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Not long ago, most power utilities were vertically integrated, 
with generation, distribution and retail services all under 
one business. Then regulators, hoping to unleash the 
kind of fluidity and innovation that characterized deregu-
lation in telecommunications, pushed for deregulation 
in utilities, separating retail services, distribution and 
generation into different organizations. 

But for a number of reasons, the energy sector hasn’t 
seen the same type of profit-generating innovation. 
Telecom innovations increased the use of their services 
dramatically. That hasn’t happened in power utilities and, 
given efforts to increase energy efficiency, wouldn’t 
necessarily be desirable. 

Having seen few benefits  
from pulling the value chain 
apart, many utility executives 
are reconsidering putting it 
back together again. 

Having seen few benefits from pulling the value chain 
apart, many utility executives are reconsidering the 
benefits of putting it back together again. Expanding a 
business up or down the value chain offers some advan-
tages—a bigger customer base, reduced exposure to 
market volatility and access to shifting profit pools. Some 
analysts and investors look at these factors and believe 
an integrated utility is more valuable than one that isn’t 
integrated because it can save transaction costs and hedge 
its business against price spikes and cyclical changes 
in profitability.

Our analysis shows that while this may be true in 
some cases, it often is not.  The benefits of vertical 
integration are frequently less than executives think, 
and focusing on integration can detract from success. 
Each case needs to be evaluated on its own merits. Power 
generation and retail are, of course, very different 

businesses, which demand different capabilities to 
succeed. For example, a generator’s costs depend on 
fuel supply, capital and depreciation expenses, and the 
costs of running power plants. The best way to cut 
costs is to improve operational efficiency. A retailer’s 
expenses, on the other hand, depend on sourcing costs 
for electricity and gas, as well as customer acquisition 
and retention. Cost-saving opportunities come more from 
building best-in-class trading capabilities, developing sharp 
customer insights, raising brand awareness and improv-
ing customer relations.

Given these differences, what criteria can utility executives 
use to evaluate an opportunity to reintegrate, or for an 
integrated utility to remain so? The goal must be to 
create a company that is better equipped to deal with the 
broad trends facing the energy sector, including greater 
competition for customers, new investments in renew-
ables and smart grids, stagnating demand due to rising 
energy efficiency and distributed generation gaining 
market share. In other words, how do you position your-
self to win in the new energy world? 

Evaluating the benefits of integration  

Utility executives around the world are revisiting the 
relative advantages of vertical integration, weighing 
them against pure plays as retailers or generators. In 
addition to the question of how investors value the 
business, there are three major potential benefits. 
Understanding the value of each can help executives 
make the right decision about whether to integrate. 

Avoiding transaction costs. This unlocks some value, but 
in our experience the scope is limited. For example, a 
retail utility considering integrating upstream into 
power generation might know more about electricity 
prices and avoid paying the bid-ask spread it would 
incur on the open market. It would also avoid collateral 
costs and have a clearer picture of the relationship 
between electricity supply and requirements, improving 
its ability to acquire electricity based on demand. 

Since the magnitude of these cost savings is fairly limited, 
the net present value (NPV) of a typical generation 
investment doesn’t change much by adopting a verti-
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cally integrated model, even when the bid-ask spread 
is eliminated completely. Consider the example of a 
typical combined-cycle gas turbine (CCGT) plant in 
North America. The overall plant NPV is affected more by 
energy and capacity payments, with avoided transaction 
cost accounting for less than 5% (see Figure 1). On 
their own, avoided transaction costs don’t offer enough 
incentive to vertically integrate, though they could tip 
the scales in a close decision. 

Integration helps hedge against volatility. Short-term 
risks occur when a retailer or generator fails to hedge 
against wholesale spot prices rising or falling dramati-
cally. Retailers face short-term increases when demand 
spikes, but the issue is also becoming more relevant 
for generators, particularly in Europe where supply from 
solar and wind generators can spike on sunny or windy 
days. These sudden increases can depress prices for 
several hours, as happened in France and Germany in 
the summer of 2012. 

But executives must weigh the costs of integration 
against the costs and availability of hedging without 
having to own the physical assets. Consider a hot summer 
in the southwest US. Would the ability to hedge against 
spiking electricity costs be enough to warrant an invest-
ment in generation as protection against high whole-
sale prices? In our analysis of that market, we found 
enough liquidity to allow retailers to affordably hedge 
without having to invest in generation (see Figure 2). 
On the other hand, retailers based in a market with very 
low liquidity (that is, where the peak reserve margins 
have narrowed significantly and where there is a limited 
market for heat rate options) would see a strong argument 
for integrating upstream as a means of hedging against 
high prices. To make these estimates, utilities will 
analyze historic and current loads, taking into account 
predictions for future loads. 

In India, power generators have moved even further 
upstream to ensure their access to fuel. India’s govern-
ment still controls most coal mining, and some gener-
ators have had difficulty securing enough quality coal 
for their large power plants (the ultra mega power projects). 
To secure a steady supply, some have bought stakes in 
coal operations in Indonesia and other countries, 
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Figure 2: Hedging decisions come down to the 
cost of options vs. the cost of physical ownership
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Figure 1: Executives must weigh the value vertical  
integration adds to NPV and the relative costs of 
hedging against price spikes
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following a model developed by Japan’s Coal Development 
Organization in the 1980s.

Successful integration allows a utility to tap different 
profit pools. Since boom-and-bust cycles happen at dif-
ferent times along the value chain, integrated utilities 
can use the profit available in one segment to fund lean 
times in another. For example, higher margins and reg-
ulator pressure in the UK’s generation market during 
the mid-1990s led to a build-out of more power generation 
capacity, mostly CCGT plants. By 2000, excess generating 
capacity led to a price war and pressure on generators’   
costs, which they had paid during the 1990s, taking 
advantage of the decline in wholesale prices to boost 
their margins. Integrated utilities were able to benefit 
during both periods (see Figure 3). 

When does integration make sense?

One North American retail utility considered these three 
axes in evaluating whether to move upstream into 
power generation. Regarding costs, it found that the 

current low natural gas prices would keep wholesale 
electricity costs low for the foreseeable future; thus 
there was very limited incentive to integrate upstream 
to reduce sourcing or transaction costs. Low natural 
gas prices are also putting pressure on generators’ mar-
gins, further reducing the incentive to move into that 
business. For hedging, the utility’s analyses showed that 
it was cheaper to use options than to incur the costs of 
physical ownership, even in the riskiest markets it 
examined. In this particular market, the utility concluded 
that upstream integration did not make economic sense. 

Downstream integration, on the other hand, may make 
more sense in markets where retail is deregulating rapidly. 
In Germany, as in other countries, power generation 
remains profitable, but there are pressures, including 
regulators pushing utilities to generate more power 
from renewable sources and to move out of nuclear 
power. Rising energy efficiency is also likely to add 
pressure as power consumption stagnates, even as power 
generation continues to expand. RWE, the country’s 
largest generator, holds 25% of the market share for 

Figure 3: In the UK, higher margins for retailers in the early 2000s followed higher generator margins 
in the 1990s. Integrated providers could benefit during both periods. 
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As they approach the question of integration, executives 
can take these three steps. 

•	 First, fix the basics that make a successful business. 
Executives in power generation should maintain a 
relentless drumbeat on operational excellence. 
(See Bain Brief, “Using employee segmentation 
to bring out the best in your workforce” for more 
on improving performance.) In retail, customer 
loyalty is becoming a top priority as consumers 
gain more options and greater flexibility. (See Bain 
Brief “Turning on customer loyalty” for more on how 
to improve customer relationships.) Ensuring you 
are executing well in the parts of the value chain 
where you currently participate is the critical first 
step. Vertical integration will never be an elixir for 
poor performance in the base business.

•	 Second, understand the relative benefits you can 
achieve by vertically integrating through reduced 
transaction costs, less market exposure and the 
ability to out-invest the competition by tapping into 
new profit pools. 

•	 Third, understand the regulatory environment 
that you are playing in and modify the strategy to 
take that into account.  

electricity generation but only 10% of the retail busi-
ness. Its main competitors, E.ON and EnBW, have a 
more balanced portfolio of generation and retail. 

The counter argument to vertical integration is that 
pure plays—utilities that focus on one part of the value 
chain—outperform their diversified peers. Because the 
businesses are so different, the capabilities to excel in 
each are different—for example, great customer experience 
and innovation in retail, vs. reducing operating costs 
and ensuring supply in power generation. Executives   
need to have a clear understanding of whether particular 
company’s expertise limits them to a certain segment. 

Where to focus first

Deciding whether, when and how to integrate is part 
of the development of a long-term strategy for any utility. 
Any forward-looking plan should include strategic 
options that give the utility flexibility to change its path 
when executives see signposts—events and trends that 
signal significant changes. For example, a shift in nat-
ural gas prices or export controls would be a signpost 
for US utilities and other businesses. (See Bain Brief 
“Utilities: The road ahead” for more on long-term strategy.)
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