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Introduction

We are grateful for the opportunity to respondhis CER consultation paper. Given
the completion of wholesale market arrangementisarform of the SEM and ttae
jure liberalisation of electricity supply, it is an ampune moment to consider where
market developments may lead and what changebevikbquired to the regulatory
framework as retail competition becomes increagieffiective.

In our response to the consultation paper, we foous subset of the questions posed.
These are areas where we feel our research caadmigonal light on the choices
being considered.

Q1: Appropriateness of setting up a market review pcess

We welcome CER'’s initiative to put in place a roaginfor deregulation. In a sector
characterised by former statutory monopolies amdigtent market failures such as
externalities and areas of natural monopoly, r@tade regulation can play a useful
role in advancing the ultimate goal of economiautaion: improving societal
welfare. It is not necessarily the case, as sugdes the ERGEG paper cited on
pp.9-10 of the consultation paper, that end-useepegulation necessarily
“jeopardises both security of supply and the e$footfight climate change”; whether
it does those things depends upon the design girtbe regulation instrument.
However, in markets where competition has becorfeetdie, there are benefits to
withdrawing price control. Competition provideseadit encouragement for efficiency
and innovation that even a well-designed price redmhechanism will find difficult
to sustain given the informational advantages bglcegulated firms.

Once one accepts that there may come a point ahvithis better to remove price
control in a given market, there are further bereb putting in place a credible,
transparent mechanism for determining when thisilshisappen. Decisions about
market entry, service innovation and investmerassociated infrastructure are
affected by expectations about future regulatorgragements. Firms may be
inefficiently deterred from undertaking such adtas if there is substantial
uncertainty about the regulatory environment andketaconditions that will apply
after the investment is made. The best way toaedhis uncertainty is by putting
rules in place that are transparent and credibléh@ sense that they are reasonable
and the CER has no reason to diverge from thetsestithe mechanism as they
change over time).

With an appropriate deregulatory mechanism in plaltenarket participants will be
able to make more efficient decisions, taking ixtoount the likelihood that each
market will or will not be subject to price regudat in future periods. This benefit of
greater certainty will apply to markets that aré a@emed ready for lifting of price
controls as much as it does to those that are di@hggulated.

In markets that are effectively competitive, lifiiprice controls can help to
encourage innovation and price competition. Howewe note that the scope for



significant benefits from deregulating retail etesty supply markets may be limited
by the relatively small share of the value chaicoamted for by the supply segment,
in comparison to generation (already liberalisew) mansmission/distribution
(regulated natural monopoly).

One specific area where liberalisation of pricey i@ helpful is in facilitating
customers who might wish to adopt tariffs thatlaeter aligned with wholesale
prices. This encourages customers to limit consiomgit times of peak demand and
high wholesale prices and leads to a decreaseakgemand and lower average
electricity wholesale prices.

Holland and Mansur (2006), among others, have shbairthe efficiency effects of
aligning retail with wholesale prices can be olgdieven when alignment is not
perfect. The authors simulated the electricity reitk Pennsylvania and found that
when domestic rates varied on a monthly basis tlvasea significant increase in
efficiency. In fact about 30% of the maximum poiainefficiency gains (reached
when moving to real-time pricing) could be captubgdsarying flat rates monthly
instead of annually.

Q2-4: Definition of relevant markets

Market definition provides the appropriate frame reference within which the
degree of competition can be assessed. It is thered vital first step in market
analysis. As the European Commission’s (“EGIQtice on the Definition of the
Relevant Market for the Purposes of Community Cdoitnpe Law (“Market
Definition Notice”) states,

“The objective of defining a market in both its guet and geographic
dimension is to identify those actual competitofstiee undertakings
involved that are capable of constraining thoseeua#tings’ behaviour
and of preventing them from behaving independertfy effective
competitive pressure (paragraph 2).”

Section 2 of the Commission’s roadmap is concemwétl defining the relevant
market. The Commission concludes that there arerdevant markets;

* Large Energy Users,

* Medium sized businesses,
* Small business and,

» Domestic.

Respondents are asked whether they agree that tbhesemarkets are separate
relevant markets, whether public lighting shouldcbasidered a relevant market on
its own and whether all domestic customers shoelddnsidered part of the same
relevant market. We consider each in turn.

Four Markets and Some Methodological Problems

The Commission’s approach to market definition dragn the widely accepted
guidance set out in the ECRdarket Definition Notice This is the SSNIP (Small but
Significant Nontransitory Increase in Price”) orplyhetical monopolist test. A
market is defined as the smallest number of pradot services) for which a
hypothetical monopolist of those products couldfipably raise price 5 to 10% on a
sustainable basis above the competitive level,otliler things being equal. |If



customers switch in sufficient numbers to alteneproducts the price rise will not
be profitable. Additional products are then addetil a price rise is profitable.

Typically demand side criteria are much more imguartthan supply side criteria.
Demand side substitutability “constitutes a muchrenammediate and effective

discipline on the suppliers of a given productparticular in relation to their pricing

decisions” (ibid, paragraph 13) than supply sidesstutability, with the latter taken

into “account at the assessment stage of compeaimalysis” (ibid, paragraph 14). A
variety of different types of evidence can be usedssist in market definition, such
as evidence of past substitution, views of custemard competitors, consumer
preferences, switching costs, price correlationsmdn.

In applying the EC’s framework to market definitjotne Commission follows a
consistent approach for each of the four marketesieabove. On the demand side
the Commission considers customer classificatiomarket opening, pricing,
countervailing buyer power, while on the supplyesiavo issues are considered,
conditions of supply and the economics of supgifie Commission’s approach does
not entirely accord with the EC’s framework and ¢ethere is a risk that an incorrect
market definition will result.

In defining each of the four markets, the Commissi® answering the following
question in the affirmative: will a hypothetical mapolist of (say) large energy users
be able to profitably raise the price of electyidity 5-10% above the competitive
level? In this context customer classificationngsDistribution Use of System tariff
categories is relevant since it suggests that rdife groups of customers have
different characteristics, which is consistent wpttcing discussion. However, the
relevance of the discussion of market opening ¢oisbue of market definition is not
obvious, except that it might provide some inforimatas to the extent to which the
current price is the competitive prite.

The most important shortcoming, however, of the @ussion’s approach to market
definition is the inclusion of countervailing buygower. This is not usually part of
market definition and the Commission provides n@laxation for its approach.
Rather countervailing buyer power forms part ofdiseussion of competitive effects.
For example, in the EC’s recent guidance on exchasly conduct by dominant firms,
countervailing buyer is discussed in the context‘@dnstraints imposed by the
bargaining strength of the undertakings’ custorfiér€ountervailing buyer power is
concerned with the degree to which buyers can pteaesupplier from raising price
above the competitive level.

In defining a relevant market it is assumed thathiipothetical monopolist can raise
the price by 5 to 10% and the issue is whether atraustomers switch in large
enough numbers to close substitutes to make tied pse unprofitable. No account
is taken in market definition of whether the buyean defeat that price increase. In
other words, countervailing buyer power is an ingoir issue but the Commission

1 If prices reflect the exercise of market powerytoannot be relied upon for the purposes of market
definition and result in too broad a market deiomt sometimes referred to as the cellophane fallac
For further discussion see Geroski and GriffithQZ0

2 EC (2009)Guidance on the Commission’s enforcement prioriiieapplying Article 82 of the EC
Treaty to abusive exclusionary conduct by dominamiertakings C(2009) 864 Final. Brussels:
Commission of the European Communities, paragrap@&oski cited in the previous footnote adopts
the same procedure.



have put it in the wrong box — it should be partloé discussion of Section 5 and
Section 6 of the Commission’s roadmap that dealk velevant market analysis and
other criteria for determining a competitive markespectively.

In discussing demand side substitutability morerdibn should be paid by the
Commission to switching behaviour. The discussafn pricing seems to be

suggesting that it is not possible. For exampl&afhypothetical monopolist of small
businesses raises price by 5 to 10% that thess fiannot form a joint buying group
and become classified as a medium or large usaraib of lower prices. Could say, a
shop on the ground floor with a separate businesgy—a hairdresser - on the first
floor combine to become a medium sized businefssuch behaviour is not possible
then the Commission needs to be state this expliclf it is then it is possible than

there may be a chain of substitution effect thaamsethe market definition is wider
than suggested by the Commissfon.

On the supply side the discussion needs to exphare thoroughly whether or not it
is possible to switch easily incurring no sunk sdsbm one market to another or one
customer group to another. This has been reféored uncommitted entry, since no
sunk costs are incurred in such entry. In the Blasket Definition Noticesupply
side substitution is illustrated by a paper makimgchine that can switch production
easily, quickly and cheaply between different geadé paper that may, from a
demand side perspective, be in separate marketsvever, because of this supply
side substitution the EC would put all these graafgsaper in the same market (ibid,
paragraph 22).

The Commission’s discussion of supply side subigtitusuggests that serving the
different markets requires some sunk costs to beried and that switching is not
easy and effortless. In the case of supply sitbstgution of whether or not business
and domestic consumers are in different marketsgfample, it is clear from the
description on page 30 that entering the marketdomestic consumers entails
developing a range of innovative products, whicH amtail some sunk costs. It is
not clear, however, how relevant to the issue aketadefinition is the fact that there
are low margins in domestic supply, given that ltypothetical monopolist raises
prices by 5 to 10%.

In sum while the Commission uses the EMarket Definition Noticeas the basis for
market definition it does not always follow tiNotice using concepts on occasion
that are more appropriately dealt with in the déston of competitive effects and
referring to existing market conditions which ofteswve limited relevance to the issue
of market definition.

Is Public Lighting a Relevant Market & Are Certdldasses of Domestic Consumers
a Relevant Market?

The Commission is seeking guidance the treatmetwofgroups of customers. The
first group is public lighting and unmetered cuséss) while the second is pre-
payment/credit risk consumers. The issue in i ¢ase is whether public lighting is
a separate market, in the second case whether thegmmers should be treated as
part of the market for domestic consumers.

% For a discussion of chains of substitution see&rket Definition Noticeparagraph 56 to 58.



There are good grounds, as set out by the Commissi® to why the demand
characteristics of these two groups are differeninfthe broader market of which
they might be considered part. However, from aketadefinition point of view, it is
unclear why it is relevant that the supply of pablighting has been practically
uncontested to date (p. 34) — that surely is aneisa examining the degree of
competition in the market, an issue as noted abiuaeis dealt with in sections 5 and
6 of the roadmap.

The EC’sMarket Definition Noticéhas a separate discussion of different categofies
customers and price discrimination. It states.that

The extent of the product market might be narrowethe presence of distinct
groups of customers. A distinct group of custonfersthe relevant product
may constitute a narrower, distinct market wherhsaigroup could be subject
to price discrimination. This will usually be tltase when two conditions are
met: (@) it is possible to identify clearly whiclogp an individual customer
belongs to at the moment of selling the relevantpcts to him, and (b) trade
among customers or arbitrage by third parties shaat be feasible (paragraph
43).

It would appear that both conditions are satisfi@dpublic lighting. As noted the
demand characteristics of public lighting are qudistinct thus enabling the
hypothetical monopolist to distinguish this groupf austomers, while
trading/arbitrage is, we assume, not possible. afibe- one might expect public
lighting to have a very low price elasticity of dana, since most of the lighting needs
are based on public safety. However, since 2003i@lighting use has greatly
decreased. It would be interesting to know if thigs due to the adoption of more
efficient lighting options, or to the eliminatior ilegal attachments to public lighting
lines.

It is not clear, in contrast, that prepayment/dreik customers would be readily
identified at the moment of selling. Prepaymergtamers might reveal themselves
when asked what kind of service they require, wilere may be methods of
determining the credit record of a customer. Havewn both cases should a
hypothetical monopolist of either group raise thegby 5 to 10% there is nothing to
prevent such consumers switching to suppliers bé&rotlomestic customers and so
defeating the price increaSe. Hence we favour one market for all domestic
consumers which will have implications for the girelds set for removing regulatory
controls by the Commission discussed below.

Q5: Method for assessing effectiveness of retail mpetition

The Commission in Proposal 2 lists a series ofofacthat are to be used in assessing
the level of competition. These include the numdned size distribution of firms as
well as barriers to entry, expansion and exit. T@mmission then asks for
comments on this as a proposal for assessing carpen retail electricity markets.
This is a sensible approach since it is importangdt the methodology correct for
assessing the degree of competition before appliing

* In the case of pre-paid customers the Commisgparts that measures are being introduced to allow
switching as of November 2009 (pp. 35-36).



In general the factors outlined in Proposal 2 &ee standard factors that would be
taken into account in assessing the degree of ditiopeup until recent times.
However, there are factors on both the supply amdahd sides of the market that
should be given further consideration.

First, given the discussion above, countervailingds power should also be included
since that is likely to be a particularly importdattor in determining the degree of
competition for some of the business markets ifledtby the Commission.

Second, in evaluating the degree of competitioa imarket, one might want to go
further than simply listing possible factors andhvgider possible theories as to why
the market may not be competitive and whether ot current market conditions
are consistent with those theories. Broadly spepkimese theories divide into
unilateral and co-ordinated effeétsin terms of co-ordinated effects, attention would
be paid to the symmetry of firms not only in therked shares but also cost structures.
Links between firms that facilitate co-ordinationgim also be considered, such as the
fact that ESB and BGE's supply businesses sharenmomownership and purchase
their electricity inputs from a common pool: theNbE

Third, and more fundamentally, we recommend thatGbmmission take note of the
rapidly expanding research on consumer behavioeceR® findings, which we

discuss in more detail below, suggest that an sssad of the effectiveness of
competition may require an analysis of consumerbielir within the market, over

and above its implications for the entry, exit aexpansion of firms. In short,

evidence supports an increased emphasis on thendeside, as well as the supply
side, and an analysis of the interaction betweentwo (see, for example, OECD,
2007, on competition in the EU telecommunicatioraskat).

Our main suggestion is that the Commission shakd into account recent findings
relating to consumer behaviour. The orthodox ecaaonodel of the consumer
assumes that consumers who are offered sufficleste will select products that are
in their own best interests. The Commission’s disaan of consumer decision-
making presently confines itself to one examplenghkis is apparently not the case,
namely where consumers are reluctant to switchiwege availability of lower
prices. Work in behavioural economics and decisimiance has identified a number
of influences on consumer behaviour that appeegdolt in consumers taking
decisions that are not in their own best interesigje of which we expand on below.
For now, the key point is that the combined eftdctuch influences seems to be
considerable and extends beyond reluctance tolsaitpplier. Using survey data
from the UK electricity market, Wilson and Waddaf@607) found that 20-32% of
consumers who switched supplier in order to obthraper electricity actually ended
up paying more, while less than 20% switched tdithe offering the highest saving.

Given these findings, if the overall goal of incsed competition is consumer welfare,
then the effectiveness of competition clearly dejsern the degree to which
competition results in good decision-making by eoners. To some extent, this may
appear problematic, since it might be thought cliiti for a regulator to form the view
that the freely taken decisions of individuals @ao&in their own best interests.
However, where surveys identify that consumers wlsbated aim was to secure a

® These theories are discussed in a number of pla@=e for example, EGGuidelines on the
assessment of non-horizontal mergers under CouRedulation on the control of concentrations
between undertaking®J C 265, 18 October 2008.



lower price in fact signed up to a higher one,gber quality of the decision seems
unarguable.

The Commission should therefore consider the adotf indicators relating to the
guality of consumer decision-making, to complentbose that indicate the extent of
switching. It is likely that the most efficient way achieve this is through surveys of
consumers, although experimental evidence on cosisdatision-making also has
the potential to contribute.

An important point to note here is that while tmegumption is often made that
business customers will be less prone to poor meeivaking, there is presently a
lack of evidence relating to the quality of decisaonade by business customers.
Despite this limited evidence, it is a reasonaléspmption that the smallest
businesses exhibit similar biases to domestic qopsst

One clear goal is to increase supplier efficienuy thereby reduce the retail margin.
Notwithstanding the quality of consumer decisiorking, a prerequisite already
identified by the Commission is that a sufficientwber of consumers are willing and
able to switch suppliers, making it optimal for pliers to compete, through price,
quality (i.e. type of contracts) and/or marketing.

The Commission emphasises the rapid change imtuenbent’s market share
following the introduction of competition in 200Eowever, the current rate of
switching to BGE may not be good indicator of tikelly rate of switching to other
firms in future. One influence thought to reducetsking is the “status quo” bias first
identified by Samuelson and Zeckhauser (1988), @hedecision-makers display a
strong bias towards pre-existing or default optidhsdence suggests that the
strength of this bias varies with the degree ofeutainty (in this case relating to price,
service quality, ease of switching and likelihoddiion survival) that decision-
makers perceive to be associated with their altetaptions. This finding is
matched in the UK electricity market, where Chand Waddams (2008) found that
the expected gains from switching are less of #neénce on consumers’ decisions to
become active than tlnfidencehey have in their expectations. In the case cEBG
such uncertainty is likely to have been greatlyucsdi by the fact that BGE is a
widely recognised and established firm with whomszaners already conduct
regular business. Thus, when considering the fathange of market share as an
indicator of the effectiveness of competition, thte of switching to BGE is likely to
be a considerable overestimate of future switckongther firms. The rate of
switching to Airtricity may be a better guide.

Not surprisingly in the presence of switching castaimbents tend to have higher
prices than new entrants. This suggests that eveountries with large residential
switching rates, consumers who do not switch magiaally be worse off than under
a regulated regime (Brennan 2007; Pomp and SheatalaD7). It might be important
to measure not only the switching rate, but alsorétte at which consumers
renegotiate with their current supplier. In Swet®nswitching rate in 2008 was
11%, with an additional 16% renegotiating with ttesiisting supplief.

The effect of the number of competitive supplisraot clear cut. There is evidence,
especially in Great Britain, that regional incumtsemaintain market power in their
‘home’ area whereas they offer more competitivegwiand contracts when engaging

® Swedish 2009 submission to the European Regula@oosip for Electricity and Gas (ERGEG).



on ‘outside’ turf (Waterson 2003). This means thatnumber of competitors should
be calculated separately for each geographic &res all suppliers provide
electricity across the whole country. Even havirfgidy large number of suppliers is
not sufficient to guarantee effective competitibonDenmark there were 44 regional
incumbents and 4 independent suppliers in 2008yanthe switching rate in 2008
was still below 3% for the residential market.

Q6 and 7: Current level of competition & Barriers to entry & expansion

In Section 6 of the Commission’s roadmap a framé&wor assessing competition is
developed (see above). It is then applied in Sediavith respect to the number and
size distribution of firms and in Section 7 witlspect to other criteria for determining
a competitive market. At the end of Section 6@wenmission asks in Q6 if “there is

sufficient activity to consider the removal of thegulatory controls in that market”,

while at the end of Section 7 the Commission ask31 for respondents “to comment
on the assessment of the barriers to entry, egitapansion with the retail electricity
market.” Such an approach is inconsistent withnlie¢hodology that the Commission
has set out for determining whether a market isp=iitive which includes — quite

correctly — both the number/size distribution ofrfs and barriers to entry, expansion
and exit. Hence in considering whether or not éhex sufficient evidence to

determine if a market is competitive or not, thecdssion in both Section 6 and 7 of
the roadmap should be taken into account.

Q7: Barriers to entry, exit and expansion

One obvious barrier to entry and expansion, a€tramission rightly recognises, is
the ease of switching and the extent of customemnchrirms are very likely to take
account of both in forming their business plansud tihe supply side and demand
side interact, as firms’ perceptions of consumdrabeur will influence their
likelihood of entry, expansion or exit.

The concerns expressed by some suppliers aboHSBerand, which the
Commission raises in this context, provide a goahele. Although it is only
recently that economists have begun to understatidrlihe role of uncertainty in
consumer decision-making, firms are well awareneffiower of a recognised brand,
which can alter the consumer’s perceived uncest@nt make a switch more or less
attractive. Thus, potential entrants may be dedein@n entry by the existence of
such powerful brands in the market, because ofliikng effect of such brands on
consumers’ propensity to switch. This argumeimbissistent with the rapid increase
in market share of BGE in 2009, as discussed abblesvever, more research is
needed into whether this is a material factor itregng switching in Irish utilities
markets. Other anecdotal evidence, such as thereqdack of increased
competition when Telecom Eireann was rebrandegekeaome doubt as to how
significant this factor might be compared to otteasons consumers resist switching.

As mentioned previously, switching costs are anartgnt barrier to entry for new
suppliers. It should be explicitly recognised httyat there will always be some cost
to switching. Even where no financial costs areiined, consumers incur costs
associated with the time and effort of arrangirsgvetch and cognitive costs
associated with information processing and coming decision. There is evidence to
suggest that these costs matter for consumer hmiveamd the degree of effective
competition will therefore be influenced by them.



Reductions in non-financial costs are likely tostrengly related to the nature and
salience of information available to consumerss itnportant to recognise that more
information does not necessarily mean more actwmsemers. Evidence across a
range of markets suggests that where decision$vie¥oo many options or too much
information on each option, they become less iedito be active and more likely to
make poor decisions (Wilson and Waddams, 2005driUK electricity market;

Frank and Lamiraud, 2008, in the Swiss health srste market). These two findings
are doubtless related: faced with a more compleisia, a consumer is likely to
assume, correctly, that they are more likely to enaknistake and so to be less
inclined to proceed.

Cognitive costs are also likely to be reduced wheressumers already have
experience of switching in other similar marketea@g and Waddams (2008) found
that customers in the UK who had switched in otharkets were more likely
subsequently to switch electricity supplier. TEisn important consideration in
Ireland, where experience of switching in utilitarkets remains relatively low.

Lastly, one important influence on switching beloaviis likely to be simple inertia.
Given the very large number of potential decisiang individual could take that
would be likely to save them money or improve thetfare, a substantial proportion
will simply fail to get around to switching eleditly supplier. It is well established
that default setting is a powerful influence ondeébur (see Goldstein et al., 2008).
This in part reflects “status quo” bias, in partéese many default offers can be seen
as implicit advice, but is also largely due to treer

The Commission lists the measures it intends tdasetermine the level of
competition in the domestic and small commerciatke@ In addition to these we
think that the Commission should also monitor comsubehaviour through a series
of surveys that address switching rates, switchogis, other impediments to
switching and price renegotiation rates (if any).

Q8: Appropriateness of proposed thresholds

Our response to this question focuses on two impbdlements, the method used to
calculate market shares and the threshold progosassess effectiveness of
competition in the domestic market.

Calculation of market shares

Throughout the consultation paper, market shatal®ilated as a share of load
supplied (in GWh). Revenue shares are probablgr@ @ppropriate metric for
electricity supply. No rationale is given for tApproach chosen, and we think it
should be reconsidered. In most markets with h@negus goods, pricing is per unit
of goods supplied. Thus the share of value aswaktiaith a particular firm’s
business is broadly proportional to its share t#ltquantities it supplies, leaving
aside complications such as discounting. In cehtedectricity charges in Ireland
typically have two parts: a standing charge andaage for energy. If competitors all
offer broadly the same balance between standinggeband energy tarifendthey

all attract a similar mix of customers by leveldefmand, then load shares and
revenue shares will be similar.

However, there are two reasons why this may nopéap First, new entrants are
likely to attract customers with higher averagegileity usage than the incumbent,
both because such customers tend to be more pyavatthing and because



marketing efforts will target them where possibl@hus even if they apply a
schedule of fixed and variable tariff rates simitathe incumbent’s, entrants will tend
to have a higher share of revenue from variableggneharges. If this is so, they will
make less revenue per GWh than the incumbent dimegly because they have fewer
customers per GWh than the incumbent has. Thisasfhat market shares based on
GWh will tend to overstate the share of revenuaiolket by entrants.

Second, suppose in the future some competitoroéféow standing charge. Unless it
matches this with a higher charge for energy, fihis will make less revenue than its
load share suggests. The general point heretis tmarket share measure based on
revenue is robust to heterogeneity or changeseimix of fixed and variable charges
that are applied. Use of a metric that concergrateonly one driver of revenue (load
or number of customers) could lead to incorrectri@hces about market power or
(perhaps worse) to an incentive for the marketesf@mula to influence the pricing
behaviour of firms.

Proposed market share threshold for the domestiketa

It is reasonable to continue to apply retail priegulation in electricity supply
markets until such time as they become effecticelypetitive. Partly because
governments originally created incumbents’ domiretncough statutory monopoly,
and partly because of the stickiness of consummadd discussed elsewhere in this
submission, a need for intervention may persist.

We agree that a dominance-related market sharentgsteasonably form part of a
test for effectiveness of competition. The progloeesholds for LEU, medium-
sized business and small business segments ane with established practice.
However, the higher proposed threshold for the dmimenarket does not seem
appropriate and we suggest that it be reconsidered.

The consultation paper suggests that a proporfidmeomarket may be un-contestable
due to many households’ unwillingness to switchplinmg that it may be impossible
to meet a 40-50% market share threshold. Earli#nis response, we have referred
to some of the evidence for limited switching anddasons why many households
are disinclined to switch.

However, it is not the purpose of this test to easbat deregulation of a specific
market may proceed now, or indeed at any time.e@éation is not an end in itself:
it Is a means to improving societal welfare. I caly fulfil this function when
competition is effective and the lingering effeotstatutory monopoly have been
removed.

So the objective of this test should not be to inche subset of potentially active
domestic customers for whom competition is effecawnd deregulate the market for
their benefit, to the disadvantage of some (perkeger) group of inactive
customers. Brennan (2007) sets out a model ofdeyegulating a market with a
sizeable set of inactive customers can reduce reelfa

" European Commission (2009) shows evidence thatlsevis tend to be larger consumers, for all
countries for which this information is availabléhe percentage of the electricity load provided by
new suppliers, presented in Table 2.1 is larger tha percentage of customers with new suppliers,
shown in Table 2.2. The same is also true for hetlas shown in the CER’s own report.
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By way of a simple thought experiment, suppose ahit 10% of customers in the
domestic market would consider switching, and that to extremely high switching
costs or other barriers to switching the remairmagtomers would stay with the
incumbent. Deregulating prices in such a markatld/teave 90% of customers with
the incumbent, for whom charging retail prices vaddbve cost would be a profit-
maximising strategy. It would certainly be in asiimn to act independently of
competitors and customers, as pertingted Brandsdefinition of dominance cited in
the consultation paper. In such a market, societtfhre would not be best served by
CER deregulating prices when entrants’ market shiarge above 6%, even though
the incumbent would then hold less than 40% oftthr@estable market. Instead, in
such an extreme case the regulator’'s best respoigée be to undertake structural
reforms aimed at changing consumers’ default sapfdiiscussed under Q11/Q13
below).

We suggest that the same market share threshad#dsipply to the domestic
market as to the other markets. As discussed bk®wn this submission, CER
should also examine the determinants of switch&tgalsiour and the possible effects
of providing simplified customer information. Tleeare even ways to allow
switching by vulnerable customers served by the HEiectricity Scheme, or other
social welfare measures; for example, by providingh supports as transferable
vouchers. These avenues might allow for developmiemicroeconomic measures
aimed at reducing un-contestability, as opposeretting it as an exogenous
characteristic of the market that is irrelevanthi® need for regulation. The reasons
for uncontestability are relevant, and should bdresked.

Q11 and Q13: Whether to change the principles of gulation / Other consumer
protection measures

Given the recent evidence supplied by behaviouwahemics and decision-science
with respect to consumer decision-making , a delasebegun internationally about
possible responses by regulators (see, for exa®B€ED, 2007; Federal Trade
Commission, 2007; Australian Productivity Commigssig008). This debate is in the
early stages and new suggestions for possibleypagponses are appearing
regularly. We would urge the Commission to conswlays to incorporate this
expanding research area into its work, as the aegtsrare relevant to any process of
deregulation and it is only possible to give adavof them here.

That said, the overriding message coming fromrémsgarch is that the effectiveness
of competition depends on the quality of consunsmision-making within the
market, irrespective of the industrial market dmoe. In other words, while a high
number of suppliers in markets with low concentmatmay be advantageous to
consumers, it is not a sufficient criterion foresffive competition.

Given this, there is a clear argument for consymnetection designed to assist
consumers in taking decisions. Perhaps the forepropbsal is that price
deregulation be accompanied by what is referred“tbandated disclosure”. This
amounts to a regulatory requirement on companiesaade price and service
information in a standard format designed for optimpact on consumer decisions.
Note that this is likely to involve limiting the aant of information provided, to
avoid excessive complexity, and insisting on a-fisendly format. One advantage of
mandated disclosure is that it can be easily temteldmproved by experimental
methods or pilots in small areas.
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If persistent lack of switching were deemed likel\teave the incumbent supplier in a
dominant position for an indefinite period, a futhpossible policy response is to
impose a structural remedy that alters the defaydplier. In other words, it may be
possible on a once-off basis to require consunuigedy to choose whether to stay
with their supplier or to switch suppliers, in ateanpt to overcome inertia. Those
who decline to respond can be assigned a supplian appropriate mechanism (or
even random selection). For a detailed discusdi@aporopriate policies on default
options, see Goldstegt al (2008). Imposing such a remedy in Ireland would
probably require primary legislation.

To the extent that it reduces retail margins, refaictricity deregulation transfers
welfare from suppliers to consumers. However, acpce there are different types of
consumers and so issues of equity are raised, laaswbose of market efficiency. In
particular, consumers with a low propensity to stviére likely to face a decrease in
welfare with respect to more active consumers. Commission notes that consumers
who switched in 2009 tended to have a higher copsiom profile. While those with
higher consumption are in line to make the grea®gings from switching supplier,
they are also likely to be in higher socio-econograups (see Scatt al 2008). It
therefore seems appropriate to monitor the pricecamditions of the default contract
in the residential sector.

A further option that might permit incremental dgukation of the residential market
while protecting consumers is to change the formhefprice control. Here itis
useful to distinguish between two abuses #xatinteprice controls may be used to
prevent: excessive pricing (price too high) andesqueezes or predatory pricing
(price too low). We consider excessive pricindpécthe greater threat in this case, not
least because it is a common concern in marketssmittching costs. In Klemperer’s
words: “switching costs generally raise prices arghte deadweight losses of the
usual kind in a closed oligopoly” (Klemperer, 199%)xcessive pricing is also
difficult to address usingx postremedies, such as those available in competition |
In contrast, anti-competitive practices that ineofrices being too low may be of
lesser concern, and are more amenabéx jeostregulation or competition
enforcement responses.

Changing the form of the price control could alltese two issues to be handled
separately, potentially providing more pricing flaikty to the incumbent without
compromising protection against excessive pricitigentry conditions and the scope
for ex postregulatory action were deemed sufficient to pro&égainst predatory
pricing behaviour by the incumbent, but entrantarket shares and the size of the
contestable market were considered too low to pt@gainst excessive pricing, CER
could consider removing the implicit restriction le@low-cost pricing while retaining
a price cap. In other words, CER could cease appsof specific price changes and
apply only a multi-year cap, perhaps with a bagkst@asure such as a requirement
to set prices above marginal cost. Multi-year@ugaps can also provide incentives
for the incumbent supplier to control costs in g/whaat it is difficult to do with an
annual price approval mechanism.
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