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A B C D E F G H C I E B
PricewaterhouseCoopers LLP (“PwC”) have been asked by Portsmouth City Council (“PCC”) to undertake a 
review of the plans to launch an energy retail business, Victory Energy Supply Limited (“VESL”). Our review 
has focused on the key commercial assumptions, dated Autumn 2017, underpinning the Final Business Case 
(“FBC”), which we understood was the basis for the decision to proceed with VESL, and the more recently 
Revised Business Case (“RBC”), which was provided by VESL management and reflects their latest view of 
revenue and costs assumptions following further market testing.

Given the limited timeframe to conduct the review, we have focused our assessment on the most material 
assumptions in the RBC and supporting documentation (see Appendix 1) to assess whether they reflect our view 
of current market dynamics. Where we consider that assumptions have changed, our expectation is that VESL 
management will consider reflecting these in revisions to the key performance indicators (KPIs) presented in 
the RBC. Where our review results in a change to these KPIs, it is for PCC to assess whether VESL still 
represents an attractive investment opportunity given the other opportunities that they have to deploy capital.

We do comment on the general approach to the choice of KPIs used by PCC and in particular the time horizon 
that the investment is assessed over. The business case presented is entirely consistent with the direction the 
energy market is moving in relation to the way energy is sourced, sold and packaged as a wider service beyond 
solely energy supply. As such, customer value is typically viewed over the medium and longer term, therefore 
the business model should recognise the potential contribution beyond a 5 year horizon.J K L G M F D I N M D O P I C Q I B M B M D R S D M C K I L
Our review has focussed on the key drivers of margin and other financial key performance indicators for the 
energy retail business (VESL). To understand the focus of our analysis, we have broken down the key value 
drivers of revenue, costs and margins for a supply business and what drives these.

Figure 1 illustrates the main drivers of financial performance, which can be broken down into four primary 
areas; (i) Customer tariffs charged by energy suppliers, (ii) Costs incurred by suppliers, (iii) Customer numbers 
and split by tariff types, and (iv) Average annual customer consumption. The product of these elements 
calculates total revenues, costs (direct and indirect) and margins, which are captured in the financial outputs. 
We explain the importance of each of these areas below.T U V W X Y Z [ \ ] ] W ^ _ X ` _ U a Y a U Y b c d a ` ] W Y e X U a Y X ^ c d _ f Y e c g Y ^ _ U h X Y _ ` U ] g ` X i Y _
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1. � � � � � � � � � � � � � � � � � � � � �
Customer energy tariffs are typically split into two elements; fixed charges, which are calculated on a pence per 
day basis and are designed to cover a suppliers fixed costs, and variable charges, charged on a pence per 
kilowatt hour (p/kWh) basis to cover the supplier’s variable costs elements. Tariffs are largely determined by 
the need for suppliers to cover their costs of sales (direct costs) and operating costs (indirect costs) whilst 
remaining competitive. In addition to competition, suppliers may be ‘constrained’ in how they charge e.g. the 
introduction of a price cap in the prepayment meter market restricts the tariff level suppliers are able to charge 
customers irrespective of their cost bases.� � � � � � � � � � � � � � � �   � � � � � � � � � � �
A supplier’s costs base is split into three main categories, costs of sales, operating costs and margin. Cost of 
sales are directly related to the sale of each unit of energy and vary with volumes. In the case of energy, there 
are three cost elements; these are wholesale costs, Network costs and environmental & social policy costs.
Wholesale costs cover the cost of the electricity or gas purchased by the supplier on wholesale markets and sold 
to consumers. In addition to the commodity, wholesale costs include related costs e.g. energy trading fees.

Wholesale costs are largely dependent on prevailing future market prices (as energy is purchased ahead 
of delivery) and suppliers are largely price takers albeit a supplier’s buying strategy i.e. how much 
energy is purchased and when, will mean that suppliers will incur different wholesale costs.

Network costs cover the costs of transmitting power from generators to local distribution zones, and 
distribution charges from these zones to peoples’ homes. Network charges are regulated by Ofgem and 
therefore for each region, suppliers will all pay the same unit rate charges, albeit different regions incur 
different charges.

Environmental & Social charges are recovered by suppliers from their customer base to cover the cost 
of government policies supporting investment in new low carbon generation and social energy schemes. 
Suppliers typically incur these costs equally in relation to the size of their customer base, however there 
are a number of policies where costs may differ across suppliers.

With the exception of wholesale charges, which may vary in response to suppliers’ different buying strategies, 
suppliers have very limited ability to influence these costs. Rather these costs are treated as a ‘pass-through’.� ¡ � � � � � � � � � � � � � �   � � � � � � � � � � �
Operating costs cover all costs associated with the operation of the supplier but which are not directly linked to 
the sale of the commodity. Operating costs include fixed overheads such as office rental, IT, staff and marketing 
costs. These costs are often termed as the costs to serve and the ability of suppliers to minimise their fixed cost 
base will typically determine how competitive their tariffs are and what level of margin the business makes. In 
addition to costs to serve, operating costs also incorporate variable costs associated with acquiring new 
customers e.g. the costs of commission payments to sales agents upon signing up a new customer. Like cost to 
serve, the ‘cost to acquire’ will in part affect the level of margin that a supplier is able to achieve.

3. � � � � � � � � � � � ¡ � � � ¢ � � � � � � � £
The total revenues and costs for the supplier will depend on how customers are allocated across the different 
tariffs by suppliers. Tariff levels are typically categorized within three main customer buckets based on payment 
terms. These are:

Fixed tariffs, where customers fix their energy tariffs for a fixed period. These tariffs are typically a 
supplier’s lowest priced tariff and used to attract and acquire new customers. These customers will also 
typically pay for their energy on direct debit.

Prepayment tariffs, where customers credit their energy meter on a pay as you go basis. Since April 
2017 these tariffs have been capped by Ofgem.

Standard Variable Tariffs (SVTs) under which customers will in effect be on an evergreen contract, 
where the price they pay will be subject to changes, particularly where wholesale costs increase. These 
are typically the least competitive tariffs and can be several hundreds of pounds more expensive than 
the most competitive fixed tariff. These customers are largely unengaged and will form the core target
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market for VESL albeit VESL’s proposition will be based around re-engaging these customers with 
more competitively priced fixed rate tariffs.

4. Ä Å Æ Ç È É Ê Ë Ì È Í Æ Å É Î Ç Ï È Í
Understanding the split of a supplier’s customer base by the different tariff and the revenues and costs of each 
of the tariffs is essential to understanding the economic drivers of the business. Furthermore, understanding 
the different characteristics of these groups is important, particularly with respect to consumption volumes, 
which vary by customer group and region and which together with the above elements, drive the financial 
outputs.Ð Ñ Ò Ç Ó Ê Ñ Ò Ô Ê Ë Ê Ô Ï Ê Ó Ê Õ
As agreed with PCC, our review has focussed on key assumptions in the RBC, which reflects VESL
management’s latest view of the market and incorporates changes to a number of cost and revenue assumptions 
from those presented in the FBC. In particular, we have concentrated on the key drivers of supply margins and 
those areas that are largely influenced by VESL. I.e. we haven’t typically focussed on cost of sales, which are 
pass through costs, outside of the control of VESL and not a source of margin. Rather, we have focussed on the 
more material elements, including:

Customer numbers and average customer consumption volumes. In particular we have assessed growth 
in customer numbers, reviewed these against the business plan and comparable benchmarks to 
determine whether they are reasonable.

Total revenues and tariff levels. We have not benchmarked these against other suppliers, but have 
viewed them in comparison with the price caps to determine whether they appearreasonable.

Wholesale costs. We have reviewed wholesale cost assumptions against current forward market prices 
as well as how electricity and gas are purchased (hedging strategy), and in turn what this means with 
respect to PCC’s exposure.

Operating costs and in particular cost to serve and cost to acquire. These are key drivers of VESL’s 
profit margins. We have reviewed these in light of the VESL business plan to understand whether stated 
levels are consistent. In addition, we have compared these against comparable market benchmarks.

Financial outputs. We have reviewed a number of key financial metrics including profitability and cash 
flow and where possible, have compared these against comparable benchmarks.Ð Ñ Ò Ç Ó Ê Ñ Ò Ô Ê Í È Ç Ë Ê Ô Ï Ê Ó Ê Õ

We have focused our review on the primary commercial assumptions and drivers supporting the FBC and the 
RBC, as noted above. Appendix 1 details documents reviewed as part of the assessment as well as discussions 
held with PCC and VESL.

Our review does not cover the following:

Assessment of state aid risks. These are being covered by CMS, although we have had a number of 
conversations with CMS, in respect of how state aid could impact on key commercial assumptions.

A commercial review of key contracts. We assume that the re-baselined business case reflects current 
contract discussions.

VESL’s governance arrangements, including key policies in relation to risk management, credit risk or 
market risk policies, or the key management information used to assess business performance post go-
live.

Detailed assessment of each key assumption in the RBC or financial model. Rather, our review has 
focused on the key areas that in our view, would have greatest impact on VESL’s ability to deliver the 
RBC’s KPIs.
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Other investment returns to PCC as part of the proposed Joint Venture arrangement. These include; (i) 
the Community Investment Fund which would be distributed by PCC and VESL, (ii) work sourced by 
VESL and passed over to PCC Housing & Property Services (Energy Team) for PV installations etc. and
(iii) margin received by PCC for advancing a loan facility to VESL.

Detailed review of how assumptions and financial indicators stated in the RBC have changed from 
those detailed in the FBC.

A risk assurance review of VESL’s risk management and governance structure.
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VESL initially informed us that the decision to proceed with the energy supply business was based on a number 
of KPI’s from the FBC. PCC indicated that its primary focus when making the decision was total profit 
contribution for the supply business; VESL made a cumulative pre-tax surplus of £5.7m over the business plan 
period, including pre-live activity. In addition, PCC considered a number of other investment returns1 which 
cumulatively amount to c. £8.5m over the 5 year period. Table 1 summarises the key financial metrics contained 
within the VESL financial model, which supported the FBC.� � � � � � � � � � � �   �   ¡ � � � �   ¢ � ¡ � £ ¤ ¥ ¦ § ¨ © ª
VESL financial model Pre-Live Year 1 Year 2 Year 3 Year 4 Year 5 Years 1-5

Customers on supply2 50,122 86,639 112,581 131,123 144,466

Net margin before tax (£m) -2.29 -3.20 -0.44 2.10 3.88 5.63 -

Net Profit margin (%) -13.4% -0.8% 2.5% 3.8% 4.9% -

Retained earnings (£m) -2.29 -3.20 -0.44 2.10 3.87 4.51 -

Peak monthly financing (£m) 7.79 10.80 11.99 11.21 8.11 11.99

Max. cash contribution (£m)* - - - - - - 5.93*

IRR (%) - - - - - - 19.83%

Payback period (months)

Source: VESL FBC
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VESL management informed us that the business case and supporting financial model have since been revised 
to reflect updates to a number of cost assumptions, and inclusion of the updated sales and marketing strategy.
Table 2 summarises the key financial metrics form the revised business case and reflects these changes.� � � � � ¸ � � � � � �   �   ¡ � � � �   ¢ � ¡ � £ ¤ ¥ ¦ ¹ º © ª
PwC adjusted metrics Pre-Live Year 1 Year 2 Year 3 Year 4 Year 5 Years 1-5

Customers on supply 50,122 86,639 112,581 131,123 144,466

Net margin before tax (£m) -3.50 -3.87 -0.74 2.54 4.58 6.89

Net Profit margin (%) -14.1% -1.1% 2.6% 3.8% 5.1%

Retained earnings (£m) -3.50 -3.87 -0.74 2.54 4.58 5.71

Peak monthly financing (£m) 10.36 13.69 14.80 12.90 8.15 14.80

Maximum cash contribution (£m) - - - - - - 8.10

IRR (%) - - - - - - 15.78%
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Given the updates made to the financial model, we have analysed how net margin projections have changed 
from the FBC to the RBC, and what has driven these changes. Figure 2 illustrates the net margin bridge for year 
5 and summarises how changes in revenue and, most notably, operating cost drivers, have resulted in the net 
margins reported in the RBC increasing by £1.3m to £6.9m. The increase in net margins is explained by the 
following factors:

1. Increase in energy sales income: Domestic electricity and gas supply revenues have increased as a 
result of VESL updating tariffs to reflect higher updated costs projection in the RBC, which are passed 
through to the end user. The net profit resulting from the increase in revenues for VESL’s domestic 
supply business is therefore largely offset by higher costs.

2. Higher costs of sale projections. Cost assumptions in the RBC have been updated to reflect the 
latest view of costs. Revised wholesale costs are the primary driver of this increase, accounting for
£12.om of the total £17.9m increase in costs. Average wholesale electricity costs in the RBC have 
increased by 14% to £55.65/MWh and gas tariffs by 29% to £0.5768/therm, relative to FBC 
assumptions. Metering costs and policy cost revisions have led to an increase in costs but as noted 
above, all these costs are passed through and so are net margin neutral.

3. Lower operating costs: The increase in year 5 net margin projections from the FBC to the RBC are 
largely explained by lower revised operating costs and in particular; (i) a reduction in IT (premises) 
costs; and (ii) a reduction in customer acquisition costs.

The reduction in IT costs reflects firmed up third party supplier costs for Customer Information 
Systems (CIS) and other systems, which collectively deliver a £0.6m net margin benefit. The net margin 
benefit from acquisition costs (£0.3m) stems the reduction in acquisition costs, reflecting VESL’s 
revised sales and marketing approach. We note however that these cost reductions are however 
partially offset by a £0.2m increase in bad debt (Other costs), which is driven by higher tariff 
assumptions in the RBC.� � � � � � � � � � �  � �  � ! " # � $ % � � & � � ' ! &  ( � ' & � $ ) ! � � � & * + � , � - . / 0 ) � 1 1 � + & 2 3
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We have not assessed the changes in net margin or other financial indicators from the FBC to the RBC, as part 
of our review. Rather, we touch on each of the elements noted above in our review of the RBC.
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Our review of the RBC and the supporting financial model identified three key areas, where we have comments. 
These are; Customer growth, Acquisition costs and Profitability. We summarise the key points below, and 
provide more detail on each of these areas in the main report.� � � � � � � �   � � ¡ � ¢
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Five year customer growth numbers appear achievable but will be challenging. The sales and marketing 

plan has some tried and tested features but is largely different from approaches taken by other fast growing 

suppliers who have typically led on price and used price comparison websites to drive acquisitions. It is 

essential therefore, that VESL has a fall back plan to a more proven sales model if customer growth is not 

delivering to plan (see 3 below).

The updated business plan is dependent on engaging the c.60% of customers that have never switched. 

Delivery of the face-to-face sales targets is dependent on these customers engaging in response to 

marketing events and engaging with other customers through non-paid referrals. VESL management view 

this as one of their key differentiators in the market place. We have seen some evidence of other suppliers 

successfully growing their customer base in this manner, this is reflected in more recent growth in telesales 

and face-to-face sales activities by other suppliers.

We question, in particular, whether year 1 growth numbers are achievable, given the need to test systems 

and processes and the speed with which VESL can create sufficient customer engagement. VESL 

management informed us that feedback received from suppliers indicated that they would be the first new 

entrant to have fully tested systems, and that other suppliers had not fully tested known complex industry 

processes. However, our experience of other suppliers is that even when accounting for known 

complexities, testing and learning can take up to 12 months.

While customer numbers are an important driver of profit margins, we note that they are not the only 

driver, particularly given that some operational costs vary with customer numbers. For this reason, our 

review separately looks at other drivers including cost to acquire, cost to serve and revenues/tariffs.¾ ¿ À � � � � � � � � ¿ � � � �
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Achieving current sales levels may be challenging, and are difficult to test given the unique features of the 

sales and marketing plan. We have discussed contingency plans with management, which we expect can be 

achieved by VESL looking to adapt its current face-to-face sales activity. In particular, a fall-back plan 

involving a move to more focused and direct “cold” door-to-door sales, given that this is a proven sales 

channel where other suppliers have delivered annual growth levels that are at least consistent with VESL.

In our view, VESL could readily adapt its marketing approach by redeploying its sales force and marketing 

spend. We note however that established suppliers operating in this field have lower current conversion 

rates (c. 3 sales per agent per day vs. c.6 in VESL’s revised business case). Given that VESL’s assumed

conversion rate is based on ‘warm’ leads generated through inbound arranged appointments, VESL 

management would have to consider revising these assumptions down under a revised sales approach.

Furthermore, average costs per sales agent are also higher in VESL’s plan as a means to attract higher 

skilled, more technical sales agents to maximise conversions. Should VESL need to adapt the marketing 

model to achieve the growth targets, VESL may incur greater costs, which in turn would increase 

acquisition costs and put downward pressure on margins. We expect that this would materialise through a 

greater number of sales agents and we have tested the impact of this in our sensitivity analysis.
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Comparison of VESL’s costs to serve (a key measure of efficiency) with other suppliers, indicates that its 

costs are in line with the average of independent suppliers we have assessed and within the range we would 

expect of a new entrant. Importantly, VESL’s costs are in line with the most competitive of the Big 6 

suppliers and below the average of the Big 6 suppliers, from whom, it will target customers. This is in line 

with our expectations and we note that while the lowest cost suppliers we compared VESL against have 

typically been in the market longer, PCC’s backing of VESL may provide the supply business with a 

competitive advantage that enables it to deliver lower costs than other new entrants.

VESL’s projected cost to serve reduces by 18% from year 2 to year 5. This is consistent with our expectation 

and reflects the transition from growth phase in the initial period to more of a steady state as net 

acquisitions slow. The reduction in cost to serve over the first (five) years for a new entrant is typically 

reflective of continual improvements in operations and processes. Furthermore, the reduction in cost to 

serve as the supply base grows relative to VESL’s fixed costs, indicates that beyond year 5, VESL could 

deliver costs below the average of other independent suppliers.
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Relative to other suppliers, VESL’s projected net margins look relatively high, particularly given regulatory 

constraints on future tariff levels. Typically, only the Big 6 suppliers have experienced positive net margin 

growth in line with VESL’s projections over the past 5 years and we consider that this was driven by the

profitability of their “sticky” SVT customers, soon to be subject to a price cap. Likewise, other new entrants 

reviewed have typically recorded significant negative net margins in the first two years.

Since the preparation of the FBC, Government have clarified and accelerated their plans to extend the 

number of customers covered by price caps. The introduction of the prepayment price cap in April 2017 and 

the SVT price cap before the end of 2018 will result in a relatively large proportion of VESL’s customer base 

being subject to capped prices (22% by year 5). NB. The SVT price cap is currently out to consultation and 

the financial impact is not yet known.

Even where not covered by caps, tariffs will need to be set by reference to price cap levels given the need to 

ensure customer bills are cost competitive. As the caps are regulated, based on a target ‘normal’ net margin 

of 1.25% for a domestic supply business, only the most efficient suppliers can expect to achieve higher net 

margins.

There are a number of ways in which VESL could mitigate the risk of delivering returns at or below normal 

levels. These include; aligning its prepayment and SVT pricing structure and approach to the cap 

methodology, aligning its hedging strategy to the approach taken in the cap to determine forward wholesale 

costs for each regulatory period, and driving operational efficiencies. We note that the RBC does not fully 

consider these mitigating actions and in particular, the impact of the SVT on fixed prices. We have therefore 

considered the impact of a ceiling price on fixed tariffs in our scenario analysis.
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Setting up a new energy services company involves a significant up front cost as systems and operations 

(staff) are built out. Consequently, business plans are typically viewed over periods of more than 5 years, 

given these businesses do not typically realise returns for a number of years until their customer bases have 

reached scale and operations are more efficient.

Furthermore, VESL’s proposition is based around a community based energy model – building on a local 

customer base and using the supply business to deliver a growing services product range including energy 



� � � � � � � � � � � � � � �� � � � � � � � � � � � �  � � � � � � � !

" � � � � � # � � � � $ # % � � � ! # & � ' � � � �� ( ) * + , � ! # - . + /+ +% � � � � � ! # � � � � � � � � � � � � �  � � � � � � � !

audits, boiler services and solar PV. VESL’s plan to work towards a service-led offering is consistent with

market trends and the outlook of a more decentralized market, but should be assessed over the medium 

to longer term to reflect the development of its energy services business and the longer term value of its 

customer base. Most notably, offering diversified products and services to customers improves lifetime 

customer value and will potentially reduce the likelihood of customers switching to other suppliers – this 

can only be viewed over time. In view of this, it would be appropriate for PCC to recognise the potential 

value contribution beyond year 5 and for VESL management to model cash flows from years 6 to 10.0 1 2 3 4 1 5 1 6 7 5 1 8 9
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Our review has not focused on risk assurance and as such, we have not conducted a review of VESL’s risk 

management and governance structure. However, we note that there are a number of areas that should act 

as a source of risk mitigation for VESL.

Firstly, we note that VESL has recruited a management team with significant experience across the UK 

energy sector and across different parts of the value chain. In our view, this is a prerequisite for the success 

of an energy supply business and management’s experience should act as a source of risk mitigation for 

VESL.

Second, VESL management has indicated that it will install a coherent governance process to mitigate risk. 

As part of this, the business is establishing a risk management committee (RMC) to manage wholesale 

trading risk, credit risk, financial risk and regulatory compliance. The RMC will be a sub-committee to the 

board with delegated authority to manage ongoing business risks. Whilst membership is yet to be

confirmed as part of pre-live activities, management indicated that the committee would likely include 

many of the VESL management team.

Finally, we note that the business and proposition has been established in such a manner to reduce risk 

exposure. E.g. the business is largely focusing on direct and prepayment customers, who will account for 

around 80% of customers, which should reduce VESL’s exposure to bad debt (late and non-payment).

Collectively, these areas mitigate VESL’s exposure to market risk.
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Our review of the FBC and financial model highlighted a number of areas where the assumptions appear to be 
challenging. As such, we developed two alternative downside scenarios to test the sensitivity of the business 
case to changes in a number of key sensitivities that appeared challenging.

Scenario 1 takes account of slower growth and makes the following adjustments to the RBC:

1. Revising year 1 total customer acquisition assumptions down by 50%

2. Pushing year 1 growth targets back to month 18 by reducing the sales conversion rate to 2.5 sales per 
agent per day and uplifting the required number of sales agents accordingly, to enable year 5 target 
customer numbers to be achieved. This is reflective of a revised sales and marketing plan driven by 
door-to-door cold call sales and assumes that VESL’s total cost base changes in response to changes in 
the configuration of its sales teams.

Scenario 2 builds on the two sensitivities in scenario 1, and considers the impact of the price cap:

3. Reducing SVT customers’ annual bills by c. £100 and reducing Fixed tariff customers’ annual bills byc.
£50 to reflect the introduction of the SVT cap and virtual ceiling price on all tariffs. 

The results of our analysis are presented in Table 3 (Scenario 1) and Table 4 (Scenario 2).~ � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � �
Downside scenario Pre-live Year 1 Year 2 Year 3 Year 4 Year 5 Years 1-5

Customers on supply 25,061 69,792 102,876 126,377 143,123 -

Net margin before tax (£m) -3.50 -5.79 -4.12 -0.65 2.17 5.50 -

Net Profit margin (%) -44.2% -8.6% -0.8% 1.9% 4.2% -

Retained earnings (£m) -3.50 -5.79 -4.12 -0.65 2.17 5.50 -

Peak monthly financing (£m) 10.26 17.51 21.12 22.44 19.71 22.44

Max. cash contribution (£m) - - - - - - 13.41

IRR (%) - - - - - - -15.91%

Payback period (months) - - - - - - -~ � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � �
Downside scenario Pre-Live Year 1 Year 2 Year 3 Year 4 Year 5 Years 1-5

Customers on supply 25,061 69,792 102,876 126,377 143,123

Net margin before tax (£m) -3.50 -6.14 -5.39 -3.06 -1.22 1.78

Net Profit margin (%) -48.1% -11.6% -3.7% -1.1% 1.4%

Retained earnings (£m) -3.50 -6.14 -5.39 -3.06 -1.22 1.78

Peak monthly financing (£m) 10.51 18.84 23.84 28.13 28.92 28.92

Max. cash contribution (£m) - - - - - - 15.02

IRR (%) - - - - - - -56.99%

Payback period (months) - - - - - NA

Source: VESL RBC, PwC analysis� � _ ] Z � W ^ Y ] ^ _ � W _ d Z � W a e Z W ] b a Z [ \ W c _ l b � [ c W � X W b a ] [ _ � l W ] W k _ \ W X _ b Z [ b h W b X g d _ ] k Z � W � Y � [ b W � � ^ e a b �
Our view is that scenario 2 reflects a more probable alternative downside case. While the scenario under which 
VESL needs to adjust its sales and marketing strategy to meet acquisition volumes is plausible, we know that 
the SVT price cap will come into effect from the end of 2018. It is reasonable to assume that the introduction of 
the SVT price cap would create a ceiling price for all tariffs not directly regulated by either the SVT or
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prepayment cap. Our recent experience of the prepayment cap indicates that this may result in suppliers’ profit 
margins becoming constrained

Under scenario 2, VESL would attract fewer customers and see a marked reduction in net profit and retained 
earnings over the five year business plan period. Lower revenues in a price cap environment and lower 
acquisition rates would result in the business incurring cumulative net losses of £19.3m3 over the first four 
years of operation and not making a net profit until year 5. Furthermore, the lower net profit margin of 1.4% 
delivered in year five would be significantly lower than values in the RBC, but is consistent with normal levels of 
profit in a price cap environment. Most notably, VESL’s peak funding requirements would more than double to
£28.9m.

When viewed over the first five year period, the value of the business’s cash flows at today’s prices would be c.
£-11.1m under the downside scenario. However, VESL’s business plans should be viewed over a period of 
greater than 5 years to reflect the longer-term value of its customers, given its proposition. In the absence of 10 
year cash flows, we have extrapolated year 5 cash flows through to year 10 assuming annual growth to reflect 
contribution from new business areas. We estimate that when taking account of assumed growth in cash flows 
from years 6 to 10, the total cash contribution of VESL could be in the region of £8.0m4 in today’s money.

While it is reasonable for VESL management to not include these assumptions within the base case, such a 
scenario playing out is plausible, albeit, we recognise that there are a number mitigating actions management 
could take to reduce the impact. Our view therefore, is that PCC should fully understand the downside risks and 
their impacts when making its decision whether to proceed with the supply business. In particular, PCC should 
give consideration to the potential level of funding that the business may require under such a scenario.

We note however that the business may have value to third parties, either for their customer book, or as a 
platform for growth. E.g. It would not be unreasonable to assume that VESL could achieve a premium value on 
its customers, over acquisition costs, based on achieving a premium for them being stickier.
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In addition to the primary observations, we note the following additional observations from our review:
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In addition to £250k of annual contingency5, the RBC contains a market based cost for working capital 

funding and a charge for use of PCGs. These costs could be revisited based on legal advice, which suggests 

that PCC can provide cheap finance to VESL. Furthermore, VESL’s management indicated that there are a 

number of upsides that haven’t been included within financial projections. In particular, VESL’s 

management consider that the business model offers a platform for the business to take advantage of a 

number of market changes such as;

The ability to offer develop white label propositions – VESL have already been approached by a number 
of other local authorities;

the move to a more decentralised energy market, where penetration of electric vehicles creates 
opportunities for energy companies to expand their customer offering – VESL intends on leveraging 
PCC’s existing roof-top solar (leasing) business, capabilities and pipelines to deliver margin, and at 
relatively low cost;

the move to smart connected homes where energy companies can partner and compete with technology 
and telco’s for a greater share of the customer wallet – VESL indicated that it is already in conversation 
with a number of bluechip companies;

the ability to further leverage the home services proposition.

As these opportunities have not been quantified in the RBC, we have not assessed this area in detail,
however we are aligned with the broad direction of travel for the industry set out above.
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VESL management indicated that the potential collateral exposure over the 3 year proposed trading 

agreement could be in the order of £10m - £15m at current market commodity prices6. This assumes that 

VESL pays for the commodity in accordance with standard industry settlement terms, which expose the 

commodity provider to c.6 weeks risk for commodity delivered but not paid.

In addition, VESL will be exposed to market risk on forward energy sales i.e. the risk that where commodity 

prices fall and VESL is unable to take the commodity, that the counterparty would be forced to sell the 

commodity into the market at a lower price than purchased for. Forecasting this exposure requires 

sophisticated modelling but on the basis that the proposed period extends to 5 years (i.e. beyond the 3 year 

trading agreement), the size of the PCG could be expected to increase to £15m - £20m.7

We note that the probability of a business defaulting is typically the result of worsening financial 

performance in response of worsening market conditions, e.g. lower sales levels, or the introduction of a 

price cap, as outlined in our downside scenario. In the case of VESL, the PCG exposure would be triggered if 

VESL were to default as a result of the council’s decision to stop VESL’s funding.

We note that such an event where VESL were to default and PCC would be fully liable for the full value of 

the PCG is low. Furthermore, such an event where the supplier defaults is likely to occur in a rising market 

with rising wholesale prices. This in itself would reduce the mark to market risk and could potentially result 

in some upside for PCC, should the value of electricity sold back into the wholesale market by VESL’s 
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With respect to hedging strategy and collateral, the approach being taken by VESL is in line with what we 

would expect for a local authority supported retail business. VESL does benefit from preferential 

commodity trading terms due to the ability to leverage PCC’s balance sheet through a low cost PCG.

We have not reviewed the financial model, the integrity of the model or the functionality of the model, but have 
worked on the basis that it is fit for purpose. Rather, our review has focused on assumptions contained within 
the financial model, and checking that they are consistent within the business plan. That said we have noted a 
number of elements that should be considered as part of ongoing updates to the model:

Use of time series assumption. Cost of sale and revenue calculations are largely driven by 
assumptions that change over time, including wholesale costs and policy costs. However the model uses 
a single average assumption for many of these elements, which assumes prices remain constant in real 
terms over the period. Not reflecting changes in these cost items over the modelled period can 
potentially affects costs, revenues and overall funding requirements. E.g. over the 5 year period to 2017 
wholesale electricity costs varied by as much as 20% from their starting point in 2013 and this could in 
turn have a relative impact on costs and funding requirements which would otherwise be ignored 
through the use of a single assumption.

Split out P&Ls for each business unit and customer segment. The model presents only a top 
level P&L for VESL and does not split this by market (domestic, SME, Micro, SME, I&C) or in the case 
of the domestic market, by tariff (Fixed, SVT, Prepayment). Although we note that a number of 
calculations are made at the tariff, there is insufficient clarity on how customer numbers are projected 
to grow or the performance of each of these tariffs.

Inconsistent indexation. We note that a number of assumptions are indexed, by CPI or other 
indices, while others are not. The model should be reviewed so that users are confident where data are 
real (typically assumptions) and where they are nominal (typically calculations and financialoutputs).

IRRs are incorrectly calculated. IRRs in the model have been calculated using the P&L rather than 
the cash flow, as is typically the case in financial reporting. In our view the use of Net Margin taken 
from the P&L results in the IRR being overstated (15.9%). When based on total monthly cash flow we 
estimate the IRR to be nearer to -2.0% for the duration of the venture and 8.0% when excluding pre-
launch cash flows in the RBC.
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