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Premise

• The paper focuses on the design of liberalisation 
policies in markets where:
• competition is superior to a regulated 

monopolist,
• but barriers to entry due to consumer ignorance 

can reduce the competitive pressure

• Idea: regulation designed to implement Universal 
Service Obligations can be used to ease the 
entrance of competitors in newly liberalized 
markets

• Example: electricity retail but results more general



Electricity retail 
(1)

• By 1st July 2007: full liberalization in the EU

• “Member States ensure that all households 
customers and, eventually, small firms enjoy 
universal service” (art. 3, point 3, EU Directive 
2003/54/CE on the internal electricity market)

• Universal service is defined as the right:
to be supplied with electricity of a specified quality;
at reasonable and clearly comparable prices

• Each EU Country has implemented its own 
mechanism to protect small customers



Electricity retail 
(2)

• We study the following customer protection 
mechanism:

When the market opens all customers are 
automatically switched from the incumbent to a 
“Last Resort Supplier - LRS”

The LRS is selected through an auction

Wins the auction the firm willing to serve the 
market at the lowest price (reasonable price)

Once moved to the LRS customers can switch 
to a new supplier



Setting (1)

•• Two stagesTwo stages: transition stage and market : transition stage and market 
stagestage

•• TimingTiming::

TT00 : : all (identical) consumers are served by all (identical) consumers are served by 
an Incumbent firman Incumbent firm

TT11 : transition to competition with potential : transition to competition with potential 
USOs (USOs (transition stagetransition stage))

TT22 : market competition (: market competition (market stagemarket stage))



Setting (2)

•• (Vertically) differentiated (Vertically) differentiated productsproducts::

UUii = v= vii –– ppii ii = I, E= I, E

•• Asymmetric firmsAsymmetric firms::

ΔΔcc = = ccII –– ccEE > 0> 0

•• CompetitionCompetition: Bertrand with differentiated : Bertrand with differentiated 
products and asymmetric firms: only 1 firm products and asymmetric firms: only 1 firm 
serves the marketserves the market

•• Market coverageMarket coverage (v(vii sufficiently large)sufficiently large)



Setting (3)

•• InformationInformation::

1.1. CComplete information on the firms sideomplete information on the firms side

2.2. Consumers know Consumers know vvII and have and have 
expectation on vexpectation on vEE

vvE E = E[v= E[vEE ] + x] + x

3. Consumers have a positive bias towards 3. Consumers have a positive bias towards 
the incumbent the incumbent 

ΔΔv = vv = vII -- E[vE[vEE ] > 0] > 0



Setting (4)

•• InformationInformation::

4.4. x becomes known at the market stage if x becomes known at the market stage if 
entry occured at the transition stageentry occured at the transition stage

5. If x > 05. If x > 0 Good News EntrantGood News Entrant

6. If x < 06. If x < 0 Bad News EntrantBad News Entrant



Market stage (1)

•• If entry occurred at the transition stageIf entry occurred at the transition stage

E serves the market iff E serves the market iff 

ppMM 
E E < < ppMM 

II -- ΔΔv + x v + x 

where where ppMM 
ii = c= cii is the minimum p of firm is the minimum p of firm i at i at 

the market stagethe market stage



Market stage (1)

Therefore (subTherefore (sub--games equilibria)games equilibria)

•• EE stays in the market iff  stays in the market iff  ΔΔc > c > ΔΔv v –– x   [x   [EEEE]]
•• EE exits the market iff  exits the market iff  ΔΔc < c < ΔΔv v –– x        [x        [EIEI]]
•• MMarket prices:arket prices:

ppEE 
EE EE = c= cII -- ΔΔv v ++ x      or x      or 

ppII 
EI EI = c= cEE +  +  ΔΔv v -- x x 

•• Profits:Profits:
ΠΠEE 

EEEE = = ΔΔc c –– ΔΔv v ++ xx
ΠΠII 

EEEE = = -- ΔΔc + c + ΔΔv v -- x x 



Market stage (1)

•• If entry didnIf entry didn’’t occur at the transition t occur at the transition 
stage (stage (x is unknown)x is unknown)

E serves the market iff E serves the market iff 

ppMM 
E E < < ppMM 

II –– ΔΔv  v  

where where ppMM 
ii = c= cii is the minimum p of firm is the minimum p of firm i at i at 

the market stagethe market stage



Market stage (2)

Therefore Therefore (sub(sub--games equilibria)games equilibria)

•• E enters the market iff  E enters the market iff  ΔΔc > c > ΔΔv   [v   [IEIE]]

•• I stays in the market iff I stays in the market iff ΔΔc < c < ΔΔv    [v    [IIII]]

•• MMarket prices: arket prices: 

ppEE 
IE IE = c= cII -- ΔΔv     or  v     or  

ppII 
IE IE = c= cEE + + ΔΔv v 

•• Profits: Profits: ΠΠEE 
IEIE = = ΔΔc c –– ΔΔv or v or ΠΠII 

IIII = = ΔΔv v –– ΔΔcc



Transition stage 
(1)

•• E enters the market iffE enters the market iff

ppTT 
E E < < ppTT 

II –– ΔΔv v 

where minimum prices where minimum prices ppTT areare

ppTT 
E E = c= cE E + max{+ max{ΠΠEE 

IEIE , 0} , 0} –– max{max{ΠΠEE 
EE EE , 0}, 0}

ppTT 
I I = c= cII + max{+ max{ΠΠII 

EIEI , 0} , 0} –– max{max{ΠΠII 
IIII , 0}, 0}



Transition stage 
(2)

Note that:Note that:

•• IIf x > 0 (Good News Entrant): f x > 0 (Good News Entrant): 

ΠΠII 
II II > > ΠΠII 

EI EI and and ΠΠEE 
EE EE > > ΠΠEE 

IE IE 

•• ppTT 
I I <  c<  cI I iff GNE and iff GNE and ΠΠII 

II II > 0> 0

•• ppTT 
I I >  c>  cII iff BNE and iff BNE and ΠΠII 

EI EI > 0> 0



x > 0

Δ

 c

Δv

Δv - x

Structural Structural 
EntryEntry

No EntryNo Entry

x < 0

Δ

 c

Δv

Δv - x

StructuralStructural 
EntryEntry

No EntryNo Entry

W max solution



x > 0

Δ

 c

Δv

Δv – x

Structural Structural 
EntryEntry

No EntryNo Entry

x < 0

Δ

 c

Δv

Δv - x

Structural Structural 
EntryEntry

No EntryNo Entry

OneOne--shotshot 
EntryEntry

No auction (1)

Δv + xΔv – 1/3 *x

No EntryNo Entry



x > 0

Δ

 c

Δv

Δv – x

Structural Structural 
EntryEntry

No EntryNo Entry

x < 0

Δ

 c

Δv

Δv - x

Structural Structural 
EntryEntry

No EntryNo Entry

OneOne--shotshot 
EntryEntry

No auction (2)

Δv + xΔv – 1/3*x

No EntryNo Entry

In this region entry would be 
optimal from a social point of view, 

but it does not occur in the free 
market solution

In this region entry is not optimal 
from a social point of view, but it 

occurs (even if only in the short run)  
in the free market solution



No auction (3)

Δc

Δv

Good News Entrant

Structural entry

Δv - x

No entry

No entry even if 
desirable

Possibly pT*
I  < cI

ΠI
II >0

ΠI
EI <0

ΠE
EE <0

Δv – 1/3 * x



Auction (1)

•• Market stageMarket stage::

•• doesndoesn’’t changet change

•• ppMM again equal to cagain equal to cii

•• Transition stageTransition stage::

•• competition only on prices (not  quality)competition only on prices (not  quality)

E wins iff E wins iff bbEE < < bbII

•• Minimum prices Minimum prices ppTT dondon’’t changet change



Auction (2)

•• MainMain resultsresults

•• TThe auction increases entryhe auction increases entry

•• Incremental entry is not necessarily W Incremental entry is not necessarily W 
improvingimproving

•• However, welfare decreasing  incremental However, welfare decreasing  incremental 
entry entry doesndoesn’’t t last in the market stage (one last in the market stage (one 
shot entry)shot entry)

•• PPredatoryredatory pricing in the transition period pricing in the transition period 
is possible if GNE is possible if GNE ((ppII 

TT** = = ccEE < < ccII iffiff ΔΔcc suffsuff 
low with respect to  low with respect to  ΔΔvv) ) 



Auction
 

(3)

•• MainMain resultsresults

•• E E isis aggressive at the aggressive at the transitiontransition stage stage 
onlyonly ifif GNE and in the GNE and in the newnew EE areaEE area

•• In In thatthat case case ppEE 
TT** can be < can be < ccEE
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(4)
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In this region entry would be 
optimal, it does not occur in 
the free market solution, and 
it does not occur in case of 

auction as well

In these two regions 
undesired entry is 

induced by the auction 
process, but it lasts one 

period only

Auction
 

(5)

x 



Auction
 

(6)

Δc

Δv

Wonderful News Entrant

EE
Δv - x

II

No entry even if 
desirable

pT*
I < cI

EI
d x

II

If x goes up, the area
II  gets bigger 



The Italian retail market for electricity: an 
example 

The The ItalianItalian retailretail market market forfor electricityelectricity: : anan 
exampleexample



What happend

•• Feb. 2008: 1Feb. 2008: 1°°
 

auctionauction (13 (13 regionsregions))

•• 11°°
 

auctionauction a a newnew entrantentrant ((ExergiaExergia) ) winswins in in 55 
regionsregions withwith veryvery aggressive aggressive bidsbids

•• HoweverHowever, the , the ““commercial commercial qualityquality”” ofof itsits 
service service hashas beenbeen critisedcritised byby manymany 
customerscustomers

•• The The regulatorregulator openedopened anan inquiryinquiry

•• ExergiaExergia sayssays thatthat itit isis EnelEnel’’ss faultfault



1°
 

auction 
2008



What happend



What happend

•• Exergia is a BNE and Enel is Exergia is a BNE and Enel is 
accomodating entry? accomodating entry? 

•• However 2However 2°°
 

auction for the period 2009/10: auction for the period 2009/10: 
Exergia wins again with an aggressive bid.Exergia wins again with an aggressive bid.

??



2nd auction 
2009/10



N. Customers   
(.000)
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