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Electricity and Gas Supply Market Report  

Our indicator of the net profit margin from  the supply of  gas and electricity has increased since 

our last report. We estimate net margin s for supplying a typical, standard tariff, dual fuel 

customer are approximately £90 per customer for the year from December 2010, up from £65 

in  our Septembe r report . 

This figure for net margin incorporates the new, higher prices of the three Big 6 energy supply 

companies that have already announced price rises for this winter. Only one Big 6 supplier has 

promised to freeze prices between now and March 2011. The other two Big 6 suppliers have 

not yet made their pricing positions known.  

Looking forward we forecast our estimate of wholesale costs to increase towards March 2011, 

before leveling off. This will erode the levels of ne t ma rgins we currently observe, but any  

further price increases by the Big 6 suppliers will have the e ffect of increasing net margins . 

Ofgem continues to monitor the market closely, both in terms of the pricing behaviour of 

suppliers  and the effectiveness of our market reforms. Towards this we have today announced 

a review of the effectiveness of the retail markets to examine if further reforms are required in 

the interest of customer protection. We will report on this review in March of next year, at the 

time  of publication of the next Supply Market Report.  
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Our indicator of the net margin  from supplying a standard tariff, dual fuel customer , 

which takes account of the price increases by three of the Big 6  energy suppliers, 

shows an increase to £90  for the year from December  2010. This is up  from £ 65  in 

our September  repor t.  

Typical dual fuel customer bill, costs and net margin  

 

Since Septemberôs report, wholesale energy costs (as modelled by our 18 month 

hedging strategy) have begun to increase. This is because pric es in wholesale 

forward markets have increased since September . However , the effect of the retail 

price increases announced by three of the Big 6  suppliers, will more than offset 

increase s in the purchasing costs of wholesale energy  for the year from Decem ber . 

This is why  our estimate  of  net margin f rom  December is higher than it was in 

September . 

Our modelling suggests that net margins are likely to decline slightly in the new 

year, as the impact of higher wholesale energy purchase costs begins to offset 

Decemberôs retail price increases. However, w hether net margins follow this path 

depends on energy suppliers ô pricing decisions. Further price increases, beyond those 

already announced by three of the Big 6  suppliers, would result in actual net margins 

for  early 2011 be ing  higher than we currently forecast.   

Summary  
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Customer bills, wholesale energy costs and net  margin  
 

The estimated net margin for supplying a standard tariff , dual fuel customer is £ 90  

for the following year from December  2010. This figure takes account of price 

announcements by three of the Big 6  energy suppliers, all of which will be effective 

by mid -December.  The net margin from  December has increased since Septemberôs 

report, when we estimated it at £65  per standard, dual fuel customer .  

1.1.  This report examines the relationship between wholesale energy costs and 

standard tariff energy bills for a typical customer. It provides an indicator of the  

margin from supplying energy to a typical customer, rather than an estimate of 

energy supply company profits. It has been carried out by Ofgem based on 

information from publicly available sources , data which Ofgem purchases (e.g. price 

data)  and  informati on gathered as part of the Energy Supply Probe. Suppliers may 

use different hedging strategies and their operating costs may  vary, so actual 

margin s for individual suppliers may  differ from our indicator.  

1.2.  As with our previous reports, w e welcome feedback on our methodology as well 

as our findings.  Please see Appendix 4  for more details about our assumptions, 

including figure 4 .2  for a summary of any  changes made since the previous report.  

1.3.  Each point on the charts in this section represents the expected cost, revenue or 

margin for the following year, for an average customer on a £/year basis. Wholesale 

costs are estimated using our 18 month hedging strategy. The cost of the average 

customer bill is represented by the black line. Wholesale costs are repres ented by 

the blue shaded area. Other costs, such as network costs, environmental charges, 

and VAT, are represented by the grey shaded area. The area between the customer 

bill and the combined wholesale and other costs lines represents gross margin. 

Subtrac ting operating costs from the gross margin gives the net margin, represented 

by the green line.  

1.4.  Operating costs include :  staff costs, IT costs and overheads. They also include 

discretionary elements (such as marketi ng) and bad debt  costs. W e have made 

assu mptions about how these have been affected by the ongoing  economic climate , 

although there is some uncertainty around how these costs have changed. Please 

refer to Appendix 4  for further details on how we calculate net margin.  

1.5.  Figure 1.1 shows that the est imated net margin on supplying a typical dual fuel 

customer has increased  to £ 90  for  the year from December  2010. This compares to 

£65  in our last report. The increase in net margin is  due to three of the Big 6  energy 

suppliers announcing price increases which will all be effective by mid -December. 

Our modelled wholesale energy costs have also risen during the period September to 

December, but by a smaller amount than the average customer bill . 
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Figure 1.1: Typ ical dual fuel customer bill, costs and net margin  

 

1.6.  Wholesale energy costs are  estimated using our assumed 18 month hedging 

strategy. These costs have ris en  slightly from around £485 from September per 

customer per year, to £495 from December. This incre ase over the period is a result 

of rising wholesale electricity and gas forward prices. Our modelling suggests that 

wholesale energy costs are likely to rise  further, to around £525  per customer per 

year, by March 2011, before levelling off.  Wholesale gas prices  are forecast to rise 

more than electricity prices over the coming months . 

1.7.  Future wholesale energy costs are unpredictable, so our estimate of net margin 

may vary over time. However, if wholesale energy costs do follow our estimate d 

path , we forecast  net margin to fall to around £55  by March 2011,  before levelling 

off. This is  a level slightly below our figure for September 2010. Th is also assume s 

that there are no further retail price increases beyond those alread y announced by 

three of the Big 6  suppliers .  

1.8.  It is possible to estimate the effect on net margin using a hypothetical scenario 

in which the two remaining suppliers, who are yet to make public their price 

positions for the winter , increase prices from 1 January 2011.  In this hypothetical 

scenario, if these two Big 6 suppliers increased their gas and electricity prices by 6%, 

we model that net marg in would rise to £95 in January 2011 . Th is is compared with 

our current, actual forecast of £80 in January.  The figure of 6% is equivalent to the  

average increase made by the three suppliers who have already announced price 

increases for their dual fuel customers and is in no other way representative.  
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Figure 1.2: Typical electricity customer bill, costs and net margin  

 

1.9.  Figure 1.2 replicates figure  1.1 for a typical, stand -alone electricity customer 

account. The figure shows that our estimated net margin fr om  December has 

increased by £10 since our last report to around £45  per customer per year. This is 

due to two of the Big 6  energy suppliers anno uncing increases to their electricity 

prices which will both be effective by  mid -December.  

1.10.  The figure shows that since September , wholesale electricit y costs, as 

estimated by our 18 month hedging strategy, have rise n only  slightly , from £200 to 

£205, per customer per year. Looking forward, our modelling suggests  electricity 

purchase costs are expected to rise by only a further £5 per customer per year by 

July 2011 . Our estimate of other costs  and VAT  ï which includes  environmental, 

social, network, meterin g, balancing costs ï follows a similar pattern, edging up 

slightly over the coming months . 

1.11.  The effect of these changes is that we would expect net margin to fall back to 

around £35 by July 2011, provided there are no further electricity price increases by 

the Big 6 .  
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Figure 1.3: Typical gas customer bill, costs and net margin  

 

1.12.  Figure 1.3 presents our analysis for a typical stand -alone gas customer 

account . It shows that o ur estimate of n et margin for December has increased to 

£70 , up from £50 in  our previous report. This is primarily due to three of the Big 6  

suppliers announcing price increases which will all be effective by mid -December.  

1.13.  Wholesale gas costs  have also risen since September. Our modelling indicates 

that a typical supplier hedgin g over 18 months is paying around £1 0 more on gas 

purchases for the year from December than compared with September. Our 

modelling also indicates that these costs are forecast to rise further by March 2011, 

before levelling off.  

1.14.  Combining this  with the as sumption that there are no further gas price 

increases by the Big 6 , we forecast net margins to fall back to around £40  by March 

2011, before levelling off . If any of the Big 6  decide to raise prices between now and 

March, our forecast reduction in net mar gin will be less pronounced.  

1.15.  To enable comparison of customer bills and supplier sô costs over time, we 

assume a constant level of consumption. A declining consumption trend impacts on 

net margin , as a substantial proportion of supplier sô costs are fixed. H olding 
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consumption constant over time means we may have overstated margin in recent 

years, but understated margin in even earlier periods. The margins over time at 

constant consumption are presented in the tables below 1.  

Figure 1.4: Dual fuel summary tabl e (£/customer/year)  

 
 
Figure 1.5: Electricity summary table (£/customer/year)  

 
 

Figure 1.6: Gas summary table (£/customer/year)  

 
  

                                           

 

 

 

 
1 We will update our consumption figures for the purposes of this analysis to reflect the latest 
trends as required.  

Dec-06 Dec-07 Dec-08 Dec-09 Dec-10

Customer bill £970 £865 £1215 £1140 £1150

Wholesale costs £585 £465 £715 £535 £495

VAT and other costs £320 £350 £395 £420 £440

Gross margin £65 £50 £105 £185 £215

Operating costs £105 £115 £120 £125 £125

Implied net margin -£40 -£60 -£15 £60 £90

Notes:

Customer bill is for standard tariffs, weighted by payment method and market share. Average figures assume 

electricity consumption of 4MWh/yr, gas consumption of 16.9MWh/yr. Figures rounded to nearest £5 and may not 

sum due to rounding

Dec-06 Dec-07 Dec-08 Dec-09 Dec-10

Customer bill £445 £420 £545 £505 £520

Wholesale costs £225 £190 £290 £225 £205

VAT and other costs £145 £160 £175 £195 £210

Gross margin £75 £70 £80 £85 £105

Operating costs £55 £55 £60 £60 £65

Implied net margin £20 £15 £20 £25 £45

Notes:
Customer bill is for standard tariffs, weighted by payment method and market share. Average figures assume gas 

consumption of 16.9MWh/yr. Figures rounded to nearest £5 and may not sum due to rounding

Dec-06 Dec-07 Dec-08 Dec-09 Dec-10

Customer bill £540 £465 £700 £665 £655

Wholesale costs £360 £275 £425 £310 £290

VAT and other costs £175 £190 £220 £225 £230

Gross margin £5 £0 £55 £130 £130

Operating costs £55 £55 £60 £60 £65

Implied net margin -£45 -£60 -£5 £65 £70

Notes:
Customer bill is for standard tariffs, weighted by payment method and market share. Average figures assume gas 

consumption of 16.9MWh/yr. Figures rounded to nearest £5 and may not sum due to rounding
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 Appendix  1 ï Feedback  and questions  
 

1.1.  Ofgem would like to hear the views of interested parties in relation to any of the 

issues set out in this doc ument.   

1.2.  Feedback should be received by 31 December  2010  and should be sent to:  

Tim Collins  

GB Markets  

9 Millbank  

London  

SW1P 3GE  

020 7901 7212  

tim.collins @ofgem.gov.uk  

 

1.3.  Unless marked confidential, all responses will be published by placing them in  

Ofgemôs library and on its website www.ofgem.gov.uk . Respondents may request 

that their response is kept confidential. Ofgem shall respect this r equest, subject to 

any obligations to disclose information, for example, under the Freedom of 

Information Act 2000 or the Environmental Information Regulations 2004.  

1.4.  Respondents who wish to have their responses remain confidential s hould clearly 

mark the document( s)  to that effect and include the reasons for confidentiality. It 

would be helpful if responses could be submitted both electronically and in writing. 

Respondents are asked to put any confidential material in the appendic es to their 

responses .  

1.5.  Any questions on this document should, in the first instance, be directed to  Tim 

Collins , whose contact details are given above . 

  

mailto:stefan.bojanowski@ofgem.gov.uk
http://www.ofgem.gov.uk/
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 Appendix  2 ï Hedging strategies   
 

1.1.  Suppliers use a range of hedging strategies and can change their approach over  

time. This s ection compares the cost to a supplier of adopting different wholesale 

energy hedging strategies. The four strategies are designed based on information 

collected in the Energy Supply Probe. Note these strategies are intended to represent 

the industry as a whole rather than any particular firm. Please refer to Appendix 4  

for an explanation of the methodology.  

Figure 2 .1: Electricity hedging strategies  

 

1.2.  Figure 2.1 shows that  the decline in wholesale electricity costs seen earlier in 

2010 is beginning to slow , and in the case of the 12 month hedging strategy, 

wholesale electricity costs are beginning to rise again. Depending on the hedging 

strategy, the current average value of the contracted position  is in the range £4 6-

53/MWh.   
























