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The development of competitive retail energy markets is a complex task. Consumers
who were previously benefitting from regulated prices and had limited choice are
placed in a situation in which they can choose their supply conditions. But in the
beginning of this process, they have no experience with that choice. Also, competitive
offers do not appear instantaneously. And switching to competitive offers generally
implies losing (definitely or at least temporarily) the protection (e.g. in terms of
stability of prices) which is given in a system of regulated prices. Hence the gains for
consumers are uncertain: on the one hand they can benefit from lower prices thanks
to competition, but on the other hand they are facing new types of costs because
they have to learn about the functioning of competition in these markets and they
lose some forms of protection which were previously given by regulation.

For all these reasons, the transition to fully competitive markets is generally not
realized in one step. Competition in retail energy markets is rather developing in
process, which means that it takes some time before competition is “effective”. At the
beginning of that process, there are only few alternative suppliers and/or not many
competitive offers. This lack of competition is giving (at least) temporary market
power to the incumbent supplier.

Therefore, a transitional phase, during which competition coexists with some forms of
price regulation, is sometimes required. The European directives liberalizing the
electricity and gas sectors recognize the need of maintaining some protection of
customers during the transition to full retail competition.

However, the coexistence of competition and regulation of prices raises several
difficulties, linked to the fact that regulated prices do not necessary reflect markets
prices for energy (esp. the prices on wholesale markets). Therefore, the (regulated)
retail prices are lacking signaling effect: they do not reflect the scarcity of resources
and of environmental goods. In addition, the disconnection of regulated prices from
market prices distorts incentives for the market participants.

These effects are visible in Europe, where several countries are still in the transition
phase to full retail competition (ERGEG, 2009). As shown by these countries, the
coexistence of regulated prices and competition results in a very slow opening up to
competition, most of the consumers remaining in the regulated market. As a
consequence, competitive offers are not developing as quickly as in totally
unregulated environments, strengthening the competitive position of incumbent
suppliers.

In order to give a better understanding of the difficulties of transition from markets
with regulated prices to fully competitive markets, this paper presents the problems
associated with the coexistence of regulation and competition in retail markets
(section 2). It then reviews the European experience with introducing competition in
retail energy markets (section 3). Finally it summarizes the lessons which can be
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drawn from these experiences for the management of the transition towards full retail
competition without regulated prices.

The maintaining of some forms of regulation during the transition to competition in
retail energy markets can be justified by different objectives. A first objective is the
protection of customers during the phases in which competition is not fully developed
and incumbent suppliers retain market power. A second objective is fostering
competition. Therefore incumbent suppliers should not retain excessive market
power and new suppliers should have sufficient incentives to develop in the retail
market. In most European countries, this regulation takes the form of regulated
prices.

But there is a difficulty with maintaining regulated prices in markets which are newly
opened to competition, because the regulated prices will necessarily interact with free
market prices: the level of the regulated prices will for example influence the extent of
competition in these markets, by influencing the behavior of consumers as well as of
suppliers, and will distort their incentives in comparison with a fully competitive
situation. On the one hand, if regulated prices are set too low, consumers have no
incentive to switch to competitive offers, which can result in maintaining the market
share of competitive suppliers at a low level. On the other hand, if regulated prices
are set too high, consumer might be misled, thinking that regulated prices are
actually what the regulator thinks is a fair and reasonable price, and thus become
less “active” on the market.

This is why the level of regulated prices, compared to market prices, has to be set
carefully. But, as these markets were previously regulated monopolies, the regulator
is facing an uncertainty about the level of competitive prices. Therefore the regulated
price can be above the market price as well as below the market price. This section
presents the problem of the coexistence of regulated prices with competitive prices
from the point of view of the regulator (2.1), of consumers (2.2) and of suppliers (2.3).

The fact that prices were previously regulated has implications for the regulator. He is
lacking information and knowledge on what competitive prices would be. Therefore,
the regulated prices are necessarily different from what prices would be in a fully
competitive market. As a consequence, regulated prices may be above as well as
below the competitive market price. In general, when markets are opened to
competition, it is expected that competitive market prices will be below the regulated
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pricel. However, in circumstances in which input costs are rising, regulated prices
may also come to be below market clearing levels.

Box 1: the problem if regulated prices are set belo  w market prices (Yarrow,
2008)

It might be expected that, since costs tend to become inflated/padded in conditions of
monopoly, competitive market clearing prices will be below the regulated price. Indeed this
is frequently one of the major motivations for market opening. However, in circumstances in
which input costs are rising regulated prices may come to be below market clearing levels,
for one or both of two principal reasons:

Regulatory lag may mean that it takes some time for rising costs to be translated into
higher, allowable prices.

In periods of rising costs/prices, any political influences on regulatory decision
making will typically lead to pressures not to allow price hikes that are fully
commensurate with increases in costs.

If, then, a price ceiling is maintained in conditions in which a market is competitive, but in
which there is uncertainty about the changing (over time) market clearing price level, we
might expect, as a first approximation, to find that:

When the price cap is above market clearing levels it will be non-binding, and hence
it will have no short-term influence on pricing outcomes, and
When the price cap is binding, and therefore has an immediate influence on market
prices, it is because the cap is below market clearing levels.

The implication is that there will be case 2 outcomes in some sets of circumstances/periods.
Further, given regulatory lag and potential political influences, price controls can be
expected to bite when market clearing prices are high, and to bite harder the higher market
clearing prices become.

Although price controls (or price influence) may not be constraining in many
circumstances/periods, the circumstances/periods in which they do have influence are
precisely those in which, depending upon the type of market under consideration, (a) the
profits of competitive suppliers would normally tend to be relatively high or (b) the margins of
competitive suppliers would normally be at their most vulnerable. Retail energy supply
corresponds to the second of these alternatives, in that the margins of retail suppliers tend
to be most at risk during periods of unexpectedly large increases in wholesale energy
prices.

In consequence of these effects, supply-side incentives can be seriously distorted/ damaged
by the presence of price regulation, even if there are long periods in which price controls are
not actually binding. When controls do bite it will tend to be in market conditions and at times
that are particularly significant for the recovery of capital costs, and hence for investment
incentives. And if investment is chilled, restricted supply in the future may lead to outcomes
in which price caps eventually become binding in more periods (because market clearing
prices are increased by poor supply-side performance) — an example of the kind of adverse
dynamics that tend to be associated with this type of interventionist policy.

Source : Yarrow (2008), p. 19-20

! This was especially the case during the years of market opening in Europe, due to a situation of
over-investment in the electricity industry.
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The uncertainty faced by the regulator has consequences for the development of
competition in the market, as it can lead to distorted incentives for market
participants. These distortions can have different origins: regulated prices which are
above or below market prices, or price setting mechanisms which are relatively
inflexible? compared to the situation without regulation. The question then is whether
this situation of distorted incentives is compatible with the objectives of customer
protection and of limitation of market power of suppliers.

One problem during the transition to competitive markets is that market prices could
increase due to the exercise of market power. However, in practice the regulator is
often unable to differentiate between market prices that are high due to normal
competitive factors and prices that are high due to the exploitation of market power.
In that case, regulation has to deal with the following trade-off. Ideally, the regulation
of prices during the transition to competition aims at constraining the exploitation of
market power. In the same time, this regulation should not impose limitations on
competition.

Because of the distorting effects of price regulation and of the difficulties in
implementing it, regulated prices should be removed after some time. But finding the
appropriate timing for removal of price regulations is a difficult exercise. If regulation
is withdrawn too late, this distorts the functioning of the market. According to ERGEG
(2009) “End-user price regulation in electricity and gas markets distorts the
functioning of the market and jeopardizes both security of supply and the efforts to
fight climate change (especially: artificially low end-user regulated prices could
increase demand by end-users and ultimately be an obstacle to the EU objectives
regarding climate change and security of supply). Therefore end-user price regulation
should be abolished, or where appropriate, brought into line with market conditions.”
But if regulation is withdrawn prematurely, firms may be able to exercise market
power (either individually or jointly) to raise prices (Harker & Waddams Price, 2006).

In a system where regulated prices co-exist with free market prices, there is a high
probability that the price levels for the two types of prices will diverge. This has
consequences in terms of behaviour of the consumers.

If regulated prices are lower than free markets pri  ces, then consumers will
have no incentive to switch to competitive offers®. Another aspect is that when

% This lack of flexibility can be due to regulatory lag, i.e. the time lag between when a company incurs
a cost or receives a revenue and when the regulator responds to this by raising or lowering the
company’s prices.

® This is for example the case in France, where regulated tariffs are reflecting the (low) production
costs of the nuclear power plants owned by EDF. The consequence is that alternative suppliers are
unable to propose attractive prices on the French electricity market, which is an impediment to
competition (Rapport Champsaur, 2009)
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prices are set too low, then consumers do not have the right incentives to use
energy in the most efficient way. Therefore the level of regulated prices should
not be set too low, because this would be in contradiction with the objectives
of developing competitive markets and of implementing sustainable energy
policies.

On the other hand, if regulated prices are too high in comparison with free
market prices , consumers could be misled. First, they could think that the
regulated price defines what the regulator thinks is a fair and reasonable price.
In that case, they will have lower incentives to search for alternative, better
offers and they will end up paying higher prices. Second, consumers could
also think that offers of discounts on regulated prices must be good deals.
Again, this can result in having less “active” customers, which could in fine
lead to higher price levels on the market.

This risk of having less active consumers is reinforced by the fact that consumers on
retail energy markets are facing switching costs . Switching costs are disadvantages
which a consumer perceives would be incurred by changing to another supplier, but
not by staying with the current supplier (Harker & Waddams Price, 2006). These
costs may be:

financial (a better deal as a reward for loyalty with the current supplier, or a
charge to change supplier)

or involve the consumer’s time (in searching or switching)

or be psychological (concern or uncertainty about the quality of the service
from the new provider).

Because of the existence of switching costs, incumbent firms retain higher market
shares, despite charging significant price premia over entrants. From a competition
point of view, the existence of switching costs can contribute to both single and joint
firm dominance (Harker & Waddams Price, 2006).

Box 2: competition concerns in the presence of swit ching costs (source:
Harker & Waddams Price, 2006)

The first competition concern is that the incumbent may remain dominant , with the
potential to abuse its market power, because consumers do not exert a sufficient
competitive constraint on the firm through their willingness to change suppliers. (...) upon
the opening of the market to competition, consumers had little experience of choice and may
have perceived switching costs (i.e., search or the transactions costs of changing supplier)
as too high relative to the potential gains from switching. In this respect, both the empirical
evidence and the experience suggest that there was and, indeed, there remains some
cause for concern. Very shortly after the introduction of competition, Giulietti et al. (2005)
asked gas consumers what price saving they would need to switch suppliers and from these
figures it was clear that the profit-maximising strategy for the gas incumbent was to keep
prices around £100 a year above that of competitors, thereby exploiting consumers who
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required larger savings to switch. Even though this would mean losing about 45 per cent of
the market, the profits from the remaining 55 per cent would still render this profit-
maximising. In a similar exercise for electricity, Waterson (2003) found a similar mark up
would be profitable. (In the UK electricity and gas markets) most incumbents do indeed
retain just over 50 per cent of their market, while charging a significant price premium over
entrants.

Consumers who are reluctant to switch suppliers may contribute to the sustainability of
coordinated effects . Coordinated effects may occur in markets where “...the structure may
be such that firms would consider it possible, economically rational, and hence preferable, to
adopt on a sustainable basis a course of action on the market aimed at selling at increased
prices”. There are three key conditions for coordinated effects: a high market concentration
so that firms can be aware of each others’ actions; an ability to respond to price changes
swiftly, in order that deviant behavior can be punished; and weak competitive constraints
from entrants or fringe players outside the core group. In respect of the first criterion, Ofgem
quotes high Hirfindahl Hirschman Indices (HHIs), well above the 1800 figure which the OFT
regards as highly concentrated. Other market characteristics may also assist coordinated
effects. Gas and electricity are homogeneous products and electricity incumbents have
similar market profiles (though the gas incumbent’s dominance on a national basis gives it a
different structure). Crucially, there is repeated interaction between the firms, both in each of
the regional electricity markets and in the national gas market and such multimarket contact
can facilitate collusion, especially when costs vary between firms in different markets. As
Ofgem recognises, such extensive multimarket contact may also help overcome the
difficulties of punishing deviant firms.

Source: Harker & Waddams Price (2006), p. 10-11

The divergence between regulated prices and market prices also has implications for
the suppliers:

If regulated prices are set too low , new suppliers will be discouraged to
enter the market. More generally, all suppliers will have fewer incentives to
invest and to innovate or even to recover their previous investment costs.

On the other hand, if regulated prices are set too high , the incumbent(s) will
benefit from super-normal returns. This creates an incentive of tacit collusion?
among the suppliers, to the detriment of consumers. One consequence will be
that there will be less diversity and less innovation in the types of tariffs
offered.

* Yarrow (2008) discusses two competition problems arising from this kind of situation. The first one is
price leadership, whereby the posted prices facilitate generally higher prices across the market. The
second one relates to a collusive or coordinated equilibrium, in which the posted prices serve as focal
points for coordinated behaviour.
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Another aspect concerns the relation between regulated prices and energy prices

on the wholesale market . If regulated prices are not in line with wholesale market
conditions, suppliers without significant low cost generation capacities or equivalent
long term contracts will not be able to make competitive offers which cover their
supply costs (ERGEG 2007b). Consequently, with a limited number of suppliers,
there will be no development of wholesale markets. Liquidity will remain at a low
level. As a result, neither wholesale nor retail markets will be competitive.

One last aspect which is discussed in the literature (Yarrow, 2008) is that price
regulation creates some kind of “standardization” in prices. This standardization
reduces variety, and thus search costs for the customers. But it also changes
information conditions for suppliers, and the pricing transparency which is created
can facilitate tacit collusion.
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In Europe there is a considerable variety of situations regarding the transition from
regulated end-user prices to competitive prices (ERGEG, 2009). Therefore Europe is
a good case study to draw lessons regarding the best way to realize the transition.
This sections aims at presenting the experiences of European countries, highlighting
first the logic of transition in different European countries (3.1), then the
consequences of each country’s choice on the development of retail competition
(3.2), and finally the way forward for those countries which have not completed their
transition towards fully competitive retail markets (3.3).

In July 2008, end-user price regulation is still in place in many European countries,
for electricity as well as for gas. The persistence of regulated prices is particularly
strong for the market segments representing the smallest customers, especially
households, where a majority of countries were still having regulated prices in 2008.

Figure 1: End-user price regulation by market segme  nts
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The path to opening up to competition in retail energy markets has not been a
uniform one (ERGEG, 2007a and 2009) although the main progress between 2007
and 2008 for both sectors has been the generalization of retail competition to the
segment of households. Many different patterns of market opening can be identified.
And these patterns are not necessarily the same for electricity and for gas.

In electricity , different types of countries can be identified

A first group of countries, the “early movers ”, have fully opened their
electricity markets before the end of 2002 . In general, these countries had
no regulated prices in June 2007 (UK, Norway, Sweden, Finland and Austria),
except Germany, where price regulation expired on 1% July 2007.

A second group of countries have introduced retail competition in all
market segments between 2003 and 2006 . Most of them have maintained
regulated end-user prices until June 2007 (Denmark, Spain, Netherland,
Ireland, Portugal) for all customer segments or at least for households and
small businesses, except the Czech Republic, where no price regulation
existed in June 2007. None of these countries has removed its price
regulation between June 2007 and July 2008 (except Spain for the medium-
sized to large businesses and Ireland for the energy-intensive industry).

A third group of countries are those who introduced full retail competition in
2007. Most of them have maintained end-user regulated prices until July
2008 for all customer segments  (France, Greece, Romania)

A fourth group of countries consists of those who introduced full retail
competition in 2007 and simultaneously removed regulated prices for
some market segments but not for households (Hungary, Italy, Latvia,
Lithuania, Poland and Slovak Republic). Three countries of this group have
already adopted roadmaps in order to remove end-user price regulation.

A fifth group consists of three countries having introduced full retail
competition in 2007 and simultaneously removed regulated prices for all
market segments (Belgium, Luxembourg and Slovenia). Iceland (date of
market opening not given in the ERGEG report) has also removed all price
regulations.

Finally, the sixth group consists of those countries which have not yet
opened their markets to competition : Estonia (in 2009), Cyprus (in 2014)
and Malta.

The situation of these countries regarding regulation of end-user prices in July 2008
is summarized in table 1.
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Table 1: choices in terms of market opening and reg

for electricity

ulation of end-use prices

First movers in
Electricit retail Followers Late movers Closed
y competition (2003-2006) (2007) markets
(before 2003)
UK,
: Norway, Belgium,
No price Sweden, : Luxembourg,
regulation Finland Czech Republic Slovenia
(July 2008) Austria, (Iceland?)
Germany
. Hungary,
Price _ ) Italy, Estonia,
regulation for Spain, Latvia Cvprus
small Netherland, - ; vy
Lithuania, Malta
customers only Ireland Poland
(July 2008) Slovak Republic
Price
regulation for Denmark France,
all market P ' Greece,
ortugal ;
segments Romania
(July 2008)

Source : ERGEG (2009)

In the gas sector , the market opening patterns are slightly different than for
electricity

The group of first movers without regulated prices consists of only three

countries: Germany, UK and Austria.

In the second group (having introduced retail competition in all market
segments between 2003 and 2006), all countries have maintained regulated
end-user prices until June 2007 (ltaly, Spain, Denmark, Netherlands) for all
customer segments or at least for households and small businesses. In all
these countries end-user price regulation was still in place for the small
customers in July 2008.

A third group of countries are those who introduced full retail competition in
2007. Most of them have maintained end-user regulated prices until July
2008 for all customer segments  (France, Hungary, Lithuania, Poland,
Romania)

A fourth group of countries consists of those who introduced full retail
competition in 2007 but still have regulated prices for some market
segments, especially households (Estonia, Ireland and Slovak Republic).
Estonia already adopted roadmaps in order to remove end-user price
regulation on the segment of household customers.

A fifth group consists of the countries having introduced full retail
competition in 2007 and simultaneously have no regulated prices for all
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market segments (Belgium, Czech Republic, Luxembourg, Slovenia and

Sweden).

Finally, the sixth group consists of those countries which have not yet
opened their markets to competition : Greece (starting in 2009), Latvia
(2010) and Portugal (2010).

The situation of these countries regarding regulation of end-user prices in July 2008
is summarized in table 2.

Table 2: choices in terms of market opening and reg  ulation of end-use prices

for gas
First movers in
Gas retail Followers Late movers Closed
competition (2003-2006) (2007) markets
(before 2003)
Belgium,
No price Germany, Czech Republic,
regulation UK, Luxembourg,
(July 2008) Austria Slovenia,
Sweden

Price
regulation for Italy, Estonia, Greece,
small DSr?r%lgr'k Ireland, Latvia,
customers only Netherlands Slovak Republic Portugal
(July 2008)
Price France,
regulation for Hungary,
all market Lithuania,
segments Poland,
(July 2008) Romania

Source: ERGEG (2009)

The electricity and gas sectors have in common that less than half of the countries
(11 for electricity, 8 for gas) have totally removed their price regulations on all
customer segments and that relatively few countries have adopted roadmaps for
removing price regulations.

The difference between the electricity and gas sectors is that in electricity, there has
been a tendency towards a removal of price regulations for the segments of energy-
intensive industry and medium-sized to large businesses, while in gas supply, little
changes have been observed between 2007 and 2008 regarding the removal of price
regulation. Also in the electricity sector, more roadmaps have been adopted to
remove end-user price regulation than for gas.
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The outcomes of retail competition can be evaluated in terms of switching of
customers. In those countries where regulation is still in place, most customers are
still supplied at regulated prices. This is especially the case for the segments of the

smaller customers (households and small businesses).

Figure 2: Percentage of customers supplied at regul ated prices
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In the market segments in which there are still regulated prices, the market share of
the regulated price is far above 50%. For the segment of household customers, the
percentage of customers who are still supplied at regulated prices is more than 95%
in all countries except one (for both electricity and gas): Spain. When the size of the
customer increases, the percentage of customers supplied at regulated prices
decreases. However, there is only one case where the percentage of customers
supplied at regulated prices is lower than 50 %: the Spanish energy-intensive
industry.

According to ERGEG, there is no clear link between the share of customers supplied
at the regulated prices and the possibility or not to switch back to regulated prices. In
electricity, this possibility to switch back (or reversibility) exists in most countries
except Romania (for all customer segments), France (for small businesses, medium-
sized to large businesses and energy-intensive industry) and Spain (for energy-
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intensive industry). In gas, the option of switching back is not given in only one
country: France (for all customer segments).

The analysis of switching rates in markets where retail competition coexists with
regulated prices (or of markets shares of regulated prices vs. market prices) can be
complemented by an analysis of the relative price levels in regulated and unregulated
markets.

Table 3: regulated prices compared to free retail m  arket prices for electricity (1

July 2008)
Medium-sized Energy-
- Small g :
Electricity Households busi to large intensive
usinesses . .
businesses industry
A\(erage retail market France Frange _ Estonia
price below regulated : Latvia Romania :
. Latvia . Romania
price Romania
Average retail market Denmark Denmark Denmark
. = Ireland Ireland
price similar to | | Ireland Denmark
regulated price Portuga Portuga Portugal
Spain Spain
Average retail market Hungary France
3 Lithuania Hungary France
price above regulated : : . : . Portugal
- Romania Lithuania Lithuania Spain
b Slovak Republic b
Greece
Italy Greece
N.A. Italy Greece Greece
Netherlands
Netherlands
Poland

Source: ERGEG (2009)

The expected effect of retail competition is that market prices should be below the
former regulated prices. If market prices are lower than regulated prices, this should
also lead to customers switching to market prices (instead of regulated prices). Only
a few markets are in this situation where market prices are in fact lower than
regulated prices. Regarding the way free market retail prices are fixed, it is interesting
to note that the three cases (in red) where free retail market prices are not based on
wholesale market prices are also cases in which the free price is below the regulated
price. In France, free market retail prices are usually set by offering a discount on
end-user regulated prices.

There are a number of situations where average retail market prices are above
regulated prices. In that case, the incentive to switch to competitive prices is reduced.
However, as stated by ERGEG, no firm conclusions can be drawn on the relative
level of regulated prices compared to free market retail prices.
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Table 4: regulated prices compared to free retail m

arket prices for gas (1 July

2008)
Medium-sized Energy-
Small . :
Gas Households busi to large intensive
usinesses . .
businesses industry
Average retail market
price below regulated France Hungary Hungary Hungary
price Hungary Romania Romania
Average retail market
price similar to Spain Spain Ireland
regulated price
Estonia
Average retail market Ireland Ireland
price above regulated Lithuania Lithuania Lithuania Lithuania
price Romania Romania
Slovak Republic
Denmark Denmark Denmark
France
NA Italy France France Poland
o Netherlands Netherlands Poland Portuaal
Poland Poland Portugal 9

Source: ERGEG (2009)

On the “household” and “small business” segments of the gas market, there are a
many situations where average retail market prices are above regulated prices.
Therefore the incentives to switch to competitive prices should be low. However, as
stated by ERGEG, no firm conclusions can be drawn on the relative level of regulated
prices compared to free market retail prices.

Regarding the way free market retail prices are fixed, there are only two cases (in
red) where free retail market prices are not based on wholesale market prices: this is
because in France, free market retail prices are usually set by offering a discount on
end-user regulated prices.

The possibilities to move forward and to remove regulated prices price have a
political dimension. This means that the removal of regulated prices should be
desirable from the point of view of the decision makers in charge of removing price
regulations.

The desirability of a quick transition within each country can be analyzed by
looking at the past choices regarding removal of price regulations and at the
roadmaps for the transition to unregulated retail competition.

While in electricity, many countries have removed price regulations between
June 2007 and July 2008, at least in the market segments representing the
bigger customers, in gas, there has been only one market segment in one
country for which price regulation has been removed.



In electricity markets, it is also noticeable that there is no clear link between
removal of price regulations and date of market opening: none of the countries
which have opened their markets before 2007 has removed price regulations
between June 2007 and July 2008, while many of the countries which opened
their markets in July 2007 have also removed price regulations in some
market segments. This suggests that removal of price regulations is clearly a
political choice (and not driven by experience with market opening).

Regarding further removals of price regulations, the roadmaps which have
been adopted by different countries show that only a minority of countries
intends to remove the regulation of end-user prices within a short delay.

Table 5: Roadmaps for removal of end-user price reg  ulations (July 2008)

Medium-sized Energy-
Small . ]
Households . to large intensive
businesses . .
businesses industry

Total number of
countries with
price regulation
Countries which
planned to
remove price
regulation by
2011

Total number of
countries with
price regulation
Countries which
planned to
remove price
regulation by
2011

Source: ERGEG (2009)

Electricity

Gas

It is interesting to see that the decision power regarding removal of price regulation is
in the hand of different entities.

Table 6: Decision power regarding removal of price regulation

Parliament Other or N.A.

Regulator Minister/Government

Electricity

Gas

Source: ERGEG (2009)

Often it is not the regulator who has the power to decide whether price regulation
should be removed. This decision remains a political one, being most often in the
hands of the parliament and of the government or the minister.
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For regulators, choosing the appropriate strategy for the transition to competitive
retail markets is not an easy task. Two elements should be taken into account. First,
regulatory strategies should be adapted over time, to take into account the changing
needs of consumers and suppliers during the different phases of market opening.
Second, regulatory strategies should give the market participants sufficient
guarantees in terms of protection of consumers and of new suppliers, and they also
should be sufficiently transparent, so that market participants can anticipate future
evolutions.

The appropriate regulatory strategy cannot be defined once for all. Some regulatory
strategies which are appropriate just after the introduction of competition should not
necessarily be used in markets with some degree of competition, or in markets with
effective competition. When competition is not yet fully effective, but some elements
of competition are in place, the market is considered as in a stage of “established
competition”.

This concept has been defined in a report for the British gas regulatory Ofgas in
1996. Ofgas’ position was that “established competition” represents a stage in the
transition from the position where BGT had a statutory monopoly over the whole
market, to the position where competition is effective. This suggests an approach to
the consideration of “established competition” which places greater emphasis on how
the market process is operating rather than concentrating on the criteria which might
mark the successful achievement of the final goal of securing effective competition.
Ofgas’ approach was therefore placing particular emphasis on:

“customer responsiveness - such as customer awareness and their ability to
switch suppliers readily;

suppliers’ offers - such as what choices customers are being offered and by
whom; and

the further development of competition.” (Ofgas, 1996, p. 13, cited by
Littlechild, 2006).

Ofgem adduced and examined the evidence on these matters. It concluded that
competition was indeed established in the direct debit sub-market of domestic gas
supply to the South West in early 1997.



FSR MEDREG TRAINING COURSE

Box 3: Is competition established today? (by Stephe n Littlechild, 2006)

Can it be said that competition is ‘established’ in this sense in both domestic energy markets
in the whole of the UK today? The domestic electricity market has now been open for about
6 years, the domestic gas market a couple of years longer. In that period, both customer
awareness and the extent of competition have increased significantly.

Ofgem (2003) itself has emphasised this. By mid-2003, over 90% of customers were aware
that they could purchase gas and electricity from other suppliers. Over a third of customers
said it was easy to compare prices between suppliers. (Most of the remainder said they did
not know, rather than that it was difficult to make comparisons.) Around 40% of all domestic
customers had actually chosen another supplier. Around 15% said they were likely to switch
in the next 12 months. A third of electricity customers and over 40% of gas customers had
switched more than once.

Customer experience has continued to increase. The official consumer body energywatch
has accredited nine easily accessible websites that make comparisons of alternative offers.
By the end of 2003 about half of all customers - 47% of gas customers and 51% of
electricity customers - had switched their supplier at least once, and over a third of the
switchers had changed their supplier more than once (Ofgem, 2004).

Market structure and products available have also become more competitive. The in-area
market shares of incumbents have continued to fall. Many customers have chosen to buy on
a ‘duel-fuel’ basis (that is, buying both fuels from the same supplier). Non-price offers have
proliferated, including affinity deals with supermarkets and others, green tariffs, and
differentiated services including insurance and reductions for selfmeter reading. And some
medium-term price guarantees have been offered to and accepted by customers, as
discussed below.

Certain arguments can be adduced on the other side. It is true that competition has made
less inroad at local level than at national level. There are now six major supply groups in the
domestic (residential) energy market. At national level their market shares range from 11%
to 24%, averaging 16.5%. But within their own areas the market shares of incumbent groups
range from 53% to 68%, and 82% in the north of Scotland, averaging 61%. In addition,
commentators claim that margins have increased over time. As noted, DTl has drawn
attention to “the continued failure of electricity suppliers to reduce in-area prices for
domestic customers”. The possibility of price parallelism has been raised (Ofgem, 2002,
2004).

If the question is whether retail competition is ‘fully mature’ or ‘fully effective’, then no doubt
debate could continue for some years. But this is a more onerous test than originally
envisaged. In terms of Offer's (1996) approach, it surely cannot be doubted that domestic
consumers now have much more ‘experience of contractual relationships in electricity’ than
could have been envisaged in 1996. They are correspondingly unlikely to be ‘persuaded’ to
enter into contracts which are not in their best interests. Moreover, in terms of Ofgas’ (1997)
concept, competition is even more ‘established’ nationally today than Ofgas determined it
was in the direct debit gas sector in 1997.

In 2002 Ofgem deemed the degree of competition sufficient to allow it to remove all
transitional price caps on incumbent gas and electricity suppliers. It is arguable that the very
existence of the price caps was in fact a deterrent to the further growth of retail competition.

Source: Littlechild (2006)
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The appropriate regulatory strategy for each “phase” of market opening has been
described by Yarrow as follows (Yarrow, 2008).

In the early stages of transition , the incumbent suppliers enjoy substantial
market power. In that situation, relaxing the price caps would lead to higher
prices for consumers, the incumbents being able to exercise unilateral market
power. Also the regulated retail prices should not be set too low, else new
suppliers could be reluctant to enter the market®. According to Yarrow, in this
situation the price caps should be set above the market clearing levels.

In the stage of “established competition”, the trade-offs change. The risks
of consumer detriment due to exploitation of market power decrease, and the
risks to competition and consumers arising from price controls increase. Since
the risks of ill judged price interventions start to increase rapidly when
competition reaches an intensity where pricing below the caps starts to occur,
there is a strong argument for getting through the transitional stage, to full
deregulation, quickly. The reason why speed is important is that if suppliers
believe that the transition to deregulation will be made quickly, then even if
price controls are set inappropriately, the effects on longer-term supply-side
decisions (related to investment and innovation) will be muted.

In the stage of “effective competition”, price controls should be totally
abolished in favour of application of competition law.

The characteristics of each phase of market opening and the corresponding
regulatory strategies are summarized in table 7.

® This has been the case in the US, in the states which have first introduced retail electricity
competition (Littlechild, 2002). In some states, the regulated prices have been set at very low levels,
discouraging entry of new suppliers and jeopardizing the financial stability of some incumbent utilities.



Table 7: Regulatory strategies in each phase of tra  nsition to competition

Market assessment Market conduct Regulatory strategy

Phase 1
“Pre-competitive markets”

Incumbents no longer have

Phase 2
“Established competition”

Competition protects

Phase 3
“Effective

Source: Yarrow (2008)



FSR MEDREG TRAINING COURSE

During the transition towards full retail competition, the regulation of prices aims at
providing guarantees to the market participants. A first category of measures aims at
protecting consumers against exploitation of market power by the incumbent. This
can be done by defining adequate price regulation methods. A second category of
measures aims at protecting the new entrants’ interests in the transition phase. To
foster the development of competition during the transition phase, new entrants and
incumbents should benefit from conditions which are similar to those faced by the
incumbent suppliers.

Guarantees for consumers

Detailed price regulations or one overall price cap  ? During the phases in
which some forms of regulation are justified by prevention of abuse of a
dominant position, the regulation of prices can take different forms: either a
detailed regulation of all of the incumbents’ prices, or a more general
regulation, in form of a cap on the average revenue raised from all tariffs in
some market segments (for example the residential market) but with no
separate control on individual tariffs®. In the case of a price cap on the average
revenue, a potential problem can be the tariff rebalancing within the overall
price cap, if this rebalancing aims at preventing entry of new suppliers, which
will most probably occur in the most profitable market segments.

How to protect vulnerable customers?  Regulated end-user prices are often
seen as means of protecting vulnerable customers. In the process of transition
to free market end-user prices, protection of vulnerable customers can be
realized by different means. ERGEG (2007b) cites different means which are
in line with market conditions:

o Tax discrimination (different energy taxes or VAT based)
0 Subsidies either proportional or lump sum
0 Social benefits

Guarantees for suppliers can take different forms. One important element for new
entrants in the retail market is that regulated prices be set according to wholesale
prices. Another aspect is related to the speed of transition.

How to set regulated prices? Basing regulated prices on wholesale prices
has several advantages. First, this reduces the difference between regulated
firms and suppliers selling on the free market. This is important especially

® This second form of price regulation has for example been used in the UK gas sector before 1997
(Harker & Waddams Price, 2006).
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when new entrants are not vertically integrated, and are obliged to buy all their
energy on wholesale market. These new entrants are particularly exposed to
several types of risks’. If regulated retail prices are not based on wholesale
prices, then suppliers without significant low-cost generation capacities or
equivalent long term contracts will not be able to make competitive offers
which cover their supply costs. Second, this has a signaling effect for
consumers, the retail prices being reflective of scarcity of resources for which
wholesale prices are a signal®. However, in early stages of market opening,
this can also raise problems of acceptance by the consumers®.

High speed or low-speed transition?  When transition to competitive pricing
is realized at high speed, there is high uncertainty on evolution of competition;
in addition, firms may be able to exercise market power. On the other hand, a
low-speed of transition increases the risk that consumers remain in the
regulated market, delaying the competitive opening of the market.

The question of transparency of regulation and of the transition pr ocess is also
an important issue. Transparency is related to different questions, especially the
selection of suppliers offering at regulated prices and the transparency of price
regulation:

What logic of selection of suppliers offering regul ated prices? In the
majority of European countries, not all suppliers are offering regulated prices.
In general, the supplier assigned to public service obligations is obliged to
offer regulated prices. In several countries, this supplier is considered to be
the default supplier (ERGEG, 2007a).

" These risks are (1) price risks, because they sell on the basis of contracts with relatively stable prices
and they buy on wholesale markets, where prices are fluctuating, and (2) volume risks (because the
volumes of electricity sold cannot be anticipated precisely, and therefore they have to buy energy on a
very short term basis) (Boroumand, 2008). Finally, suppliers are also “vulnerable to a high risk of
losing customers by switching if they do not follow wholesale price developments. With their long term
fixed-price procurement contracts when there is a significant downturn in the wholesale market, any of
the suppliers having signed fixed price contracts with generators that provide for price guarantees will
be tempted to break these purchase agreements, because they are simultaneously subjected to
substantial risks in their client base. Medium and large customers are always on the lookout for a
lower price and, in the event of a drop in wholesale prices, they will switch to new entrants who will
capitalize on the new price if their original supplier does not pass the wholesale price decrease in their
sale price. If they are locked to the long term contracts by incentives of high penalties, the risk of
bankruptcy is high.” (Finon & Perez, 2008).

® However, this signaling effect will be limited as long as prices are set for long time periods, in which
case they do reflect only imperfectly the evolution of wholesale prices.

% In California for example, the price regulation required that utilities passed through the wholesale
spot prices of electricity to all consumers including residential ones. As Littlechild (2002) states, “this
was not a problem while spot prices were low, but when they soared and customers’ electric bills
doubled and treble, the complaints were so severe as to invoke the attention of the California State
Government.”
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How to ensure transparency of price regulation? The transparency of
regulation can be assessed by different means. First, the criteria for setting
regulated prices should be published, in legislation and/or by the regulator.
Second, the process for calculating regulated prices should be auditable. As
shown by the analysis of European countries made by ERGEG, publication of
price setting criteria and possibility to audit the process are often linked with a
strong role of the regulator in the price setting process. In countries where the
regulator is only playing a consultative role, the transparency is in general not
given.



Table 8: the regulators’ roles in the price regulat

ion process (July 2008)

Gas Electricity
End-user regulated
price setting
Who sets Who sets methodology Calculation
Country (approves) | Role of regulator | (approves) Role of regulator (June 2007) process is
end-user (if not setting end-user (if not setting Defined fully
regulated | regulated prices) regulated regulated prices) and Published | auditable
prices? prices? published by the (2007)
in regulator
legislation
Regulator Regulator Y Y Y
Regulator Regulator N.A. N.A. N.A.
France The Gives a The Minister | Gives a N N N
Ministers consultative for Energy consultative
of Industry | opinion / and the opinion /
and recommendation | Minister for recommendation
Energy Economy
Greece The Minister | Gives a N N N
N.A. (closed market) of cons_ultatlve
Development | opinion /
recommendation
Regulator Energy charge Y Y N
for universal
service
consumers is
prepared by
universal
suppliers and
approved or
rejected by the
regulator
Regulator Regulator N Y Y
Regulator Regulator Y Y Y
Regulator Y Y Y
Regulator Regulator N.A. N.A. N.A.
Regulator Regulator Y Y Y
Regulator Regulator Y Y Y
Regulator Regulator Y Y Y
Regulator Regulator Y Y Y
Regulator Regulator Y Y Y
Spain The Makes a The Minister | Gives a N N N
Council of | proposal consultative
Ministers opinion /
recommendation
+ makes a
proposal  (that
can only be
approved or
rejected)
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Sources: ERGEG (2007a, 2009)

Predictability is important because it allows market participants, especially the new
suppliers, to anticipate what will be the time schedule of transition.

Reversibility or non reversibility?  Reversibility is the possibility given to
consumers to return to regulated prices even after having switched to a
competitive offer. Reversibility is often seen as a means of customer
protection. Also, if consumers are able to switch back to regulated prices, the
switching rates may be higher during the transition, because consumers will
feel less exposed to the risk of an increase in prices. However, reversibility
also has disadvantages. With consumers being able to return to regulated
prices, the development of the “competitive” part of the market will be slower,
reducing the incentives for new suppliers to develop in these markets.
Therefore non-reversibility can be seen as an element increasing the
predictability for new suppliers.

Establishing roadmaps for transition. The establishment of a roadmap
comprising a timetable for the removal of regulated end-user tariffs is an
important signaling element, not only for new suppliers but also for consumers.
Roadmaps render the process of competitive opening more predictable, thus
increasing incentives to develop competitive offers on these markets'®. In the
absence of a roadmap, the decision to remove price regulation often remains
a political one. As shown by ERGEG (2009), this decision is often in the hands
of parliaments or of ministers. This creates uncertainty on the timetable of
market opening process for the new suppliers, as these decisions can be
submitted to political factors.

% For example, for France the recent “Rapport Champsaur” (2009) criticizes the absence of

predictability of transition provisions in the current law. Small customers are currently benefitting from
reversibility, but this reversibility is limited to 1% July 2010. After this date, no precise plans have been
defined regarding the transition or the future of reversibility. To solve this problem, the “Rapport
Champsaur” proposes to maintain end-user price regulation for households and small business
customers.
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The regulation of retail prices should be seen as an intermediary solution, which
should be used only as long as competition is not sufficiently developed. But finding
the appropriate level of regulated prices is a difficult task. If regulated prices are set
too low, this discourages entry of new suppliers. If regulated prices are set too high,
this will benefit incumbent suppliers. Incentives for consumers to switch supplier are
also affected by the relative levels of regulated prices and market prices.

In Europe, regulated end-user prices are in still in use in several countries, both in the
electricity and in the gas sector. In the segment of household customers, more than
half of European countries were still using regulated prices in July 2008. In a dynamic
perspective, the removal of price regulations for end-users is not always taking place
rapidly: most of the countries which had opened their end-user markets to
competition between 2003 and 2006 are still using regulated prices, at least for the
market segments representing the smallest customers. And, when there is some
price regulation, many customers are reluctant to switch to competitive offers. This is
especially the case in the segments representing the smallest customers. This
tendency to remain in the regulated market can be observed independently of the
relative levels of market prices and regulated prices. Especially households tend to
remain with the supplier offering regulated tariffs, even if market prices are lower than
regulated prices.

Choosing the appropriate regulatory strategy requires careful evaluation of the phase
of competition which has been reached. Removing regulation too early can be
problematic because it can favour the incumbent suppliers and increase their market
power. During the transition to competitive markets some questions have to be
solved, especially regarding the form of the price regulation (overall revenue cap or a
detailed price regulation?) as well as other provisions (e.g. how to ensure protection
of vulnerable consumers in a competitive market?). A general rule should be that
regulated prices are based on wholesale market prices. Also, some mechanisms
should be created to ensure transparency and predictability of regulated price setting,
to favour the development of competitive offers. Once the phase of “established
competition” has been reached, the removal of price regulations should be done
quickly.
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