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Abstract

We consider a vertical industry where an upstream monopolist sells
an homogenous good to competing retailers who serve the final market.
Using an industrial organisation approach, we show that if at an initial
stage the final market is supplied by an incumbent retailer holding long-
term contracts with the upstream monopolist, then an excessive entry of
firms on the retail market leads to a price increase for final consumers.
Our model illustrates the existence of a trade-off between alleviating the
double marginalisation issue thanks to additional competition at the retail
level and limiting the market power of the upstream producer on the
wholesale market through long-term contracts. Our results still hold if
a dominant upstream producer faces a competitive fringe, provided firms
of the fringe face substantially higher costs of production. The counter-
intuitive outcome of our model could be of particular relevance for the
FEuropean natural gas industry, in case the recently settled organisation
grouping the largest gas exporters was to turn into a cartel of producers.

Index Terms - Long-term contracts, vertical industry, entry, European
natural gas markets (L13, L42, 143, L95).

1 Introduction

The liberalisation of the FEuropean natural gas industry is progressing too slowly
according to European authorities. Even though final consumers can now freely
choose their gas supplier, incumbent retailers continue to hold significant mar-
ket shares. Further, while wholesale market places for gas are developing and
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becoming more liquid, most volumes are still delivered through historical long-
term take-or-pay contracts between incumbent retailers and producers. Mean-
while, Europe is becoming more and more dependent on natural gas imports,
and EU initiatives to foster competition at the production level of the industry
(i.e. outside Europe) have so far reached a limited success. On the contrary,
the main suppliers of gas have recently formed the Gas Exporting Countries
Forum (GECF), and some fear that this “discussion forum” might in the future
turn into a cartel of producers (the “gas-OPEC”)!. Leaving aside the key issue
of security of supply, our motivation is to investigate whether final consumers
will necessarily enjoy lower prices if more firms enter at the retail level of the
European natural gas industry.

We propose an industrial organisation approach to address this issue. We
depict a vertical industry where the production of an homogeneous good is made
by a dominant upstream producer facing a competitive fringe whose production
costs are higher. We further suppose that the dominant upstream producer
initially holds long-term take-or-pay contracts with a downstream monopolist
who serves the final market. We model liberalisation of the retail market though
the following three stage game. At the first stage of the game, the monopoly of
the incumbent retailer is lifted and a wholesale market for the good develops,
which permits new firms to enter the retail market by paying a fixed cost of
entry; the incumbent retailer and the dominant upstream producer react at the
second stage by renegotiating the terms (price and quantities) of their long-term
contracts; competition among firms in the industry occurs at the third stage and
is depicted by a game inspired by the work of Neumann, Fell and Reichel (2005).

Our model shows that more entry at the retail level may lead to higher prices
for final consumers, provided costs of the competitive fringe are substantially
higher than those of the dominant upstream producer. This counterintuitive
result stems from the fact that while more entry drives down margins at the
retail level, it also induces contracting firms to reduce the size of the long-
term contracts they hold and hence reduces their pro-competitive effect (as first
described by Allaz and Vila (1993)). More entry at the retail level leads to an
increase of the wholesale market price mitigated by the presence of the upstream
competitive fringe. If the production of the fringe is large enough, this wholesale
market price increase will be of second order compared to the gains induced by
more competition at the retail level : we find the classical outcome that more
entry benefits final consumers. But if the production of the fringe is limited,
more entry at the retail level may induce higher retail prices for final consumers.
Our model illustrates the existence of a trade-off between limiting the market
power of an incumbent retailer through additional competition at the retail
level and that of a dominant upstream producer through long-term take-or-pay
contracts. This result could be of particular relevance for the European natural

IThe motivations for GECF formation are discussed by Wagbara (2007) and Hallouche
(2006). Massol and Tchung-Ming (2009) show that GECF members could collectively reduce
the transportation costs they have to incur, but that it would be hard to find a scheme
acceptable by all GECF members to share these savings; the authors claim therefore that the
aim of the GECF cannot be to optimise costs but rather to exert market power.



gas industry, in case the GECF was to turn into a cartel of producers.

To our knowledge, the mechanism we depict has not been described in the
literature. In a different context, Inderst (2002) has shown that increased com-
petition could lead to higher prices for final consumers. In his model, an incum-
bent firm serves two categories of clients, some being captive and some others
being able to change supplier by paying a switching cost. A more intense com-
petition (i.e. a lower switching cost) will induce the incumbent firm to target
more specifically its captive client base and lead to higher average prices for
all consumers. It is however widely perceived that an increase of competition
through the entry of new firms in a market leads to a reduction of the price
paid by final consumers. In case of a vertical industry where an homogeneous
good is produced by an upstream monopolist, it has been shown that entry
of firms at the retail level alleviates the issue of double marginalisation and
consequently reduces the price paid by final consumers. If perfect competition
among downstream firms occurs, these firms do no more exert a negative exter-
nality on the upstream firm, which permits it to exert fully its monopoly power
and pocket monopoly profit. Final consumers pay the monopoly price, which
is lower than the price they would have paid assuming imperfect competition
at the retail level. But it is also known that too much entry can lead to a de-
crease of social welfare through an excessive duplication of fixed costs. In the
case of an homogenous good, Mankiw and Whinston (1986) have demonstrated
that imperfect competition among firms leads to excessive entry compared to
what would be socially optimal, because entrants do not internalise that they
will induce incumbent firms to reduce their output. Ghosh and Morita (2007)
have shown that such result does not necessarily hold for a vertical oligopoly.
Assuming that entry at the upstream level of the industry is endogenous to the
model whereas the number of downstream firms is fixed, they find out that the
number of upstream entrants is socially insufficient when downstream firms hold
significant market power. But in both models, even if excessive entry leads to
social inefficiency, final consumers benefit from more entry as the price they pay
decreases when the number of entrants increases’. Our model illustrates that
excessive entry at the retail level of a vertical industry may lead to higher prices
for final consumers.

Section 2 introduces a basic model which permits to capture the effects
at stake in a simplified framework, assuming an upstream monopolist and an
exogenous number of entrants at the downstream level of the vertical industry.
Section 3 proposes a stylised representation of the European natural gas market,
taking care of the presence of a competitive fringe of upstream producers and
making the number of downstream entrants endogenous to the model. Section
3 concludes and gives some policy recommendations.

2Making the number of entrants endogenous at both levels of a vertical industry, Reisinger
and Schnitzer (2008) illustrate that facilitating entry at one level has some ambiguous feedback
effects at the other level. For example, reducing fixed entry costs at the downstream level
may induce more or less upstream firms to enter, given the actual value of the entry cost. In
their model, social welfare (which is by construction equal to consumer surplus) is however
always increasing when the fixed cost of entry decreases.



2 A simplified model

2.1 Assumptions and notations

We consider a vertical industry where an homogeneous good is produced by a
monopolist at the upstream level and delivered to final consumers by at least
two retailers competing at the downstream level. We assume that the marginal
cost of production of the upstream monopolist is constant, and for simplicity
we set it equal to zero.

At an initial stage, the downstream level of the industry is not opened to com-
petition and all final consumers are served by a monopolist retailer, hereinafter
referred to as the "incumbent". Liberalisation of the retail market permits N
symmetric retailers ("the entrants") to enter. We suppose in this Section that
the number of entrants N is exogenously given and is at least equal to one. We
assume further that the marginal cost for distributing the good is constant and
equal for all retailers (including the incumbent), and set it to zero.

Demand from the final market is supposed to be deterministic and perfectly
known by all firms active in the industry. It is assumed to be linear and aggre-
gated by using the inverse demand function py = D—q'—Ng¥, with ¢! > 0and
q? > 0 the quantities respectively offered by the incumbent and each entrant
to final consumers.

The N entrants supply themselves on the wholesale market only. Each of
them buys the quantity ¢ at the price p,,, and is price taker from the wholesale
market price. The upstream monopolist sell a quantity s* on the wholesale
market, while the incumbent can be a net seller (s > 0) or a net buyer (s! < 0)
on that market. Indeed, the incumbent disposes from historical long-term take-
or-pay contracts that were entered with the upstream monopolist prior to the
liberalisation of the retail market. Contracts are defined by a maximum quantity
K that can be offtaken, a marginal price P, to be paid for each quantity =/ < K
of the good offtaken under the contracts and a fixed payment equal to TK?3,
further assuming P,+T7 > 0. Long-term take-or-pay contracts are then modelled
as two-part tariffs with a cap on the quantity that can be offtaken.

We finally assume that all information is public and that all players are
rationale. Figure 1 illustrates our setting.

2.2 Timing of the game

Liberalisation of the retail market and the development of a wholesale market
induce the entry of firms at the downstream level of our industry. But contract-
ing firms may have an incentive to react to the new structure of the industry
and modify the terms of their long-term contracts. To depict such process, we
adopt the following timing.

3This formulation is equivalent to state that long-term contracts consist of a take-or-pay
quantity K being also the maximum offtake quantity, a contract price P, + T, and a take-or-

pay penalty for quantities of the good not offtaken equal to a percentage - E—T of the contract
price.
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Figure 1: stylised representation of the industry

At date t; ("entry stage"), the downstream market is liberalised, which was
not envisioned by the upstream monopolist and the incumbent retailer when
they initially negotiated their long-term contracts. Downstream authorities are
however not in position to challenge the monopoly structure at the upstream
level of the industry, say for example the good is imported from foreign countries.
A wholesale market develops, where the market price p,, is set in accordance
with offer and demand for the good, and N entrants enter to compete with the
incumbent on the retail market*.

At date to ("renegotiation stage"), the upstream monopolist and the in-
cumbent retailer observe the entry of new firms (they know N) and react by
renegotiating the terms (price and quantities) of their long-term contracts. We
suppose that new entrants are not in position to enter into long-term contracts
with the upstream monopolist, and that for regulatory reasons the upstream
monopolist cannot integrate vertically nor use vertical restraints such as ex-
clusivity contracts or resell price maintenance that would allow to restore its
monopoly power. We assume further that if the upstream monopolist and the
incumbent retailer do not manage to find a mutually satisfactory agreement
long-term contracts are terminated®.

4In this simplified approach, N the number of entrants is deemed to be exogenous and the
entry stage will therefore not be explicitly modelled. In the next Section, entry will be made
endogenous to the model.

5This simplifying assumption will be lifted in the next Section, where we consider a more



At date t3 ("competition stage"), the firms compete to maximise their prof-
its, given the industry structure and long-term contracts features (even though
contract prices remain confidential, we suppose that contracted quantities are
perfectly known by all firms). In case they have failed to agree at date to, we
assume that the upstream monopolist sells the good on the wholesale market
to the incumbent and the NV entrants, which then compete in quantity to resell
it to final consumers: this is a classical double marginalisation framework. If
on the contrary they have found an agreement, we consider that the incumbent
retailer holds a competitive advantage over the entrants on the retail market.
Indeed, thanks to its take-or-pay contracts, it benefits from a marginal cost of
supply P, below p,, (at the expense of the fixed fee TK). The incumbent can
then credibly commit to defend a certain market share on the retail market. In
such case, we model competition between the firms by using a two-stage game
inspired by the work of Neumann, Fell and Reichel (2005)%:

- at the first stage of the competition game, the upstream monopolist and the
incumbent retailer simultaneously decide on the quantities that they will buy
or sell on the wholesale market (s™ and s’), and, for the incumbent, quantities
it will offtake under the long-term contracts (2! < K).

- at the second stage of the competition game, given the wholesale market
price p,, and the quantities ¢’ the incumbent proposes to final consumers, the
N entrants simultaneously decide the quantities ¢ they purchase and resell to
final consumers on their residual share of the market”.

Our game is solved by backward induction. We look for equilibrium quanti-
ties, prices and profits of the firms.

2.3 Results and interpretation

The resolution of the game is described in appendix n°1®. We show at first
that the incumbent retailer cannot profitably foreclose the retail market: it will
then accommodate entry and leave a share of the retail market to new entrants.
Further, the incumbent retailer turns out to be a net buyer (s! < 0) on the
wholesale market at equilibrium, even if it does not fully offtake its long-term
contracts, which occurs for K larger than a certain threshold that we denote

realistic case where long-term contracts are binding and remain in full force if parties are to
disagree.

6The model of Neumann, Fell and Reichel is derived from the work of Gaudet and Van
Long (1996) but the timing of their game is different. In Gaudet and Van Long, downstream
divisions of vertically integrated firms and non integrated retailers play simultaneously at the
second stage of the game and take the wholesale market price as given. Neumann, Fell and
Reichel make vertically integrated firms decide all their strategic variables simultaneously with
non integrated upstream firms at the first stage of the game, arguing they have a structural
advantage over non integrated downstream firms thanks to an unlimited access to the necessary
good at the marginal cost of production.

"By announcing a large quantity ¢! (equivalently, by proposing a low price to final con-
sumers), the incumbent retailer is then in position to foreclose the final market. Such strategy
can however be sustained only if it makes a positive profit.

8 A more detailed presentation of this simplified model and its full set of results can be
found in Charmaison (2009).



by Kjm. For K < Ky, the incumbent retailer does fully offtake its long-term
contracts (x! = K). In such case, the total quantity produced by the upstream
monopolist is strictly increasing in K:

2N 2N +3
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This result illustrates the pro-competitive effect of long-term contracts when
firms compete in quantities, which was first described by Allaz and Vila (1993).
The upstream monopolist having sold part of its production under long-term
contracts (forward sales) behaves more aggressively on the additional quantities
it can sell on the wholesale market (spot sales). More contracted quantities
increase this effect and induce a lower price for final consumers. But in our
model, when the contracted quantity K is greater than the threshold K, the
incumbent does not fully offtake its contracts (! = Kjj, for any K > Kjjy)-
The pro-competitive effect of long-term contracts is then capped at the threshold
quantity Kiim-

We further observe that, provided that the marginal price P, under long-
term contracts is not too high (so that the incumbent fully offtakes its take-or-
pay quantity, i.e. 2/ = K), the joint profit of the upstream monopolist and the
incumbent retailer is concave in K and maximised for:

1 8N +9

K*:§(4N+9)(N+1)

We show that there always exist a range of contract prices P, + T such that
both contracting firms see their profit increasing when selecting K* compared
to a case where contracts would terminate. Hence in the renegotiation stage
the upstream monopolist and the incumbent retailer will always agree to pick
the quantity K* that maximises their joint profit, and bargain on a contractual
price within this range. For K*, equilibrium prices are given by:

2N +3
TAN+9

pw(K*)
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We verify that 2@AE)Pell) g 0K o 9pulKT) o while the sign of
opr(K7) i ambiguous and depends on the number entrants N (it has the same
sign as 2N —3). It turns out that the price paid by final consumers is minimised
for N = 2. Further calculations from the model show that social welfare is also
maximised for N = 2 as:

W) 1 (48N* + 320N3 + T48N? + 720N + 243)
-8 (AN +9)° (N + 1)°

pr(K™)
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This simplified approach permits to understand the effect of more entry
(increase of N) at the retail level of our industry. As expected, more entry



reduces the margins of retailers, which is beneficial to final consumers through
an alleviation of the double marginalisation. But contracting firms react to more
entry at the retail level of the industry by reducing the contracted quantity K*.
This decreases the pro-competitive effect exerted by long-term contracts, and
permits the upstream monopolist to raise the wholesale market price p,,. The
effect of entry for final consumers is therefore ambiguous. For N > 2, the gains
induced by more competition at the retail level of the industry are more than
confiscated by the upstream monopolist which is able to raise the wholesale
market price p,, by a higher amount. But conversely final consumers benefit
from more competition at the retail level of the industry when there is only one
firm competing with the incumbent retailer.

Our proposition 1 follows :

In this simplified model, excessive entry leads to a decrease in social welfare
and an increase of the price paid by final consumers. This stems from the
fact that entry induces a decrease of the size of long-term contracts between
the upstream monopolist and the incumbent and therefore permits the latter to
increase the wholesale market price. This effect might be stronger than the gains
induced by more competition at the retail level.

Our results illustrate the existence of a trade-off between increasing compe-
tition at the retail level of a vertical industry and limiting the market power of
an upstream monopolist through long-term contracts. Final consumers benefit
from both effects, but those effects are somehow excluding each other. With
this simple model, consumer surplus and social welfare are maximised when
competition on the final market is not too strong®, so that incumbent is able
to support its take-or-pay commitments and hence to have significant volumes
delivered under long-term contracts. Ironically, perfect competition at the re-
tail level of the industry (N — +o0) and no competition at all both induce
final consumers to pay the vertically integrated monopoly price %D. But the
distribution of the rent within the industry is very different in both cases: all
industry profits are shifted upwards in case of perfect competition, whereas the
incumbent retailer may keep part of this rent when it holds a monopoly position
downstream.

3 A model of the European natural gas industry

3.1 Specific assumptions

Based on the three-stages game we have presented in the previous Section,
we will now depict a more specific framework that intends to be a stylised
representation of competition in the European natural gas industry if members
of the GECF were to form a cartel of producers (the "gas-OPEC").

9For N = 2 the retail market price equals %D (4% below the one induced by a vertically

integrated monopoly) while the social welfare at equilibrium is 2%0805’8 D? (2,6% above).




For this, we depart from the upstream monopolist assumption and con-
sider that the upstream level of the industry is characterised by competition
between a dominant firm!? and a competitive fringe. The dominant firm has
some historical long-term take-or-pay contracts with an incumbent retailer at
the downstream level of the industry and offers in addition a quantity s” on the
wholesale market, whereas the competitive fringe is fully selling its production
(quantity s') on the wholesale market. We suppose further that firms of the
competitive fringe bear higher production costs than the dominant firm and
face capacity constraints'!. To depict it, we set the production costs of the
dominant upstream firm equal to zero and assume increasing marginal costs of
production for the fringe (we use a quadratic cost function defined by %C £ (sF)?
with Cy > 0).

We then make n the number of entrants at the retail level of the industry
endogenous to our model. For this, we suppose that each new entrant has to pay
a fixed cost equal to a percentage F' > 0 of the vertically integrated monopoly
profit'? during the entry stage (first stage of the game). The incumbent retailer,
which is already active in the industry, does not have to pay such fee.

We further assume that long-term contracts were designed to maximise the
profit of the industry prior to the liberalisation of the retail market. Contracting
parties did not anticipate the impact of reorganisation of the industry and chose
contractual terms that were then optimal for them. The initial contractual
quantity was then Ky = %D, the quantity that a vertically integrated monopoly
would have proposed, leading final consumers to pay pro = %D. To avoid
any double marginalisation problem, the marginal price of the contracts was
set equal to the marginal cost of production, i.e. P,9 = 0 with our set of
assumptions. Finally, the industry rent was shared between the upstream and
downstream firms through the fixed fee. By taking Ty = §D (with 0 < a <1)
we suppose that the dominant upstream producer received a percentage a of
the rent, 1 — a being kept by the incumbent retailer. Note that with this
set of long-term contracts the incumbent retailer had no incentive to buy any

10Tn this framework, we assume that members of a cartel behave like a single firm. The
dominant upstream producer will then be a representation of a "gas-OPEC" cartel that intends
to maximise its profit, taking into account the existence of a competitive fringe.

11We argue that this set of assumption is consistent with a stylised representation of the
upstream structure of the European natural gas market. Indeed, the closest non EU suppliers
are all members or observers in the GECF. According to CEDIGAZ (2009), they should cover
up to 96% of imports in 2020. Some alternative supplies are available but will have to come
from remote producing countries (Australia...). As transportation distance has a huge impact
on costs, it is reasonable to assume that production costs of the fringe will be significantly
higher than those of GECF countries. This representation would also be relevant if significant
deposits of non conventional gas (shale gas...) were to be discovered in Europe, as these fields
turn out to be much more expensive to produce than conventional reserves.

12We think it is more informative to adopt such approach compared to a more traditional
one which is to define fixed costs of entry through their absolute value F. Consider for example
that the value of the fixed cost of entry in an industry is equal to 1; the implications of such
value will be totally different if maximum industry profits are equal to 2 or to 100. Much
more information is conveyed when we say that the fixed cost to enter represents 50% or 1%
of the maximal profit the industry can make. It also turns out that such approach permits to
dramatically simplify the analytical expressions we get at equilibrium.



quantity of the good to firms of the competitive fringe. It could however play
on the existence of the fringe to bargain with the dominant upstream producer
in order to get a higher share of the industry rent.

Finally, we suppose that in case contracting firms fail to agree when they
renegotiate the long-term contracts at second stage of the game, the initial set
of long-term contracts that we have just described remains in full force'®. As
we shall see now, this assumption does complexify the resolution of the game
when the dominant upstream producer is in position to induce the exit of the
incumbent retailer by sticking to the initial contractual provisions.

3.2 Non exclusion of the incumbent

The presence of the competitive fringe at the upstream level does not alter
qualitatively the results of the competition game at date t3 (see appendix n°2).
We find that, provided the marginal contract price P, is not too high (so that
2! = K), the joint profit of the dominant upstream producer and the incumbent
retailer is maximised for:

1 (8n+9)Cr+4n+4
C2((An+9)Cr +4An+4)(n+1)

K" (n) D>0

Solving the renegotiation stage at date t2 becomes slightly more complex.
Indeed, we show that for a > ayin'* (i.e. when the dominant upstream pro-
ducer enjoyed a strong bargaining power prior to the liberalisation of the retail
market), the dominant upstream producer can exclude the incumbent retailer
by refusing to renegotiate and sticking to the initial set of long-term contracts
(Ko = %D, P,y =0, To = §D). In such case, we will have at date ¢3 a classical
double marginalisation game with m entrants and no more long-term contracts.
The profit made by the dominant upstream producer is then:

1
.. ==
1-eait(M) 4(m+1)(mCy+m+1)

The dominant upstream producer can also accept to renegotiate the long-term
contracts at date t5. For a > ayjn, it can make a take-it-or-leave-it offer to the
incumbent and claim the entire joint profit II? (K *(n)) + I1{ (K'*(n)) given by:

n(2n +3)2CF + (4n® + 120 + 1Tn + 9)Cy + 4(n + 1)
4(n+1)(nCr+n+1)((4n+9)Cr+4n+4)

2

Expressions computing the profit of an entrant are not the same whether the
incumbent is excluded or not, and the number of entrant m will then in most

13This assumption is more realistic than the one we made in the previous Section, as we
believe that long-term contracts in the European natural gas industry were initially signed to
prevent the risk of ex-post opportunism by the parties. They must therefore be legally binding
if a change of economic situation affects negatively one of the signing parties (the incumbent
retailer here).

A . n(4n+9)C ¢ +9(n+1

1‘1VV1th 0< Alim = W < 1.
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cases differ from n (see appendix n°3). We find that for any strictly positive
values of n and CY:

5
n§m§2n—|—§

Exclusion of the incumbent permits more retailers to enter, which alleviates the
double marginalisation and benefits the dominant upstream producer (IIP___..(m)
is strictly increasing in m). However, by renegotiating the long-term contracts,
the upstream dominant producer can capture up to the entire joint profit. We
verify that for any positive value of n and Cy:

P (K™ (n)) + I (K" (n)) = TI7_ e (2n 4 4) > 017

Hence it is never the interest of the dominant upstream producer to have the
incumbent excluded. It finds it more profitable to adapt the long-term contracts
so that the incumbent continues to be the leader on the retail market, and to
reap back all its profits through take-or-pay payments. The dominant upstream
producer benefits then from a form of vertical integration, which is not the case
when it sells on the wholesale market to non-integrated downstream retailers.
The increased number of retailers induced by an exit of the incumbent, which
alleviates the double marginalisation issue, is never enough for the dominant
upstream producer to compensate for the loss of revenues from long-term con-
tracts.

Our proposition 2 follows:

In the wvertical industry we have depicted, a dominant upstream producer
has always an incentive to renegotiate the contracts it holds with the incumbent
retailer, even if it could induce the exit of the latter by sticking to the contracts
signed prior to the liberalisation of the retail market.

3.3 Impact of entry

At date t1, would-be entrants correctly anticipate that the dominant upstream
producer and the incumbent retailer will renegotiate their long-term contracts
after entry and agree on the quantity K’*. They hence know the profit they will
make given n, and compare it to the fixed cost of entry equal to iF D?2. For any
F', the number of entrant at equilibrium will be given by the integer number
immediately below the real number n that solves:

n(2n+3)C% +3(n + 1)(2n + 3)Cy + 4(n + 1)
(n+1)(nCr+n+1)((4n+9)Cr +4n +4)

It turns out that it is not possible in the general case to get an analytical
expression for n. We verify however that entry will not occur for any F > Fi;,, !9,

=VF

15 As the number of entrants n and m are necessarily given by integer values, we could have
up to 2n + 4 entrants in the double marginalisation game (for example for 7 = 1,99 we verify
2 + 2 = 6,48)

2 2

16 512 1 (5C3430C;+16)

We have (g5)” < Flim = 1 (C;+2)2(13C; +8)2
competitive fringe upstream (low Cy) facilitates entry of one at least one retailer downstream.

1 . Fiim ) .
< - Notice that Kern < 0 : an efficient
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as one single entrant is then not in a position to cover its fixed cost of entry.
Large fixed entry costs at the retail level permit the dominant upstream producer
and the incumbent to maintain the initial structure of the industry, with final
consumers paying %D the price offered by a vertically integrated monopoly.

Provided the fixed cost of entry is not too high, at least one competitor will
enter the retail market at date t;. The incumbent and the dominant upstream
producer will react to entry at date to by reducing the size of the long-term
contracts they hold. This reduction will be stronger when more firms enter
(i.e. for lower costs of entry). More entry at the retail level will then permit
the dominant upstream producer to exert more market power at date t3 on the
wholesale market. This anti-competitive effect will however be mitigated at both
levels of our vertical industry, downstream by the increased competition among
retailers and upstream by the impact of additional sales from the competitive
fringe on the wholesale market. As we have just indicated, it is in most cases
not possible to have an analytical expression giving equilibrium prices in order
to see whether the price paid by final consumers increases or decreases with
more entry (lower value of F'). To illustrate it, we will focus on two polar cases
before moving to a numerical example.

If the competitive fringe is almost as efficient as the dominant upstream
producer and is not constrained by its capacity of production (Cy — 0), and
further provided F < %, the equilibrium expressions for wholesale and final
market prices are given by:

Py (Cr —0) =0

1
P} (Cy —0) = §\/?D

The competitive pressure exerted by the fringe is so strong that the dominant
upstream producer is no more able to raise the wholesale market price above its
marginal cost of production. The incumbent can exert some market power at
the retail level, as entry of competing retailer is limited by the fixed cost of entry.
The retail market price is then strictly increasing in the fixed cost of entry (it
jumps to the vertically integrated monopoly price %D for FF > %) Consumers
are then best off when entry costs are minimal so that a large number of new
entrants compete with the incumbent on the retail market. We find the classical
outcome that additional competition benefits final consumers.

Suppose now that the competitive fringe is just not relevant (Cy — +00).
This result is an extension to the one found in the previous Section by making the
number of entrants endogenous to the model. We have here for any F' < (25—6)2:

B 6VF D
V25F —4VF +4+5VF +2

p;(of—>+oo)=;(2—\/17+\/25F—4¢F+4>D

1
Py (Cf — +00) = 5(1
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We check that the wholesale market price strictly decreases in F' while the final
4

market price decreases in F' up to (%)2 and then increases in F'. Low costs
of entry induce many retailers to enter and compete with the incumbent. As a
consequence, the size of long-term contracts will be reduced, which more than
offsets the gains induced by increased retail competition. When costs of entry
are too high, the incumbent is able to exert its market power at the retail
level (it enjoys a monopoly position for F' > (257))2) which induces higher prices
for final consumers. We find the same trade-off as the one we depicted in the
previous Section. Final consumers pay the lowest price for n = 2, i.e. when
F € ](£)%(&%)?] . When the upstream level is fully cartelised, entry at the
retail level might be excessive and induce higher prices for final consumers.

We will now illustrate the outcome of the model with a numerical example
depicting a situation inbetween these two polar cases (we take D = 1 and
Cy = 10). We have built for that purpose a numerical algorithm calculating
the equilibrium number of entrants (necessarily an integer value). Figure 2
illustrates our results at equilibrium, by presenting the number of entrants,
the long-term contracted quantity and the price paid by final consumers as a
function of the fixed cost of entry.

0,51 »- 8
0,50 A g . . . 7
x Retail market price (n integer)

£
o T + Number of entrants (integer) ° X
(8] (2]
[ - K' * (n integer) ° 8
L 2
E 0,47 L 4 O
£ ©
T 046 3 g
g % £
0.45 5% 2 3
™ zZ

0,44 1

0,43 P TT T T T T T T T T TT T T T T T 0

S S0 O g0 e g RGOS MRS SR SRS RS S S e S S S I S T G
AR S, 8,60, 85 80 8 S 8 6 S S S S

o
N AN NN R ER R :

Fixed cost of entry (as a percentage of the vertically integrated monopoly profit)
Figure 2

Figure 2 shows that final consumers do not necessarily benefit from additional
entry at the retail level of the industry. They would favour a situation where only
3 newcomers compete with the incumbent, which occurs here when the fixed
cost of entry is around 1.1% to 1.5% of the maximum industry profit. Lower cost
levels induce excessive entry at the retail level, forcing the incumbent to reduce
the size of its long-term contracts with the dominant upstream producer and
therefore permitting the latter to exert more market power on the wholesale
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market, even though it is limited by the presence of the competitive fringe.
Higher fixed costs of entry imply an insufficient level of competition at the retail
level from a customer perspective. When these costs represent more than 6, 1%
of the maximum industry profit, then no entry occurs at the retail level, which
permits the incumbent and the dominant upstream producer to foreclose the
wholesale market and to set the price paid by final consumers at the monopoly
level. Note that in this example final consumers pay a higher price in case of
perfect competition at the retail level (F — 0 and n — +00) compared to any
situation characterised by a limited number of entrant (provided at least one new
retailer enters and competes with the incumbent). We however have to stress
that in this example the impact of the number of entrants on the price actually
paid by final consumers is limited (provided there is at least one entrant) as
equilibrium retail prices are within a range of approximately 2%.

We obtain qualitatively the same type of result for various values of Cf,
provided they are sufficiently high. Indeed, when Cy is small, the competitive
pressure exerted by the competitive fringe on the dominant upstream producer
is so strong that it becomes difficult for the latter to raise the wholesale market
price significantly above its marginal cost of production. Even though additional
entry at the retail level still reduces the long-term contract quantities and leads
to a higher wholesale market price, final consumers do benefit in such cases
from the decrease of margins at the retail level and would be better off in case
of perfect competition among retailers. It turns out to be no longer verified as C'y
increases, as the dominant upstream producer is then able to raise the wholesale
market price significantly above its marginal cost of production. Consumer
surplus is then maximised when only a limited number of retailers enters.

Our proposition 3 follows:

In the vertical industry we have depicted, excessive entry at the retail level
leads to an increase of the price paid by final consumers when the dominant
upstream producer faces a competitive fringe, provided the latter has substantially
higher costs of productions.

4 Conclusion

More competition at the retail level of a vertical industry does not necessarily
reduce prices for final consumers. As we have shown, in case the upstream level
of the industry is concentrated, excessive entry at the retail level can on the
contrary raise the price paid by final consumers if it forces an incumbent retailer
to reduce the size of long-term contracts it holds with a dominant upstream
producer. Our model illustrates the existence of a trade-off between limiting the
market power of an incumbent retailer through more competition on the retail
market and that of a cartel of upstream producers trough long-term contracts.

By focussing solely on entry and competition at the retail level of a vertical
industry, authorities may end up harming both final consumers and retailers
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profits, for the sole benefit of upstream producers. When authorities are not
in a position to enhance competition between these producers, they should be
careful in implementing policies that lead to threaten tools such as long-term
contracts that do limit the market power of these firms.

In the European natural gas industry, long-term supply contracts have long
been suspiciously scrutinised by the authorities, mainly concerned by the risk of
foreclosure of the retail market by incumbent firms. They are now perceived as
a key element to insure the security of supply, in particular since gas deliveries
from Russia through Ukraine were twice interrupted in the recent years. We
think that they should also be regarded as pro-competitive instruments that
allows final consumers to benefit from lower prices on a long-term perspective!”,
by limiting the potential exercise of market power by large upstream producers.

A way for future research would be to explicitly model entry at the upstream
level of our vertical industry. We could also try to investigate whether the
existence of historical long-term contracts makes collusion between upstream
producers more likely or not.
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5 Appendix

5.1 Appendix n°1

We assume that at date to the upstream monopolist and the incumbent have
agreed to keep their long-term contracts. The incumbent could foreclose the
retail market by proposing a retail market price p; below the marginal cost
of production of the upstream monopolist (zero with our set of assumptions).
Any higher price would indeed induce the upstream firm to profitably sell some
quantities on the wholesale market that could be bought by the entrants. Such
policy is obviously not sustainable for P, greater than the marginal cost of
production. If this is not the case, we verify that the incumbent profit would
be strictly negative as T+ P, > O:

' = -TK — Pz’ +ppa’ < —(T+ P,)K <0

Foreclosing the final market would then imply a negative profit for the incum-
bent and cannot be an equilibrium strategy. The incumbent will then leave a
residual share of the final market to new entrants.

We then model the competition game as a static two-stage game with 1
upstream monopolist, 1 incumbent retailer and N entrants.

At the second stage of the game, the N entrant firms maximise their profit
0% = (D—-q' —qf = > ¢F, — pw)g® on the residual market by simultaneously
choosing ¢”. Given the wholesale market price p,, and the quantity offered by
the incumbent ¢, and further taking into account the symmetry of entrants,
first order conditions yield immediately:

1
q” (

=—(D—q' —ps
N+1 ¢~ Pw)

The balance of quantities on the wholesale market imposes s™ + s = N¢¥. We
further have ¢/ = 27 —s’. Hence the derived demand addressed to the upstream
monopolist and the incumbent retailer can be written as:
1 N+1
1 om

L=D—al — —§ _
P T oN® N
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We have also:

pf:D—acI—sM

Solving the first stage of the game needs to take care of the capacity con-
straint 2/ < K, to which we associate the Lagrange multiplier A. The upstream
monopolist and the incumbent maximise their profits which are given by:

oM =TK + P2’ +pwsM

HI =-TK+ (pf - Pm)lj - (pf _pw)sl
This yields the following first order conditions:

D—xf—%sf—2¥sM=0
D—P, -2z —sM _Xx=0
25T +sM =0
K-zl 1A

The solution to this system is unique and given by:

0 < K < Kiin Kim < K
s 412\7113 (D - K) 412\7113 (D — Kiim)
s s (D — K) a5 (D — Kiim)
zI K Klim
A | IS D-P, — 65K >0 0

where the threshold value for K is:
(2N +3)D — (4N + 3)P,
6(N+1)

This threshold takes a positive value for P, < i%IgD If this assumption is not

met, the variable price of the long-term contract is so high that the incumbent
does not offtake any quantity under its long-term contracts. This would not
be consistent with the description of our game where the incumbent retailer
benefits from a low marginal cost of supply under its long-term contracts which
permits that firm to play therefore before the entrants. We will assume that
this condition over P, is met.

Equilibrium quantities and prices are given by:

Klim =

0 < K < Kijim Kim < K
q" D - K) (D — Kiim)
q' 41\va+3D + 347\7113[( 41\va+3D + 347\/113 Kiim
q 412\5%342 + Z%EK 412\5%3? + i%ig Kiim
by 4N+3(D - K) 4Ni3(D — Kiim)
Puw 2417\/113 (D - K) 24NN++13 (D — Kiim)

18 This notation means that we jointly have K — 2! >0, A > 0 and MK — rI) =0.
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Profits are then as follows:

0 < K < Kjim
M (T+P1)K+4N(41NV71§)2(D7K)2
I’ —(T+P)K + grap (D - K)? + a3 (D - KK
1" avap (P~ K)*
oM + 117 Naniap (D — K+ 175 (D - KK
Kim < K
e TK + Py Kiim + 4N i ay2 (D — Kiim)?
Iy —TK — P Kiim + g (D — Kiiw)® + 3873 (D — Kiin) Kiim
e v (D — Kim)?
oM 1! N%(D — Kiim)? + 3355 (D — Kiim) Kiim

We notice that the expression giving the joint profit of the contracting firms
is constant in K for K}, < K and concave in K over 0 < K < Kjjn,. Over this
interval, the profit is maximised for:

8N +9

.1
K T 2(4N +9)(N +1)

We verify that K* belongs to the interval ]0; Kjiy,| provided:

2N
PZ < 19
~ 4N 49
This maximum threshold for P, is strictly lower than p,, (K*) = i%igD. Con-

tracts maximising the joint profit of the contracting firms verify that the mar-
ginal cost of supply of the incumbent retailer is below the one of the entrants.

By picking K* and a contractual price P, that verifies the above inequality
at the renegotiation stage, the upstream monopolist and the incumbent retailer
will at the competition stage earn respectively:

w1 (8N+9) N (2N +3)*
H(K") = 2 (4N+9)(N+1)(T+P”’:)DJr N+1(4N+9)2D2
H,(K*):_; (8N +9) (T+PI)D+9 (2N + 3)* )

2(4N +9)(N +1)

4(N +1) (4N +9)

If they do not agree to renegotiate their long-term contracts, those contracts
will terminate and the firms will earn the reservation profit given by a classical

N+1

double marginalisation framework ( INT2) D?

1
1(N+2)2

19This threshold value is strictly below

IN+3
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D? for the incumbent retailer). We verify that both parties have their

2N+3 D for which we have ! = 0.



profits increasing by choosing K* and agreeing on a contractual price verifying
(Py + T)min < P + T < (P + T)max where:

1 (24N3 + 109N? + 162N + 81)

(Pg; +T)min = § (8N+9) (N+2) (4N+9)

1 (36N* + 236N + 569N? + 603N + 243)
2 (4N +9) (8N +9) (N +2)

It is therefore the interest of both parties to renegotiate their long-term contracts
at the second stage of the game.

(Pr + T)max ==

5.2 Appendix n°2

We assume that at date to the upstream monopolist and the incumbent have
agreed to keep their long-term contracts. The solution of second stage of the
competition game at date t3 is then identical to the one found previously:

1
E I
= —_— —
¢ =D =q —pu)
Balance of quantities on the wholesale market now writes down:
sP 4+ sF 4 5T = ngP

I

As we further have ¢ = 2 — s’ and s¥ = C%pw, the derived inverse demand

function on the wholesale market is given by:

TLCf n+1, p ;1
y=— (D - —al— =
be an—l—n—i—l( ( n )s . ns)
The final market price is equal to D — s? — 27 — s¥ which simplifies into:
TLCf +1 TLCf D I 1 I
C— D— _
Py nC’lf—i—n—I—l( nC‘f—l—lS v +n0f+1s

At the first stage of the competition game, the dominant upstream producer
and the incumbent retailer maximise their profits given by:

P :pwsD + Pl + TK

" = (py — Po)a’ — (py — pu)s’ = TK

The incumbent is constrained by the quantity it can offtake under its long-term
contracts (z! < K) to which we associate the Lagrange multiplier \. For the
first stage of the competition game, first order conditions now write down:

n+1
n

L

D—2 D_gl - —sT =0
( )s T = s
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" b g b o) p Ao
nCr +1 nCr+1

D+ CysP — 22" +2(Cp + 1)s' =0
K—a2! 1)

nC'f—|—1
nCr+n+1

The solution to this system is unique and given by:

0< K S Kllim Kl/im S K
SD 277,Cf+2n+1 D_ 2n0f+2n+2 K 2an+2n+1 _ QnC'f+2n+2 ’
(4n+3)C¢+4n+4 (4n+3)Cs+4n+4 (4n+3)C¢+4n+4 (4n+3)Cf+4n+4~""lim
T - nCy+2n+2 + nCy+4n+4 - nCy+2n+2 + nCy+4dn+4 /
(4n+3)Cr+4n+4 (4n+3)Cr+4n+4 (4n+3)Cr+4n+4 (4n+3)Cf+4n+4~""lim
z! K K.
im
(2n+3)C7 6(n+1)Cy
A (A4n+3)Cr+ant+d ™ (47L+3)Cf+4n+4K - P20 0
where the threshold value for K is:
, 2n+3 (An+3)Cr+4n+4
Klim = - P-K
6(n+1) 6(n+1)Cy

The description of our game is consistent only for K|, = > 0 which induces that
the marginal price of the long-term contracts must not exceed the following
threshold:
(2n+3)Cy
YT (4n+3)Cr+4n+4

We notice also that if the the initial set of long-term contracts is kept at the
competition stage of the game (K, = %D and P,o = 0) then the incumbent will

not be able to fully offtake its long term contract as we have K, < %D.
Equilibrium quantities and prices are given by:
0<K < Kllim
E 1 (Cs+1)(nC¢+2n+2)
q (47L+3)Cf+4n+4( : an—i-’rfL—i-l D — CfK)
1 nCy+2n+2 3(n+1)C
q (4n+3§cf+4n+4D + (4n+3)cf+4fn+4K
o n+1
S ((4n+3)Cs+4n+4)(nCr+n+1) ((Q’IICf + 2n + 1)D — (2an +2n + 2)K)
1 2nC;+2n+1)(nCr+2n+2)
4q (4n+3)cf+4n+4( ! ncf+n+1f D+ (2n +3)CsK)
1 (2n+3)nCF+(2n*+6n+3)Cy+2n+2
by (47L+3)Cf+4n+4( ! nCr4n+l1 D — (2’/1 + B)CfK)
FO)C
Po | et e (2nCr + 20+ 1)D — (2nCy + 2n + 2)K)

We do not reproduce results for K|, < K; as in appendix n°1 expressions
are identical to the one obtained for K < K, except that K must be replaced
by Kj,,, in the formula.
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Expressions of the firms profits are as follows:

0< K <K,
0P [ (T + P)K + porritoate—ama (2nCy + 20+ 1)D — (2nCy + 20 + 2)K)?
I | —(T+P)K + (4n+3)éf+4n+4((27l+3)n0?+£éizjfzj3)cf+2n+2D (24 30 KK
+(4n+3)(}f+4n+4((Cer;)cS?fiﬁnH)D B CfK)(<4n7fs§$fﬂ§+4D — (4n7f3§gjiﬁ+4[()
e ((4n+3)clf+4n+4((Cf+ig;Lf£ﬁ7l+2)D — CrK))? - iFD?
mr 304 ( ((4n+3)cf+4’£ii)(ncf+n+1) ((2nCy +2n+1)D — (2nCy + 2n + 2)K))?

For K|, < K, the profits are given by the above expressions and by taking
K = K|, . However, for the dominant upstream producer profit, we must add
the term T(K — Kj,,) that reflect additional take-or-pay payment from the
incumbent, while such term must be deducted from the profit of the incumbent.
We notice that the joint profit of the dominant upstream producer and of the
incumbent retailer is constant in K for K|, < K.

For 0 < K < Kj,,,, we verify that % < 0 for any strictly positive
values of Cy and n. The function is therefore concave in K and reaches its

maximum value for:

(8n 4 9)Cy + 4n + 4

1
Bl* = —
2((4n+9)Cy+4n+4)(n+1)

D>0

We further have K* < K. for:

lim
P. < 2an 20
© T (4n+9)Cr+4n+4

Contracting firms will maximise their joint profit by choosing a quantity K’*
and a marginal price P, that satisfies the above inequality. In such case, they
will jointly earn:

DT () — 1n(2n+ 3)2°C}+ (n+1) (8n+4n* +9) Cy +4(n + 1)2D2
4 (n+1)(nCr+n+1)((4n+9)Cr +4n+4)

5.3 Appendix n°3

Liberalisation of the retail market drives down the profit of the incumbent; if its
initial share of the industry rent is low, the dominant upstream producer can
induce the exit of the incumbent by sticking to the initial long-term contracts. In
such case, the dominant upstream producer is competing with the competitive
fringe on the wholesale market where m price-taker retailers supply themselves
to resell the good to final consumers. We then have a double marginalisation
framework whose equilibrium results are given by:

(2n+3)Cy

WD for which we have 2! = 0.

20Notice that this threshold is strictly below
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SD I m
2 m—+1
SF I m
2 mCr4+m+1
1 mCy+2m+2
q 2 (m+1)(mCy+m+1)
1 m(mCy+2m+2)
q 2 tm+ 1) (mC tm+1)
1 m(m+2)C¢+2m+2
Dby 2 (m+1)(mCy+m+1)
1 mCy
Pw 2 mCr+m+1
P 1 m>Cy 2
4 (m4+1)(mCs+m+1)
F T m 212
I ZCf(meerJrl) D
E [ 1 mCy+2m+2 2p2 _ 1 2
il 4((m+1)(me+m+1)) D 4FD

For a given F', we will now compare the number of entrant retailers in this
double marginalisation game and in the game where the incumbent is a leader
on the retail market and has agreed on the contractual quantity K'* with the
dominant upstream producer. We verify at first that we cannot have less en-
trants when the incumbent is excluded. Indeed, if we assume n = m (both being
integer numbers), we verify immediately that the profit of an entrant retailer is
higher when the incumbent is excluded as:

nCj +2n + 2 n(2n+3)C% + 3(n+1)(2n + 3)Cy 4+ 4(n + 1) -
(n+1)(nCr+n+1) (n+1)(nCr+n+1)((4n+9)Cy +4n + 4)

Therefore there will be always be more entrants (or at least the same number)
when the incumbent is excluded. We can therefore write m = n+y, with y > 0.
For a given F', the additional number of entrants that find it profitable to enter
is bounded above by a value § that verifies:

(n+9)Cr+2n+y)+2  n@n+3)CF+3(n+1)2n+3)Cr +4(n+1)* 0
n+y+D)((n+9)Cr+n+5+1) (n+1)(nCs+n+1)((4n+9)Cy+4n+4)

We find:
_ 1 (n(n+1) +nBn+6)Cr)CF + V2
Y= 2(Cr+1)(Cr+1) (202 (Cr +2) (Cr + 1))
where:
z = 64(n+1)°+32(10n+ 11) (n +1)° Cy + 4 (352n + 164n° + 153) (n + 1) CF +

4 (459n + 55007 + 176n® + 81) (n +1)° CF + n (2005n + 1672n? + 416n° + 648) (n + 1)* C
+2n2 (n + 1) (475n + 308n? + 64n° + 228) CF + n? (n +2)* (4n + 3)° C¢

We can show that % > 0. We verify numerically that ¢ is not monotonous

in C¢, but that it reaches its maximum value for Cy — +oo provided n > 1.

We check also numerically that for any positive values of n and C; we have
y<n-+ % and therefore m < 2n + %

22



