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Times are tough for energy retailers 
in the UK. It is little surprise, there-
fore, that two of the big six – SSE and 

Innogy – want out. But news of the merger of 
the two companies’ retail operations, which 
hit the headlines last week, has neverthe-
less created a stir. Is this the start of a merger 
spree that will condense the big six into the 
big three? And how will the tie-up affect the 
competitive dynamic of the much-maligned 
domestic energy market?

In a move that has caught the industry off-
guard, SSE and Innogy have agreed to merge 
Innogy’s British retail business, Npower, 
with SSE’s household energy and energy ser-
vices business to form a new, separate retail 
energy company.

The merger will effectively turn the big 
six into the big five, and concerned parties 
are urging the competition authorities to 
take a “critical look” at the deal. Trade union 
Unite’s national officer for energy, Kevin 
Coyne, insists that if the big six become 
the big five, then their “stranglehold on the 
energy market will increase”.

Others are less concerned about any neg-
ative impact on competition. Former Npower 
chief executive Paul Massara believes a sole 
merger of this kind will not do much harm. 
If more were to follow, coupling up other big 
six players until most of the domestic energy 
retail market was in the hands of three mega-
suppliers, that might be a different matter. 
But Massara, and other commentators, con-
sider such an eventuality unlikely.

The company created by the Npower-SSE 
merger will still be smaller than British Gas 
– which will remain by far the UK’s largest 

supplier to domestic households with 33 per 
cent of the market for gas and 22 per cent for 
electricity. Based on current Ofgem figures, 
the new entity would have a market share of 
around 24 per cent in the domestic electricity 
sector, bigger than that of British Gas. How-
ever, its share of the domestic gas market 
would be around half that of British Gas, at 
19 per cent.

Coming promptly on the heels of govern-
ment’s publication of a draft bill to imple-
ment a market-wide cap on default energy 
tariffs, it is hard to believe that Innogy and 
SSE have not been forced into bed by wor-
ries about squeezed margins. Particularly so, 
given that SSE has the highest proportion of 
customers on standard variable tariffs (SVTs) 
out of any of the big six, and Npower has 
struggled with profitability after huge cus-
tomer losses in recent years.

Doug Stewart, chief executive of inde-
pendent supplier Green Energy, says the 
proposed merger is an “unintended conse-
quence of government intervention”. “I think 
it’s a shot across the bows of government to 
be perfectly honest,” he tells Utility Week.

Ian Cain, former managing director of 
Centrica’s credit energy business, agrees. He 
says the merger is an outcome of the way the 
competitive landscape is shaping up in the 
energy sector. Speaking to Utility Week, he 
said: “I see some commentators attaching 
significance to price caps as a driver in this 
scenario, though the drivers for me are much 
wider.”

For his part, Innogy chief executive Peter 
Terium is adamant that the merger is not a 
result of the price cap. At a press confer-

ence following the announcement, he told 
journalists the timing was “irrespective of 
the price cap interference”. Nor is it an “exit 
before Brexit”, he said.

However, neither Terium nor SSE chief 
executive Alistair Phillips-Davies could deny 
that the decision was driven by a broader cli-
mate of government intervention.

Terium said the “uncertain political 
environment” for energy retailers in the UK 
was the primary reason, and that the price 
cap news may have “pushed the deal a bit 
quicker”. Phillips-Davies said the “scale of 
change” in the energy market means the 
deal will enable both entities to “focus more 
acutely on pursuing their own dedicated 
strategies”.

It certainly cannot be denied that the 
UK’s political environment is making life dif-
ficult for energy retailers. Rumblings about 
the potential for market exit have been build-
ing since it became clear the Competition 
and Markets Authority’s (CMA’s) recommen-
dations to root out market failures would be 
largely ignored by government in favour of 
more crowd-pleasing measures.

Warwick Business School professor 
David Elmes says energy suppliers are justi-
fiably fed-up. “Despite an extensive review 
of energy markets by the CMA, the govern-
ment has chosen to go further than the CMA 
recommended in requiring changes to how 
companies supply energy,” he says. “We 
have just had another government review 
aiming to ‘recommend ways to keep energy 
prices as low as possible’.”

Elmes suggests there comes a point when 
companies which have the choice of invest-
ing in the UK or elsewhere see the UK as “a 
tough market to compete in”. He says the 
Innogy-SSE announcement should act as a 
“wake-up call”.

This said, it is an accepted industry 
truth that Npower has had a “for sale” sign 
hanging over it for a long time. To say the 
company has struggled in recent years is 
an understatement. It made a £100 million 
loss in 2015, as well as shedding more than 
350,000 customers. In the same year, sig-
nificant problems with a new billing system 
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led to a £26 million fine by energy regulator 
Ofgem. “With that history, it’s not surprising 
that Npower has looked at selling up and 
leaving the retail market,” says Elmes.

Massara suggests SSE’s strategic logic for 
the merger is twofold. Earnings from domes-
tic energy retail are continually subjected to 
regulatory and government interference. SSE 
has the largest SVT-base in the country – 
roughly 90 per cent of its customers – which 
means the incoming cap will hit hard.

The other reason is that the company may 
feel it will get a re-rating on the rest of the 
business if it separates out retail. Massara 
says that, for SSE, the merger creates a new 
entity which can be floated off, reducing its 
political risk and leaving a business made up 
primarily of regulated assets.

Others have speculated that, for SSE, the 
move could be to protect dividend growth. In 
its 2017 annual report, SSE says it believes its 
first responsibility is to give shareholders a 
return on their investment through the pay-
ment of dividends that are at least equal to 
RPI inflation. The company has an impres-
sive track record, having delivered a divi-
dend increase every year since 1999. Indeed, 
the company’s share price spiked dramati-
cally off the back of the merger news. “This 
is all about placating shareholder demands 
as the dividend is linked to the retail price 
index,” says Unite’s Coyne.

Details of what will happen to the merged 
company – “SENpower”, if you will – are 
unclear. The statement issued by the compa-
nies says Innogy will hold a minority stake of 
34.4 per cent, while SSE plans to demerge its 
65.6 per cent stake to its shareholders upon 
completion.

Stewart suggests that putting the com-
pany on the stock exchange will allow 
Innogy and SSE to get rid of their invest-
ment by selling their shares over time. “They 
might change its name, they might carry on 
holding it, who knows?” he says.

“[The new company] could just not renew 
any of the contracts for its 12 million cus-
tomers,” he speculates. “I don’t think the 50 
small suppliers would be able to cope with 
that. I think they’d say they could, but would 
all run out of cash very quickly.”

Hold all bets for now, though. The listing 
of Innogy and SSE’s new retail energy com-
pany is expected to occur in the last quarter 
of 2018 or the first quarter of 2019, but before 
that it needs shareholder and regulatory 
approval.

While this merger alone is unlikely to 
compromise the competitive dynamic of 
the entire energy market, it does show that 
cracks caused by political upheaval are 
beginning to show.

“Since it drives the top 
line, the impact of the 
proposed price cap will 
be a key valuation 
parameter.”

Two big six energy companies, SSE and Innogy, have 
announced plans to merge their British retail energy opera-
tions, thereby creating a new independent energy supply 

business with up to 12 million customers. Its shares will be publicly 
quoted. Some other related assets are included in the proposed deal, 
although SSE’s Irish operations are excluded.

This initiative has some parallels with the 2010 T-Mobile/Orange 
merger – owned at the time by Deutsche Telekom (DT) and France 
Telecom (FT) respectively – in the ultra-competitive mobile telecoms 
market.

In financial terms, the deal is actually quite modest compared 
with the overall market value of both SSE and Innogy’s parent, RWE. 
In fact, SSE’s household retail business for the first-half of 2017/18 
was loss-making, due principally to seasonal factors. 

By contrast, its networks operations produced a half-year oper-
ating profit of £355 million, with the lightly regulated  electricity 
distribution business contributing £176 million. These regulated 
returns enable SSE to deliver impressive dividend growth – the 
2017/18 interim dividend payment will be 28.4p compared with just 
7.7p back in the 1998/99 half-year. 

Innogy, whose Npower brand has been badly tarnished by IT 
problems, reported a thumping £90 million loss in 2016 for its UK 
energy supply business. No wonder it wants out. 

The split, on an equity basis, for the new company is 65.6 per 
cent versus 34.4 per cent in favour of SSE. Completion is not 
expected until Q4 2018 at the earliest: various regulatory approvals 
need to be secured in the interim. Post flotation, SSE plans to pass 
on the sale proceeds to its shareholders. 

Last year, Innogy was partially demerged from RWE, but the lat-
ter still holds a pivotal circa 75 per cent stake.

Over the past decade, RWE’s share price performance has been 
dreadful. The combination of depressed generation prices, low 
power demand, Germany’s forthcoming nuclear power close-down 
and excessive debt has been immensely challenging.   

Interestingly, Innogy has confirmed that this deal will be treated 
as a “financial investment” – City shorthand for exit shortly after the 
six months lock-in period has expired. Little detailed financial data 
is currently available on the new business, so valuing it is complex.

Since it drives the top line, the impact of the proposed price cap – 
a factor cited by Innogy as a clear negative – will be a key valuation 
parameter. Details of how it will be implemented, and its timing, 
remain vague.

Furthermore, discerning investors will expect substantial cost 
synergies to be delivered by the new entity: material IT savings 
should be achievable. And major branding changes are likely – as 
was the case in the DT/FT mobile telecoms merger – when the new 
company launches.

More generally, other members of the big six will assuredly review 
their energy supply operations – and how to improve their lacklustre 
returns. And all, of course, will be very interested in how the market 
values the new business. The proposed deal will undoubtedly impact 
other energy market players, such as the quoted Good Energy, and 
unquoted First Utility and Ovo Energy. Interesting times for sure.

Opinion Nigel Hawkins
Director, Nigel Hawkins Associates
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