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I originally wrote this post as a Twitter thread in 2022. It was then posted on this blog
and was checked by energy expert Mike Parr, who is a regular commentator on this
blog. 

A few price details might have changed since then, but I have not updated them.I have
edited it a little in this new iteration.

The key issue that this post highlights is that the energy price cap - which has gone up
today - is set to ensure that companies always get the best deal and the rest of us can,
as far as the government is concerned, go to hell in a handcart. It's my suggestion that
market rigging in this way is the exact opposite of what the government should be
doing in the UK.

There is a dimension to the energy price issue which is not discussed at all, which
massively impacts the way in which domestic energy is priced in the UK. The rules are
set by Ofgem, the government regulator. These prices are set to make matters as bad
as possible for everyone but energy companies.

What follows is a little technical. I have checked the facts with energy expert Mike Parr,
to whom I am grateful, whilst accepting that all remaining errors are mine alone, having
said which I think all that follows is true.

It's important to remember that the goal of energy regulation in the UK is to preserve
the privatised energy ‘market', whatever else is claimed. In essence, everything it does
is meant to ensure that at least some of the companies engaged in this ‘market' do not
fail.

The way it sets energy prices reflects this. There are lots of ways to generate electricity
in the UK. Renewables, nuclear, coal, hydro and gas all play a part. Most are used,
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except coal, which is now only in emergency use.

The cost of generating electricity using these various methods varies greatly. For
example, using gas at current spot market prices costs about £611 per megawatt hour
(MWh) right now. Other sources cost about £60/MWh for nuclear, £50/MWh hydro and in
the range £50 to £140/MWh for on and offshore wind and PV. Those are big differences.

The electricity we actually get delivered to our houses is from a mix of all these
sources. It is total nonsense, for example, that anyone supplies pure renewable
electricity. All electricity from all generating sources is mixed together when it goes
down the wires to our houses.

Bizarrely, however, that's not how the price is set. The wholesale price of electricity in
the UK is set on what is called a ‘marginal costing' basis. This is much beloved of
economists but is working against the interests of all consumers of fuel right now.

What it means is that the wholesale energy price is set so that the most expensive
producer can make a profit from the sales they make into the wholesale energy market.

So, since gas-produced electricity is the most expensive to produce right now (and is
likely to be so for a long time to come) its cost of manufacture plus a fair profit margin
sets the wholesale price for all electricity right now, however it is generated.

What that means is that those producing electricity from gas can still make a profit and
so stay in business at present. But what it also means is that the nuclear, hydro and
renewables producers are being paid the price that the gas generators get.

This makes no sense at all. For example, there is no ‘marginal cost of production' for
wind and solar power: the wind and sun are free. In those cases a marginal costing is
simply the wrong one to use.

That is also true of nuclear power, where the cost of production is based on the capital
cost of the plant spread over its useful life. Again, a marginal costing basis for pricing
makes no sense when the amount of variable input into the nuclear process is tiny.

The result is obvious: the profit in the nuclear and renewable producing companies,
who usually make more than half of UK electricity, increase dramatically and wholly
unnecessarily when a marginal costing price setting model is used to suit gas
generators of electricity.

I should, however, add a twist. Many renewable energy producers are already subject to
contracts that essentially fix their prices, with the government already taking the risk
on price variation. See https://www.lowcarboncontracts.uk/.

Where these contracts exist, and where fixed price contracts guaranteed by the
government exist with nuclear producers, the current excess electricity profits arising
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because prices are based on the cost of gas production already flow to the government,
a little-known fact.

There is also a pricing problem in the gas market. The UK produces about half its gas
needs, the rest it has to buy internationally. We can't control that international price.

But the energy regulation system lets UK-produced gas be sold at the international
price for onward supply to UK consumers, again massively increasing the profits of UK
gas-producing companies wholly unnecessarily, and solely because of the pricing model
used.

The talk is that a windfall tax could correct for this. That, however, is to ignore the fact
that much of the problems that we face has been created by dire regulation, and
changing that regulation is also within the scope of government.

Suppose that regulation was changed. Instead of all producers, whether of gas or
electricity, being paid the price of the highest cost supplier in their market they were
instead paid their own fair marginal cost of production, including a reasonable profit
margin.

Then presume that the energy regulator priced the onward supply of wholesale gas and
electricity to the energy distribution companies on the basis of the actual cost to
produce (including fair profit) of the gas and electricity actually sold into the market
each day.

I stress, that for much of the renewables sector and for nuclear this will not be hard to
do because of the nature of the government price guarantees that are already in place.

For gas, simply mix internationally priced gas with UK-produced gas at its fair price of
production. That's all that is required.

This would, though, require a change in the law. There would be yelling, screaming and
shouting from some energy companies, despite what I have noted, and legal threats
galore. These will need to be ignored for one straightforward reason. This is that the
state should not support a market rigged by its own regulation.

I am sure a lawyer, somewhere, will see a chance to bring legal action to dispute that,
but the reality is that their chance of success might well be low.

If in doubt, the UK needs to declare this a national emergency with existing laws
suspended since, as a matter of fact, the cost of energy in the UK - which is way out of
line with Europe - is creating a national emergency. And if we could do this sort of thing
for Covid we could certainly do it now.

What would the impact be? Obviously, it's not precisely possible to say, but broadly
speaking the price of gas might reduce by 40% whilst the price of electricity could fall
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by maybe 65%.

I stress these are estimates and that this move would not solve all the energy problem
overnight: the remaining prices are still problematic and massive reforms to the market
would still be required. But we would win three things.

The first would be instant reductions in energy costs. Households and businesses, let
alone many lives, might be saved as a result.

Second, inflation would be reduced, although not eliminated. Massive pressure would
be taken out of the UK economy.

Third, the pressure for state interventions to support households, public services and
businesses would reduce - although by no means entirely go away.

Those are three massive wins that almost no other reform that could so simply be put
in place could deliver.

So why won't this happen? First, because no one in politics seems to know about this.
Second, because politics (of most sorts right now) is terrified of upsetting ‘the markets',
even if those markets crush consumers.

Third, as a result politicians who lack the courage to hold the positions to which they
have been elected will not do what is required to protect us from harm.

A decade ago I wrote a book called ‘The Courageous State'. It was all about the need for
politicians who believed in the power of the state to deliver good for the benefit of the
people that they might govern.
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The sad fact is that we don't have such politicians right now. If we did they would be
taking action to change energy price regulation right now to protect us all from the
harm that those regulations are causing.

We need courageous politicians right now who might be willing to act in the public
interest to change the rules of the energy price game to save us all from harm. I can
live in hope that this might still happen. I am not holding my breath.
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