CMA should implement its proposed remedy as soon as practicable.

As regards Contracts for Difference (*CfDs”), RWE agree with the CMA that the move from
the Renewables Obligation to a more competitive allocation process is a positive step
towards ensuring an efficient allocation of support. RWE also supports the CMA’s provisional
finding that the mechanism for allocating CfDs, whereby DECC may award CfDs directly to
parties outside of a competitive process, may give rise to an AEC. In RWE's view, a
competitive auction for CfDs is essential for any future allocation of low carbon contracts.
RWE agrees also that DECC should undertake and consult (periodically) on a clear and
thorough assessment before allocating technologies between pots and the CfD budget to
the different pots. Additionally, to support effective competition in the short and long term,
by protecting and preserving investor confidence, the overarching allocation framework
should adopt a mechanistic approach, ensure major policy adjustments are absorbed with
adequate lead times, and implement appropriate financial securities/Bid Bonds to ensure
non-delivery and price volatility is minimised.

f. Governance of the regulatory framework and CMA’s proposed remedies

RWE supports the CMA’s provisional finding that there is a lack of robustness and
transparency in regulatory decision-making, which increases the risk of policy decisions
which are detrimental and have an adverse effect on competition, and that this constitutes
an overarching feature giving rise to an AEC.

In this regard, we support the remedies under consideration by the CMA to promote robust
and transparent decision making (more effective assessment of trade-offs between policy
objectives and communication of impact of policies on prices and bills).

In particular it is essential for the CMA to consider the revision of Ofgem’s statutory
objectives and duties in order to ensure Ofgem promotes effective competition given the
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detrimental impact Ofgem’s measures have already had on competition over the relevant
period.

RWE agrees with the CMA that financial reporting within the industry should be transparent,
robust and should aim to build rather than detract from consumer confidence. This is an
area where RWE will support and assist with the discussions in enhancing the information
currently available. However, given the CMA'’s provisional finding that there are no
fundamental issues with the operation and presence of vertical integration across value
chains in the industry (which we support), there is no compelling need for significant
changes to the current reporting framework and careful thought will be required in relation
to the presentation of financial information on a segmental basis that is deeper than
currently necessary under the CSS.

RWE believes that current reporting in the CSS provides considerable transparency in
relation to the generation business, and highlights the main drivers of the supply business.
The CSS is audited and prepared on the arm’s length basis.

As regards codes, RWE considers that there is room for improvement of codes governance.
RWE does not agree with the CMA’s provisional finding however that the Six Large Energy
Firms have limited incentives to promote and deliver policy changes. Nonetheless, RWE
would be supportive of an independent codes adjudicator to decide on changes to codes.
We would not support a remedy to grant Ofgem greater responsibility over developing
and/or implementing code changes. Code changes should be managed by a single
independent administrator, with uniform processes including a fixed maximum timetable
for processing modification proposals, where the independent code adjudicator should take
on the role currently carried out by Ofgem in relation to industry code modifications.

g. Conclusion

RWE supports the CMA'’s provisional findings in a number of areas. In particular, RWE is
broadly supportive of the CMA’s findings in relation to the operation of the wholesale
markets, the impact of vertical integration, wholesale market rules and governance of the
regulatory framework. On these issues, RWE commends the way in which the CMA has
conducted its Investigation thus far and the thoroughness of the CMA’s analysis and
provisional findings on these issues.

In consequence, RWE is generally supportive of the remedies under consideration in these
areas. In particular, RWE strongly advocates the need for a move to locational pricing of
losses as soon as is practicable.

RWE considers that the CMA’s analysis of the retail markets is less developed and that
further work is needed between now and the CMA’s final report. The CMA’s provisional
findings of weak customer response and supplier UMP in both the domestic and
microbusiness segments are not supported by the evidence. The findings are based on
certain key misconceptions and on a selective and sometimes inconsistent interpretation of
the evidence.

The retail provisional findings are also based on evidence that is already out of date: the
markets today are different to the markets even a year ago, and there is further positive
change to come. So far, the CMA has not properly taken this into account and we hope
that the CMA will take this opportunity properly to reflect on the developments.

Despite this, there are a number of domestic and microbusiness remedies under
consideration that we support. We fully support regulatory changes including an end to
RMR simpler choice and better regulation of domestic PCWs and microbusiness TPIs. We
are not alone in calling for an end to RMR simpler choices, for which we note there is strong
former regulator/academic support. We also support a humber of the proposed remedies
aimed at increasing customer engagement. We actively want to engage with our
customers.

However, given that we do not think the CMA has properly demonstrated AECs of domestic
or SME weak customer response/supplier UMP; given also that the CMA’s provisional
findings do not reflect current market conditions; and looking forward to the important
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forthcoming developments, RWE considers that the introduction of a transitional
safeguarding tariff would be entirely disproportionate and would seriously harm
competition.

There will be much at stake for the GB energy markets and customers following the outcome
of the CMA'’s Investigation. Therefore we would urge the CMA to reflect carefully on the
valid concerns raised by RWE in relation to the CMA’s provisional findings of weak customer
response/supplier UMP in both the domestic and SME segments, and to address these in
order that it can arrive at a final decision that is robust and supported by the evidence.

INTRODUCTORY REMARKS ON THE PROPER BASIS FOR THE CMA’S FINDINGS

There is much to commend about the way in which the CMA has conducted its Investigation
thus far and about the thoroughness of the CMA’s analysis and provisional findings on a
number of issues (see in particular our comments in Section D and Sections E and I). There
are other areas of the Investigation where we consider there is still considerable work to
be done in order for the CMA to arrive at findings that are founded properly in the evidence
and therefore robust and reliable; notably certain key areas of the CMA’s analysis of the
retail energy supply markets (see further our comments in Sections F, G and H).

The CMA is required to decide “whether any feature, or combination of features, of each
relevant market prevents, restricts or distorts competition in connection with the supply or
acquisition of goods or services in the United Kingdom or a part of the United Kingdom" .2
In doing so, the CMA’s benchmark is that of a “well-functioning market” and not an
“idealized, perfectly competitive market”.3

There are a number of respects in which the CMA appears to assess the GB energy supply
markets not against the benchmark of a well-functioning market but against a perfectly
competitive market. For example:

The CMA’s gains from switching analysis, on which the CMA places great weight (to identify
lack of customer engagement and supplier unilateral market power), seeks to identify the
potential gains from switching to the cheapest tariff in the market (within a set of
parameters). It treats any unexploited gains as evidence of weak customer response. This
assumes that every customer has access to perfect information, cares only about price, and
chooses to switch to the cheapest available tariff, irrespective of the non-price attributes of
the tariff the customer has chosen.

The CMA’s price benchmarking makes adjustments to both wholesale costs and indirect
costs that assume a supplier could achieve significantly below industry average costs across
its business. This is unrealistic. Firms face a number of real options to invest in different
cost reduction projects and cannot simultaneously undertake all possible options to reduce
costs. Without taking such differences into consideration, it is not appropriate to establish
a ‘competitive benchmark’ based on better-than-average performance in all categories. In
this regard, the CMA appears to adopt an unrealistic assumptions as to how a business
would operate. Additionally, the CMA is particularly selective in its application of efficiency
adjustments.

The CMA’s analysis is influenced by its own preconceptions as to how the markets operate,
and at times the CMA exhibits confirmation bias, i.e. the CMA interprets the evidence/its
analysis in a way that confirms its own hypotheses. For example:

The CMA identifies material potential gains from switching, and attaches particular
significance to the level of the gains available for what the CMA regards as homogeneous
products.# However, as we explain further below, the level of the gains is significantly
overstated precisely because the CMA has treated electricity and gas supply as

Section 134(2) of the Enterprise Act 2002.

CC3 (Revised), Guidelines for market investigations: Their role, procedures, assessment and remedies, page 11
paragraph 30.

PFs, Summary, page 6, paragraph 22; Summary, pages 25-27, paragraphs 112-117; Chapter 2, page 91, paragraph
2.254; Chapter 7, page 282, paragraph 7.184; Chapter 7, page 284, 7.188; Chapter 8, page 310, paragraph 8.74.
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homogeneous products and has disregarded a number of important product characteristics
and customer preferences. The CMA assumes that customers only value price, yet seems
to accept elsewhere in its PFs, for example, when considering the impact of RMR, that
product offerings from energy suppliers are not in fact homogenous.

In particular, the CMA’s stance that products are homogenous® sits uncomfortably with the
evidence available to it on the impact of RMR which the CMA considers to have limited
innovation.® It is not clear how the CMA reconciles its view that innovation is important
with its view that suppliers’ products are homogenous and therefore prices should not vary
as a result of either non-price attributes or tariff innovation. There simply cannot be product
innovation in homogenous product industries.

On a related point, the CMA also assumes that there are no features of standard variable
tariffs ("SVTs") that are likely to be attractive to customers or, for example, that paying by
direct debit is necessarily more convenient than paying by standard credit and therefore
preferable to all consumers, and these assumptions drive its provisional findings around
customer disengagement.?

The CMA provisionally finds that suppliers are price discriminating as between SVT and non-
standard customers, which the CMA considers is suggestive that they hold a position of
unilateral market power over certain customer segments.® At the same time the CMA
provisionally finds that suppliers are able to exploit a position of unilateral market power,
for example through price discrimination. RWE submits that the CMA’s conclusion that price
discrimination is evidence of unilateral market power sits uncomfortably with the CMA’s
conclusion that Ofgem’s decision to ban price discrimination between regions (SLC 25A)
contributed to a softening of competition on the SVT? and is not fully appreciative of the
‘see-saw’ competitive dynamic. On the other hand, such a conclusion sits much more
comfortably with modern mainstream economists’ view of price discrimination - that prices
are often not purely cost reflective even in highly competitive industries.

We would emphasise that it is important that the CMA reaches its conclusions based on a
preponderance of the evidence. Whilst naturally, the CMA may conclude it is appropriate
to attach more weight to some analyses/evidence than others, it ought to be possible to do
so without being unduly selective in the evidence on which the CMA relies. The evidence
should also be interpreted in a way that is consistent. For example:

We continue to have serious concerns about the weight the CMA places on its analysis of
the return on capital employed ("ROCE") of the Six Large Energy Firms. The CMA notes
that ROCE is the “standard approach” to measuring out-turn profitability,1® as it takes
account of the capital required to operate the business, and the CMA uses ROCE as its
preferred measure of profitability. As we have submitted on several occasions to the CMA,
whilst it may be the CMA’s standard approach, we do not believe that it is fit for purpose in
this instance. RWE continues to have very serious concerns about the appropriateness of
a ROCE analysis for an asset-light retail energy supply business, given the real difficulty in
properly reflecting the value of all economic capital employed, which is needed in order to
obtain a robust and reliable estimate of ROCE. The weakness in the ROCE analysis is
demonstrated by the fact that an EBIT margin of only 3% (within the CMA’s benchmark of
1-3%) would result in a ROCE of 23%, which is significantly above what the CMA calculates
as the cost of capital; if nothing else, this inconsistency should cause the CMA to question
its ROCE analysis.

10

PFs, Summary, page 6, paragraph 22; Summary, page 18, paragraph 82; Summary, page 27, paragraph 117; Chapter
4, page 111, paragraph 4.6; Chapter 4, page 136 paragraph 4.79; Chapter 7, page 236, paragraph 7.10.

PFs, Summary, page 31, paragraph 141; Summary, page 32, paragraph 143; Chapter 8, paragraph 8.245, page 354.

PFs, Summary, page 20, paragraph 90; Chapter 7, page 249, paragraph 7.66; Chapter 7, page 266, paragraph 7.122;
Chapter 8, page 305, paragraph 8.48.

PFs, Summary, page 30, paragraph 135.
PFs, Summary, page 31, paragraph 141; Summary, page 32, paragraph 143; Chapter 8, page 354, paragraph 8.245.
PFs, Chapter 10, page 407, paragraph 10.9.
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Further in relation to the CMA’s profitability analysis, we have concerns that the CMA places
weight on certain profit margin comparators whilst disregarding others, and has not
explained the basis on which it accepts the views of certain third parties over those of the
Six Large Energy Firms.

In the gains from switching analysis, the CMA uses the potential gains available to SVT
customers as evidence that these customers are disengaged! and that suppliers have
unilateral market power over them, whilst implicitly assuming that the potential gains from
switching available to non-standard customers are consistent with a competitive market in
which customers are engaged. This is inconsistent when the gains for SVT customers and
non-standard customers differ by as little as £33. Moreover, RWE understands that the
gist of the Confidential Submission made by its Authorised Advisers on the CMA’s gains
from switching analysis - following the Disclosure Room - is that the CMA’s measured
potential gains from switching do not differ very much between those who have, and those
who have not, switched recently. Such a finding is consistent with RWE’s submission that
price differences (and so the CMA’s measured potential gains from switching) arise in part
because consumers value non-price attributes. However, such a finding appears wholly
inconsistent with the CMA'’s primary thesis that engaged customers are price sensitive and
so benefit from low prices while disengaged customers pay high prices and so would gain
enormously from switching tariff.

There are also a humber of instances on which the CMA relies on certain results from the
GfK customer survey but fails to present (or otherwise fails to take into account) other
results that present a conflicting view. There are also instances where the way in which
the CMA presents the GfK results is liable to mislead. Furthermore, the relative weight the
CMA places on its five measures of customer engagement is in places inconsistent for
reasons that are not provided.

It is important that the CMA not only identifies any important limitations to the reliability
or relevance of the evidence/analyses, but also that the CMA properly takes these
limitations into account in reaching its conclusions and, where appropriate, explains how it
will reconcile any data limitations. There are instances where the CMA’s provisional findings
are neither caveated by reference to data limitations nor explain what further steps the
CMA will take. For example:

In its competitive price benchmarking, the CMA acknowledges in principle that suppliers
may legitimately operate different business models, which may influence costs, and the
CMA appears to acknowledge that by equating lower quartile costs with efficient costs
without controlling for differences in the customer base, the CMA may over- or understate
the potential for cost savings. Yet this acknowledgement is not taken into account in the
CMA’s provisional conclusions. Despite this major limitation, the results of the CMA’s
competitive price benchmarking are key to the CMA’s provisional finding that suppliers have
unilateral market power and are able to charge some customers prices that are not justified
by costs. In its provisional conclusions, the CMA does not properly acknowledge that this
finding is highly sensitive to the adjustments made in its competitive price benchmarking.
We consider it important that the CMA revisit these adjustments.

There are a number of other instances where the CMA duly acknowledges concerns raised
by the parties but does not properly take these into account when deciding how much
reliance to place on the evidence/analysis in question (or does not propose any follow up
work to resolve the limitations). In particular, when there is significant weight of argument
and consensus amongst the parties, we query the reasons why the CMA would disregard
them. As a result there is a significant risk that the CMA will reach conclusions that are not
properly supported by the evidence.

It is not obvious to RWE that the outcomes measured by the CMA, and on which it relies
for its findings for an AEC, flow from the causes of apparent disengagement that the CMA
has identified.

11

PFs, Chapter 8, page 310, paragraph 8.74.
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D. WHOLESALE ENERGY MARKETS AND VERTICAL INTEGRATION
a. Wholesale market competition

63. RWE welcomes the CMA’s provisional finding that there are no features of the wholesale
gas markets that lead to an AEC.12

64. RWE also welcomes the CMA’s provisional finding that electricity generators do not have
unilateral market power.13

65. RWE agrees with the CMA'’s provisional finding that no single generator had the incentive
to increase the wholesale price by a significant amount in a significant number of half-hour
periods.14 RWE would add that it also does not have the ability to withdraw capacity in
generation through the exercise of unilateral market power.

66. RWE agrees with the CMA'’s provisional finding that there is no evidence that the Six Large
Energy Firms earned excessive profits from their generation businesses over the period
2009 to 2013 or that wholesale market prices were above competitive levels.'5 The CMA
provisionally finds that, between 2009 and 2013, returns were generally in line with or
below the cost of capital.1® RWE agrees with this and would add that [CONFIDENTIAL]

b. Wholesale electricity market rules and regulations

67. RWE generally supports the CMA’s provisional findings in respect of the wholesale electricity
market rules and regulations.?

68. RWE supports the CMA’s provisional finding that there would be no benefits to competition
from a move from the current self-dispatch system to a more centralised system of
dispatch.'® RWE considers that the current self-dispatch BETTA arrangements deliver
significantly more efficiency and transparency in the determination of market prices than
centralised dispatch and additionally that they deliver significantly greater efficiency
compared with a model based on day ahead mandatory scheduling.

69. RWE supports the CMA’s provisional finding that the current system of uniform charging for
transmission losses distorts competition between generators and may lead to an AEC.19
RWE agrees with the CMA that the current system is likely to result in significantly increased
costs, since the cross-subsidy inherent in the current system leads to plants generating
when it might be more efficient for other plants to do so. RWE agrees also that the current
system may lead to the inefficient location of plants. Consumers have incurred significant
excess costs over the last 25 years and the proposed remedy should be implemented as
soon as is practicable. See further Section E below.

70. RWE supports the CMA’s provisional decision not to investigate further whether the absence
of locational pricing for transmission constraints is a feature of the market that constitutes
an AEC. As set out in RWE's response to the CMA’s locational pricing working paper, RWE
considers that proposals to manage constraints through market splitting or nodal pricing
raise a number of complex economic interactions and potential unintended consequences

12 PFs, Summary, page 8, paragraph 32; Chapter 4, page 120, paragraph 4.40; Chapter 4, page 143, paragraph 4.105.

13 PFs, Summary, page 9, paragraph 38.

14 PFs, Summary, page 9, paragraph 37; Chapter 4, page 139, paragraph 4.87.

15 PFs, Summary, page 9, paragraph 38.

16 PFs, Summary, page 9, paragraph 38; Chapter 4, page 139, paragraph 4.88; Chapter 11, page 440, paragraph 11.21.

17 PFs, Summary, pages 9-10, paragraphs 39-40; Chapter 5, pages 202-205, paragraphs 5.250-5.261.

18 PFs, Summary, page 10, paragraph 42; Chapter 5, page 149, paragraph 5.24; Chapter 5, page 150, paragraph 5.29;
Chapter 5, page 151, paragraph 5.30.

19

PFs, Summary, page 11, paragraph 44; Summary, page 11, paragraph 45; Chapter 5, page 158, paragraph 5.58;
Chapter 5, page 163, paragraph 5.77; Chapter 5, page 203, paragraph 5.252; Chapter 12, page 473, paragraph 12.2.
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and RWE supports the CMA's decision not to investigate further locational pricing of
transmission constraints.

RWE supports the CMA'’s provisional finding that the move to a single imbalance price will
be positive for competition.2® The CMA provisionally finds that, whilst it has not seen strong
evidence in favour of a move to reserve scarcity pricing ("RSP”), there are insufficient
grounds to consider that it is likely to lead to an AEC.2! RWE agrees with this. RWE believes
that the introduction of reserve scarcity pricing is complementary to the capacity market
and will lead to more efficient short-term price signals.

RWE supports the CMA'’s provisional finding that there are cogent arguments for introducing
a capacity mechanism.?2 Whilst RWE would be supportive of changes to rules that allow all
providers of firm capacity to compete in the capacity market on equal terms, RWE does not
disagree with the CMA’s provisional finding that the design of the capacity market appears
“broadly competitive”.23

As regards Contracts for Difference (“"CfDs"”), RWE agrees with the CMA that the move from
the Renewables Obligation to a more competitive allocation process is a positive step
towards ensuring an efficient allocation of support.2* RWE also supports the CMA's
provisional finding that the mechanism for allocating CfDs, whereby DECC may award CfDs
directly to parties outside of a competitive process, may give rise to an AEC.25 In RWE's
view, a competitive auction for CfDs is essential for any future allocation of low carbon
contracts; RWE agrees also that DECC should undertake and consult on a clear and
thorough assessment before allocating technologies between pots and the CfD budget to
the different pots. See further Section E below.

c. Vertical integration

RWE agrees with the CMA that there are some efficiencies resulting from VI which may be
passed through to consumers and therefore supports the CMA’s provisional finding that
firms’ VI structures do not give rise to an AEC.26

See Section I below for our comments on the CMA's provisional finding that a lack of
regulatory requirement for clear and relevant financial reporting concerning generation and
retail profitability gives rise to an AEC.27

E. WHOLESALE MARKET RULES PROVISIONAL FINDING OF AECs

a. Locational pricing

RWE fully supports the CMA’s provisional finding that the current system of uniform pricing
for transmission losses creates a system of cross-subsidisation that distorts competition
between generators and is likely to have both short- and long-run effects on generation
and demand.

We explain in this section why the CMA should implement its proposed remedy as soon as
practicable and can be confident as to the effectiveness and proportionality of the proposed
remedy given the extensive amount of work already available on this topic. This work in
our view strongly supports the provisional findings and the proposed remedy.

20
21
22
23
24
25
26

27

PFs, Chapter 5, page 169, paragraph 5.100.

PFs, Chapter 5, page 169, paragraph 5.100.

PFs, Summary, page 13, paragraph 55; Chapter 5, page 204, paragraph 5.257.
PFs, Chapter 5 page 283, paragraph 5.166; Chapter 5, page 204, paragraph 5.257.
PFs, Summary, page 14, paragraph 62; Chapter 5, page 188, paragraph 5.186.
PFs, Summary, page 16, paragraph 68; Chapter 5, page 204, paragraph 5.260.
PFs, Summary, pages 16-18, paragraphs 69-75; Summary, page 18, paragraph 79.

PFs, Summary, page 44, paragraph 205; Chapter 11, page 455, paragraph 11.86; Chapter 12, page 478, paragraph
12.10.
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The proposed remedy will be effective

Repeated cost benefit analyses of a locational losses scheme show that it results in
enhanced customer welfare (see also Annex 1).28 Whilst the scale of the benefits is
uncertain, there is also little doubt that Ofgem’s conclusions?? in relation to the P229
(Proposed) remain valid under all reasonable analysis:

It increases cost reflectivity “The P229 proposals would increase cost reflectivity and
therefore allocate costs more appropriately”;

There would be a decrease in losses and emissions: “The increased cost reflectivity
of the P229 proposals should result in more efficient dispatch due to the cost signals
allowing variable losses to be taken into account, leading to production cost savings,
reduced losses and reduced emissions”;

There is no disproportionate effect on any generator: “P229 more accurately reflects
the actual impact of individual parties on transmission losses”;

It will improve the siting of generation and demand: “A/l parties should face the costs
of losses alongside the costs of carbon, fuel, land, labour, and in the long term this should
promote competition overall”; and

It addresses the cross subsidy in the current arrangements: “The P229 proposals
would help to create a more level playing field for generators”.30

Whilst further analysis may provide different views as to the magnitude of the P229
(proposed) benefits, we do not believe they would alter the conclusion that material benefits
exist. We would also note that we are not aware of any parties arguing that the regulator’s
conclusions outlined above are not valid. In actual fact there are a number of factors which
will influence net transmission losses, exacerbating the adverse effect on competition
identified by the CMA and the benefits identified by Ofgem under P229. For example:

“These include: variations in zonal generation patterns, the level of Scottish exports to the
E&W system, changes in interconnector net exports, the level of part loaded plant, the
degree of geographic dispersal of plant and demand growth. In this case, it is the change
in the geographical distribution of generation across the transmission network that is
anticipated to have the greatest impact on future losses. In particular, with more generation
connected on the periphery of the transmission network, power has further to travel to
demand centres and existing local circuits will experience heavier loading. Both of these
factors will culminate in higher losses (I2S). The expected continued change in generation

28

29

30

See for example:

e “The Welfare Effects of Locational Transmission Loss Factors in the British Wholesale Electricity
Market”, Prepared for RWE, 11 May 2015 Confidential submission to the CMA

¢ “Cost Benefit Analysis of Modification Proposal P229: Changing to Zonal Seasonal Loss Factors”, A
report for Elexon by London Economics and Ventyx, October 2009 at https://www.elexon.co.uk/wp-
content/uploads/2012/02/p229 proposed cba report vi1.01.pdf;

e “P229 Cost Benefit Analysis: Additional scenarios”, A report on a study for Ofgem, October 2010 at
https://www.ofgem.gov.uk/sites/default/files/docs/2011/03/lot-report-2_0.pdf ;

e "“What are the costs and benefits of zonal loss charging?” Report prepared for Elexon by Oxera, June
2006 at https://www.elexon.co.uk/wp-content/uploads/2012/02/p198 cost benefit analysis report final.pdf

e “The impact of average zonal transmission losses applied throughout Great Britain”, Oxera report for
Department of Trade and Industry, June 2003, at http://www.oxera.com/Latest-
Thinking/Publications/Reports/2003/The-impact-of-average-zonal-transmission-losses-ap.aspx

“Balancing and Settlement Code (BSC) P229: Introduction of a seasonal zonal transmission losses scheme”, Ofgem
decision letter, 28 September 2011, at https://www.ofgem.gov.uk/sites/default/files/docs/2011/09/p229-d 0.pdf
(the Ofgem P229 Decision).

Ofgem P299 Decision, pages 3-5.
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distribution is in part driven by, but not limited to, the connection of low carbon
technologies’3!

The proposed remedy is proportionate

The well-known (and rehearsed) arguments against the implementation of a zonal losses
scheme can be summarised as:

The cost and complexity of implementation;
Distributional impact; and

European legislation requiring locational pricing anyway.
We address each of these in turn.

As regards cost and complexity of implementation, as noted in our previous submission to
the CMA, the Balancing and Settlement rules were designed to allow the implementation of
a zonal transmission losses scheme.32 33 Therefore, it is reasonable to assume that a
prudent operator would have designed its systems to allow for such a change to be easily
implemented.

This view is fully supported by all cost benefit analyses on this topic which assumes that
the transitional costs of implementing zonal losses are negligible. For example, the
LE/Ventyx CBA34 was based on total implementation costs estimates of £2.8 to £4.1 million
across the whole industry (see Annex 2).

The implementation costs should be compared against the material benefits of a locational
losses scheme (which range from £6.7 to £884 million, see Annex 1). In all modelled
outcomes this is greater than 1.6 times the costs of implementation (return on investment),
and could be more than 100 times the costs (return on investment). As Ofgem noted in its
decision on P229, “the implementation costs are low relative to the prospective benefits
over 10 years”.35 Therefore, there is a clear and compelling case for implementation of a
locational losses scheme.

As regards the distributional impact of a locational losses scheme, this has been highlighted
as an argument against implementation. For example, Ofgem suggested under P229 that

31

32

33

34

35

National Grid Strategy Paper, National Grid's strategy paper to address Transmission Licence Special Condition 2K:
Electricity Transmission Losses, November 2013, revised September 2014 at
http://www?2.nationalgrid.com/UK/Industry-information/Electricity-system-operator-incentives/transmission-losses/
(the National Grid Losses Strategy).

For example in the “Ofgem Transmission Access and Losses” consultation document Ofgem stated the following:
“Ofgem believes that enduring arrangements for transmission losses should be designed to expose participants to the
costs of locational marginal losses. We accept that this could be achieved in different ways. However, of the
approaches considered in this document, we believe that Option 1, which involves adjusting participants’ metered
volumes using estimates of average zonal loss factors with a separate financial payment or levy to reflect the

Difference between estimated marginal loss factor and the average loss factors used to adjust metered volumes,
would best meet the objectives set out in Chapter 3. Under this approach, effective short term signals would be sent
to all participants as to the costs of transmission losses. This approach also fits well with the framework for traded
wholesale electricity markets established by NETA, since participants would have the opportunity to manage their
exposure to the costs of transmission losses.”, Ofgem, May 2001, Page 83, Paragraph 6.2 at
https://www.ofgem.gov.uk/sites/default/files/docs/2001/05/3701---transmission-access-and-losses-under-neta---a-
consultation-document--2205.pdf

Transmission Access and Losses Conclusions, Ofgem Factsheet 14, 25" February 2002: Includes the following:
“Scotland These transmission access and losses proposals apply to England and Wales only. Reforms to the Scottish
generation market are underway to create a British-wide Electricity Trading and Transmission Arrangements (BETTA).
These reforms will bring more competition to this market, putting greater pressure on customer prices. They will also
create a wider market for traditional and new renewable forms of Scottish electricity generation. As part of BETTA,
new transmission access and losses arrangements will need to be extended to Scotland. At
https://www.ofgem.gov.uk/sites/default/files/docs/2002/02/1097-factsheet0402_26feb.pdf

London Economics/Ventyx report, page 24, see Annex 2.

Ofgem P229 Decision, page 5.
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“proposals have a large distributional impact, both between individual generators and
between suppliers/consumers”.3¢ However, the distributional impact of a locational losses
scheme only occurs to the extent that there is already a cross-subsidisation that exists.

Ofgem suggested that the “potential adverse consequence of the high distributional impact
might be justified by the longer-term benefit from a more efficient, cost reflective
market”.37 It is our view that locational signals under a zonal losses scheme such as P229
(proposed) should be an integral part of a more economic and efficient electricity market.
As we have noted, Ofgem concluded that P229 was both more cost reflective and efficient
(see above) and as noted in this response, the consistent evidence from cost benefit
analyses is that a locational losses scheme will provide long term benefits to customers.

Moreover, we are not clear as to why the CMA would wish to consider the distributional
impact among one cohort of stakeholders, in this case generators, given the overwhelming
evidence already set out that the benefits to the generality of customers will be materially
positive under all conceivable scenarios.3® The fact that one group of generator
stakeholders loses out to another group of generator stakeholders by virtue of improving
the economic signals in the design of the electricity market merely demonstrates the fact
that cross-subsidies have persisted between these generators for some 25 years and not
that such changes should not be implemented.

Further, as the CMA notes in Appendix 5.2, we would argue that given that this has been
the direction of travel of many, many years3® and is the most economically efficient
outcome, it is reasonable to assume that such a change should have been considered in
any investment since privatisation and indeed has been taken into account in significant
strategic decisions taken by RWE.4°

European legislation requiring location pricing. In its decision on P229, Ofgem raised
concerns that the debate at the European level over “market splitting” could “create
multiple price areas within a national system and implies “locational” energy prices"”.4!
Ofgem suggested that the benefits of the P229 proposals “could be overtaken relatively
quickly by some other scheme”. This contributed to their conclusion that “implementation
of P229 would not be consistent with good regulatory practice”.

We do not understand Ofgem’s consideration of P229 in the context of European issues.
There is no EU requirement in the network codes to address zonal transmission losses as
part of “market splitting”. Market splitting would result in different pricing zones, where
zones are defined in relation to congestion on the transmission system, and where local
prices reflect the conditions within these local markets (including the costs of transmission
and losses). There is no reason why a locational losses scheme, perhaps based on P229
would be less compatible with market splitting than the status quo.

36
37
38

39

40

a1

Ofgem P229 Decision, page 6.
Ofgem P229 Decision, page 6.

The HMT Green Book indicates that distributional analysis should be a consideration in the appraisal and evaluation
of proposals. The Green Book can be found at: https://www.gov.uk/government/publications/the-green-book-
appraisal-and-evaluation-in-central-governent.

See for example:

e  “Zonal Transmission Losses in the GB Electricity Market A Review of Statements by Ofgem and Others” 31 July
2006, Skyplex Consulting, at https://www.ofgem.gov.uk/ofgem-publications/62046/17145-060731-review-
070305.pdf ; and

e  Transmission Access and Losses, Ofgem, May 2001 at
https://www.ofgem.gov.uk/sites/default/files/docs/2001/05/3701---transmission-access-and-losses-under-
neta---a-consultation-document--2205.pdf.

RWE and its predecessor companies took certain decisions to divest certain power stations that were influenced in
part by the direction of travel associated with locational signals in the GB market. [CONFIDENTIAL]

Ofgem P229 Decision, page 6.
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The Electricity Directive? clearly establishes the national competences of the relevant
National Regulatory Authorities with respect to transmission and distribution activities.
There is no specific requirement with respect to the allocation of transmission losses under
the Directive, and certainly no requirement to align transmission losses across member
states (except to the extent that this affects cross border trading).

Specific transmission loss arrangements have been introduced for GB electricity
interconnectors (where the loss factors have been set to 1)43 and this seems to address
the concerns expressed by Ofgem under P229 with regard to market splitting. Adopting
this approach to any interconnection between regional markets would facilitate market
splitting within GB. Furthermore, the current settlement arrangements with integrated
transmission losses based on the Balancing and Settlement Code arrangements would
remain integral to each regional market created as a result of market splitting.

The need for an Order

We recognise the history of locational transmission losses as outlined by the CMA. This
torrid tale of code modifications, regulatory decisions, appeals and legal challenges
illustrates that this is an issue that will not be resolved by bipartisan agreement under
existing industry processes. Already, as a result of the current economically inefficient
charging of transmission losses, consumers have incurred significant excess costs for 25
years as a result of industry inaction. That, in RWE’s view, is 25 years too long and only a
firm, timely and specific order from the CMA will start to resolve this issue.

b. Contracts for differences

RWE welcomes the CMA’s provisional finding that the recent allocation of CfDs on a non-
competitive basis has led to the inefficient distribution of market support. RWE shares the
CMA’s concerns that DECC retains the power to award CfDs outside the auction process
without sufficient constraints.

RWE supports the CMA’s provisional finding that competitive allocation of CfDs is likely to
be a more efficient means of providing support in most cases. We agree with the CMA that
efficient outcomes are dependent on there being “effective competition”. We therefore
support the recommendation that DECC carry out a clear and thorough assessment of the
impact of any proposal to use its powers to allocate CfDs outside a competitive process,
which in our view should also be fully transparent. See further our response to the RN.

Having considered the results of the first CfD Allocation Round, we wish to highlight an
issue that could potentially undermine effective competition in the medium term if left
unaddressed in future auctions. We believe both technology pots exhibited “price taking”
behaviour, i.e. where developers strategically bid below any realistic project price estimate.
Such practice minimises allocation risk for the developer, but at the expense of price and
deliverability risk. Such practice also leads to clearing price suppression, increased
deliverability risks for other auction participants. See Figure E.b.1 below.

42

43

Directive 2009/72/EC of the European Parliament and of the Council of 13 July 2009 concerning common rules for
the internal market in electricity and repealing Directive 2003/54/EC.

Balancing and Settlement Code (BSC) P278: Treatment of Transmission Losses for Interconnector Users, Ofgem
decision letter, 1t May 2012, which states: “We recognise that the modification proposal seeks to reflect the
requirements of the recently transposed Third Package as it would align the UK treatment of interconnector links with
the default position across Europe. Furthermore we note that it would facilitate the implementation of the EU Target
Model as it would remove a potential obstacle to cross-border trade and therefore facilitate the development of a
single European electricity market. Thus we consider that P278 would better achieve [BSC] Objective (e)” at
https.//www.elexon.co.uk/mod-proposal/p278-treatment-of-transmission-losses-for-interconnector-users/.
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Figure E.b.1: Impact of price taking behaviour

No price taking Moderate price taking Price crash = “lost auction”

= Project merit order = Price suppression
= Auction budget = Effect of price taking
= Clearing price = Deliverability risk

LCoE / Clearing price (£/MWh
LCoE / Clearing price (£/MWh)
LCoE / Clearing price (£/MWh)

L 4

Budget take (£) ‘ Budget take (£) Budget take (£)

Any price taking behaviour can lead to inefficient allocation through:

Non delivery - which undermines government environmental objectives and energy
security;

Unpredictable auction price volatility — which undermines investor confidence.

Non delivery of CfDs will reduce the volume of low carbon secured through allocated public
support, potentially to the extent that such reductions cannot be replaced in a timely
manner, with the result that government objectives are undermined.

Auction price volatility will reduce developer ability to accurately forecast future allocation
and price risk. Lowered investor confidence could result in risk ‘premiums’ being priced
into future auctions, as well as lower liquidity of developers and/or projects leading to a
loss of ‘effective competition’ in the medium term. This would increase auction clearing
price and harm consumer interests.

Price taking behaviour occurred in the first CfD auction (See 2 solar PV projects which failed
to sign offered CfDs) because there were insufficient protective measures, or penalties, in
place to prevent or deter such practice. RWE believes adequate measures (e.g. Bid
Bonds/Delivery Deposits) are required for future CfD allocation to guard against speculative
bidding behaviour.

As regards the Renewables Obligation, we agree with the CMA’s provisional view that the
RO is unlikely to have a “material adverse effect on competition in future CfD competitive
allocation rounds”.44

We agree with the CMA that “a central benefit of the move from ROCs to CfDs is....the level
of support provided to low carbon generators”. However RWE would highlight the further
benefit of CfDs in providing price stabilisation, which enables continued investment in the
future world of wholesale electricity prices that are not only more volatile, but are also
significantly suppressed by virtue of “merit order effects” owing to large operational
volumes of low marginal cost plant.

F. GB RETAIL ENERGY SUPPLY MARKETS: KEY MISCONCEPTIONS

104.

There are a number of factual issues about the operation of the retail energy supply markets
that the CMA appears to have misconstrued in its Provisional Findings, which have an
important bearing on the CMA’s provisional conclusions around the existence of AECs. It
will be important that the CMA corrects these misconceptions.

a4

PFs, Chapter 5, pages 199-200, paragraph 5.235.
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a. Nature of electricity and gas supply
No homogeneity

The CMA describes gas and electricity as “homogenous good[s], in that the products
themselves are unaffected by the choice of supplier, which means that customers are likely
to attach a particular importance to the price of energy."45

This assumption as stated is carefully worded. However, in other places the CMA goes
beyond this carefully worded statement towards a position much closer to an incorrect
assumption that product offerings from gas and electricity suppliers are homogenous.

For example the CMA discusses the causes of price variation and writes:

“We observe that there is a wide range of tariffs and a striking variation in price level,
particularly for a homogenous product.” 46

In discussing the differences between domestic customers and SMEs the CMA writes in a
manner that draws no distinction between the offerings from suppliers and the raw physical
energy delivered to consumers:

“There are a number of broadly similar characteristics of the retail supply of gas and
electricity to SME customers (including microbusinesses) and domestic customers, such as
(i) the same major suppliers, and (ii) the same fundamental characteristics concerning
energy supply (eg homogeneity and traditional meters and bills)..." 47

The CMA specifically concludes that homogeneity may act as a fundamental barrier to
customer engagement,*® so that it is key to a number of the CMA’s provisional findings.
For example, the CMA finds that the unexploited gains of switching are high for a
homogeneous product indicating a weak domestic customer response.4® We therefore
address this issue upfront. We return to it in Sections G and H.

RWE agrees, of course, that the actual gas or electricity supplied to the customer is
unaffected by the choice of supplier and also that customers care about the price of energy.
However, such observations certainly do not mean that the retail service associated with
energy supply is itself a homogeneous product. Many retailers sell the same physical
product (a specific book on a website for example) and yet retailers will manage to
differentiate both their offer to customers and also their business strategies. In a fully
competitive and liberalised retail energy market, suppliers can and will seek to differentiate
their product offering for competitive advantage. The CMA appears to recognise this to
some extent. For example, in looking at the nature of competition in the domestic retail
energy markets, the CMA acknowledges that “Households are also likely to place some
value on other attributes of the supplier and/or tariff, including the convenience of the
payment method and the quality of customer service offered by the supplier.”>® The CMA’s
provisional findings in relation to the impact of RMR, i.e. that it has limited innovation,5!
also seems to implicitly acknowledge the retail energy supply is not a homogeneous
product. There cannot be product innovation in a homogeneous product industry.

In respect of the ‘fundamental barrier of homogeneity,” RWE submits that:

3
46
47
48
49
50

51

PFs, Chapter 7 page 234, paragraph 7.4.

PFs, Chapter 2, page 90, paragraph 2.152.

PFs, Chapter 3, page 104, paragraph 3.22

PFs, Chapter 7, page 236, paragraph 7.13; Chapter 9, page 403, paragraph 9.112.

PFs, Summary, page 26, paragraph 177; Chapter 7, page 285, paragraph 7.192; Chapter 8, page 291, paragraph 8.3.
PFs, Chapter 7, page 234, paragraph 7.4.

PFs, Summary, page 31, paragraph 141; Summary, page 32, paragraph 143; Chapter 8, page 354, paragraph 8.245.
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First, that the evidence the CMA relies upon to draw a connection between ‘*homogeneity’
and a lack of customer engagement is unconvincing.

Second, that the evidence clearly shows that energy suppliers do not, as the CMA argues,
provide homogenous product offerings.

Third, that the evidence of variation in prices across tariffs is not persuasive evidence of
‘gains from switching’ or more generally of there being a competition problem.

In respect of the first point, RWE submits that the CMA's reliance on evidence from the GfK
customer survey to support an impact of product homogeneity on customer engagement is
unconvincing:52

“We have considered whether the survey sheds light on the potential impact of product
homogeneity on customer engagement. Of those respondents who had never considered
switching tariff, 14% said that they could not be bothered or it was too much effort, and
13% said they were not interested. Similarly, for those respondents who had never
considered switching supplier, 15% said they could not be bothered or it was too much
effort, and 14% said they were not interested. However (as discussed previously in relation
to respondents’ expressions of satisfaction as a reason for not considering switching), we
note it is likely to be inherently difficult for respondents to answer the question, ‘why have
you not ever considered switching?”

In fact, the CMA’s survey evidence relied upon for this argument says absolutely nothing
about the impact of product homogeneity on customer engagement. It simply says that of
the customers who were aware they could switch but said they had never considered
switching (less than 30%) just 14% said they could not be bothered or it was too much
effort to consider switching while 13% said they were not interested. The survey cited by
the CMA provides no evidence whatsoever as to the causes of such lack of interest and the
CMA cannot rationally claim otherwise.

In relation to the second point, RWE first notes that the CMA has been provided with
extensive evidence in respect of the impact of RMR which also clearly contradicts the the
CMA’s contention that suppliers’ product offerings can properly be considered
homogeneous. The CMA notes a range of practical impacts of RMR’s simpler tariff rules on
innovation53 (one cannot have product innovation in homogeneous product industries) and,
for example, the CMA notes Professor Waddams’ testimony that “one form of innovation -
tailored products for different preferences and needs - was an obvious casualty of RMR
rules.”>* The CMA accepts such evidence, "We consider that the restrictions imposed by
the RMR four-tariff rule limits the ability of suppliers to innovate and provide products that
may be beneficial to customers and competition”>5 and similarly, CMA states: “We note that
some suppliers have used the roll-out of smart meters as a point of competitive
differentiation from their rivals.”58

The CMA draws on one aspect of the GfK customer survey in support of its view that energy
is a homogeneous product, “with 81% of respondents identifying factors related to
‘cost/tariff/price/rate’ as important to them”.57 The CMA states “We understand price in
this context to mean the average amount paid per kWh of gas and electricity...”.58 1t is
unclear on what basis the CMA has reached this understanding.

52
53
54
55
56
57

58

PFs, Chapter 8, pages 314-315, paragraph 8.86.

PFs, Appendix 8.2, pages A8.2-16 to A8.2-17 paragraph 46.
PFs, Appendix 8.2, page A8.2-17, paragraph 47(b).

PFs, Chapter 8, page 354, paragraph 8.245.

PFs, Chapter 7, page 240, paragraph 7.30.

PFs, Chapter 8, page 314, paragraph 8.84.

PFs, Chapter 7, page 236, paragraph 7.12.
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111.1.1 RWE notes that survey respondents identified factors relating to
‘cost/tariff/price/rate’,® which potentially encompasses dimensions other than
the price per kWh. The CMA does not seem to have explored what respondents
meant by ‘cost/tariff/price/rate’ nor the importance customers might place on
dimensions such as tariff structure (e.g. fixed term, fixed price, length of fix etc).
This is a surprising omission given the significance of this issue to the CMA’s
provisional findings.

111.1.2 In giving this response, survey respondents were answering a question about
what factors they considered when choosing a supplier; they were not being
asked to rank the importance of those factors. When then asked about the
importance of a range of factors, ‘Cheap tariff rate’ was the joint second most
important factor (78%), equal to ‘Simple/easy to understand tariffs’ (78%), with
customers regarding ‘Good customer service’ (83%) as the most important
factor.6®

111.1.3 In fact, price is more important to some customers than to others; notably it is
important to those who have shopped around or switched in the last year.6! The
CMA has not sought to understand whether the relative importance of price and
other product characteristics drives customers’ switching behaviour.

RWE submits therefore that the CMA’s survey evidence shows very clearly that the choices
made by consumers are not made on the basis of price alone.

Further, paragraph 19 of Appendix 8.1 makes clear that a variety of other non-price
attributes are also important for at least large subsets of consumers:

“We also asked respondents how important pre-specified supplier attributes are to them.
The following attributes were most frequently considered essential:

(a) 32% rated good customer service essential;

(b) 29% rated simple/easy to understand tariffs essential;

(c) 28% rated cheap tariff rate essential;

(d) 23% rated payments based on actuals not estimated usage essential; and
(e) 20% rated tariffs tailored to their energy usage or circumstances essential.”

In this respect, we also note that the CMA’s focus on only those customers who say an
attribute is “essential” very significantly underplays the significance of non-price attributes.
Figure 31 of the GfK survey®2, makes clear that, in addition to the 32% of respondents who
consider good customer service to be essential a further 51% of respondents considered it
“very important”. We do not recite the evidence on other factors, but note that the survey
evidence makes exceptionally clear that the proposition that energy suppliers’ offerings are
properly considered homogenous is simply and obviously inconsistent with the CMA’s own
survey evidence.

59
60
61

62

PFs, Chapter 7, page 236, paragraph 7.11; Chapter 8, page 314, paragraph 8.84.
PFs, Appendix 8.1, page A8.1-54, Figure 24.
PFs, Appendix 8.1, page A8.1-6, paragraph 18.

For completeness we do note that the figure itself is discussed at paragraphs 147-149 of PFs Appendix 8.1. Consistent
with its approach at paragraphs 18-19 (and in stark contrast to the discussion in the GfK report discussion; see GfK
Report, page 35, paragraph 90) the CMA makes no reference in its text to those who responded that a factor was
"very important”. Thus while for GIK the headline results from this question are summarized as "Good customer
service (83% essential/very important), simple/easy to understand tariffs (78%) and cheap tariff rate (78%) were
the three most important factors to customers.” The CMA chooses to represent the results as less overwhelmingly
contrary to its assertion in provisional findings that energy supplier offerings are homogenous, stating: * 7he following
attributes were most frequently considered essential: (a) Good customer service — 32%. (b) Simple/easy to
understand tariffs — 29%. (c) Cheap tariff rate — 28%....".
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Figure 31: Importance of factors when considering a supplier — prompted rating

H Essential m\ery important

Good customer service

Simplefeasy to understand tariffs

Cheap tariff rate

Payments based on actuals not estimated usage

Tariffs tailored to your enengy usage or circumsiances

Large supplier/established brand

Range of other services available such as boiler
maintenace

Supplier provides smart meter

Base: All (6.293)

D2 | am going to read out a number of reasons why people choose an energy supplier. For each of these I'd like you to tell me how important it
is to you personally?

In respect of the third point, RWE submits that the CMA fails to recognise that competition
may lead to variation in tariff design and price levels that are not indicative of a competition
problem. Whilst the CMA notes in a footnote to Appendix 8.2 that, “Price or margin
discrimination is present in many industries and it is not, by itself, evidence that a market
is not functioning well"®3 the CMA’s analysis and provisional findings disregard this bulwark
of a conventional economic approach. In fact, price theory and practice make clear that
price variation can be indicative of active competition in the real world.

This failure to appreciate that the products and services provided by energy suppliers are
not homogeneous means that the CMA disregards almost entirely these other attributes in
analysing the purportedly ‘unexploited’ gains from switching, and also that the CMA does
not properly consider the implications for its analysis of the fact that pricing structures,
such as those RWE previously described as ‘see-saw’ pricing can be actively desirable in
driving competition between suppliers. This consideration is important in making the
appropriate inferences from the CMA’s gains from switching analysis. In particular, it makes
clear that the existence of ‘gains from switching’ cannot properly be used to sustain
evidence of a competition problem. Rather the CMA is only providing evidence establishing
that prices vary; equating price variance with ‘gains from switching’ is a misnomer.

RWE submits that there is further evidence in the Provisional Findings pointing the CMA
clearly to the conclusion that its ‘gains from switching’ are overstated. In particular, RWE
submits that the CMA does not properly address the implications of its finding that its ‘gains
from switching’ (price differences) are almost as high for those on non-standard tariffs as
for those on SVTs.%4 The CMA'’s view is that high barriers to engagement result in unilateral
market power over SVT customers. However, the CMA does not even begin to explain why
non-standard customers, on the CMA’s methodology, appear to have similar ‘unexploited
gains’, even though they are known to have engaged recently in energy markets and have
generally reported that search and switching were easy.

Moreover, RWE understands that the gist of the Confidential Submission provided by its
Authorised Advisers on the CMA’s gains from switching analysis - following the disclosure
room - is that the CMA’s measured potential gains from switching do not differ very much
between those who have, and those who have not, switched recently. Such a finding is
consistent with RWE’s submission that price differences (and so the CMA’s measured
potential gains from switching) arise in part because consumers’ value non-price attributes.
However, such a finding appears wholly inconsistent with the CMA’s primary thesis that
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PFs, Appendix 8.4, page A8.4-3, footnote 2.
PFs, Chapter 2, page 91, paragraph 2.154; Chapter 7, page 284, Table 7.9.
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engaged customers are price sensitive and so benefit from low prices while disengaged
customers pay high prices and so would gain enormously from switching tariff.

Customers’ choices of tariff will be driven in part by the sales and marketing efforts of
suppliers and the CMA’s analysis takes no account of the contribution that such sales and
marketing efforts will have on tariff choice.

RWE considers that the CMA needs to accept that its current position on this point is wholly
indefensible. The CMA should properly conclude that non-price attributes, tariff structures
and indeed suppliers’ sales and marketing efforts are each relevant to explain why the CMA
observes price variation. That means its gains from switching analysis is finding evidence
of price differences but is systematically overstating the true ‘gains from switching’ and
does not constitute reliable evidence of a barrier to switching or engagement.

Price discounting

We have explained in previous submissions to the CMA and at a workshop held for the CMA
in November 2014 how RWE sets the prices of its (domestic and SME) products. We do not
repeat that in this response, save to highlight any key aspects that are relevant to the
CMA'’s provisional findings. There is however one misconception regarding domestic pricing
that we wish to address upfront, which is the application of discounts and premia. To be
clear, RWE does not price its SVT at a premium to its non-standard products; rather its
non-standard products are priced at a discount to its SVT.

In the CMA’s analysis, the CMA calculates a percentage difference between SVT and non-
standard revenues as a percentage of the revenues from the discounted non-standard
tariffs.65 This implies that revenues from non-standard tariffs reflect the base price and
that SVTs are priced at a premium to this, which is not correct. The CMA seems to
acknowledge elsewhere in the PFs that the Six Large Energy Suppliers offer discounted non-
standard tariffs, for example, in Appendix 7.3 Pricing Strategies of the Six Large Energy
Firms, CMA writes in respect of RWE: “Throughout the period RWE’s cheapest tariffs were
online tariffs with discounts...” .66

Substantively, the CMA does not consider the implications of discounting for customer
acquisition for its gains from switching analysis. Suppliers offer discounted non-standard
tariffs, since these are permitted within the constraints of RMR simpler choices, whereas
they are restricted in their ability to discount on SVT; suppliers need to find a way to
compete on price to acquire customers notwithstanding the constraints imposed by
regulation. Discounting to acquire customers is a normal business activity and non-
standard tariffs have a different cost stack and are priced to compete in broker tables.
However, it is normal that not all customers will switch to the cheapest tariffs in the market.
The CMA fails to recognise this. According to the CMA'’s analysis in PFs, the existence of
‘gains from switching’ is an indication of problematic incentives to switch.6? This is
incorrect. In fact it is indicative of a market in which suppliers discount to acquire
customers, and in which not all customers switch to the cheapest discounted tariffs.

b. Retail energy supply business hedging practices

RWE notes that a number of references have been made to supply business hedging
practices throughout the PFs; in particular, it is relevant to the CMA’s competitive price
benchmarking analysis and its cost pass-through analysis. RWE is concerned however that
the CMA has not fully understood, in particular, the diversity of hedging approaches and
the benefit of these under different market conditions. The CMA also appears not to fully
accept why hedging is perfectly rational (and pro-competitive) for a profit-maximising retail
energy supplier. As a result, the CMA’s competitive price benchmarking analysis assumes
that all suppliers could achieve wholesale costs that are below the average out-turn costs
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PFs, Chapter 6, page 6, paragraph 23; Summary, page 20, paragraph 91; Chapter 2, page 90, paragraph 2.151;
Chapter 7, page 249, paragraph 7.67; Chapter 7, page 264, paragraph 7.115; Chapter 7, page 271, paragraph 7.139;
Chapter 8, page 337, paragraph 8.170.

PFs, Appendix 7.3, page A7.3-3, paragraph 8.
PFs, Summary, pages 26-27, paragraph 117.
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(and, in one part of the analysis, that incurred wholesale costs should be benchmarked
against spot market prices). And the CMA’s cost pass-through analysis uses an
inappropriate measure of expected wholesale costs in its Part A analysis.

Diversity of hedging approaches and their benefits under different market
conditions

We set out here RWE’s view of commodity hedging to manage different commodity risks
deriving from various customer contracts. The following table provides a high level
summary of different product types that RWE hedges across its Domestic and SME supply
businesses, with a summary of RWE’s assessment of the commodity risks the particular
product bestows on the business and the relevant hedging methodology used to mitigate
this risk.

Segment Customer product | Resultant RWE’'s view of
commodity risk for | least risk hedge
supply business methodology

Domestic Standard variable | [CONFIDENTIAL] [CONFIDENTIAL]
tariff (SVT)

Domestic Fixed tariff (varying | [CONFIDENTIAL] [CONFIDENTIAL]
lengths)

SME Negotiated Fixed | [CONFIDENTIAL] [CONFIDENTIAL]
price fixed term
tariff

SME Flexible tariff [CONFIDENTIAL] [CONFIDENTIAL]

SME Deemed tariff [CONFIDENTIAL] [CONFIDENTIAL]

SME Default tariff [CONFIDENTIAL] [CONFIDENTIAL]

It is important to note that the above product suite for RWE’s Domestic supply business is
defined by the current competitive environment, which is to say products focused on
variable and fixed tariffs, with the degree of variation limited by the ‘four tariff rule’ element
of RMR simpler choices. Other product types, such as green/environmental tariffs may
require a different approach to commodity hedging.

It is also important to note that other hedging strategies can be followed. If, however the
above table summarises RWE’s view of the least risk approach to hedging commodity risk.
Exclusive of ‘complex risks’, addressed below, even with wholesale market hedging
undertaken, the above approaches still contain risks for RWE’s supply business, particularly
around variations in customer demand due to uncertainty of customer retention, and timing
risks between a customer signing a contract, and the hedging of the underlying commodity
risk taking place and the uncertainty of weather outside seasonal norms.

The following paragraphs expand on the above hedging approaches in a little more detail,
including some explanation of why RWE considers these approaches to be optimal.

Approach to hedging for Domestic SVT tariff customers

RWE notes that in Appendix 10.5, the CMA assesses the hedging decisions of the Six Large
Energy Firms in managing their exposure to commodity prices for SVT customers by
reference to the hedging approaches of mid-tier and small suppliers (in particular, by using
mid-tier supplier commodity costs as verification of lower quartile Six Large Energy Firms’
costs as an appropriate benchmark). Generally, the key differential between mid-tier
suppliers and the Six Large Energy Firms is the hedging tenor used for commodity hedging,
with mid-tier hedging timeframes tending to be of shorter tenor. RWE is particularly
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concerned by this analysis as the CMA seems to draw conclusions at various points that the
shorter hedging profile is alway