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Introduction
Wherever possible, policy makers and sector regulators
will seek to introduce competition into parts of a
previously fully price-regulated supply chain—such as
the introduction of competition into many energy retail
markets in Europe. After the introduction of competition,
it is this which delivers customer protection, rather than
price regulation. The underlying motivation is that where
there is scope for competition, it will typically deliver
greater consumer benefits than ongoing price regulation
in the form of greater cost savings, service differentiation
and innovation.
The migration from regulation to competition carries

with it risks and opportunities for regulators and
consumers—aswell as the companies affected. Themain
risks for regulators and consumers are associated with a
possible “transitional period”—the window after the old
price controls have been lifted, but before competition is
fully effective. The concern is that incumbents could
exploit temporary market power during the transitional
period.
The question this article addresses is: how should

policy makers and sector regulators protect consumers
during any transitional period, but without standing in
the way of competition developing? To help bring the
issues to life, the recent liberalisation of the UK water
market is used as an example.

Overview of the liberalisation of the UK
water market
In 2009, Defra published Professor Martin Cave’s
Independent Review of Competition and Innovation in
Water Markets (the Cave Review).1 The Cave Review
recommended various changes to the regulation and

legislation governing the water industry in England and
Wales to deliver benefits to consumers and the
environment.2

Amongst other things, the Cave Review recommended
that changes should be made to extend and enhance retail
competition in the water markets for large non-household
customers in England. A “large” non-household customer
was defined as having annual water consumption greater
than five megalitres.3 The Cave Review found that
competition could work effectively in the retail part of
the supply chain to drive down costs and drive up service
standards: it does not have the natural monopoly-like cost
structure of wholesale water and wastewater supply, and
large non-household customers would be expected to
engage with the market and drive competition by “voting
with their feet”.
In May 2014, the Water Act received Royal Assent.

TheWater Act implemented the reforms triggered by the
Cave Review and the Government’s subsequent proposal
for market reform, including the extension of retail
competition.4 The effect of the Water Act is that, from
April 2017, all non-household customers in England will
be able to choose their retailer of water and wastewater
services. By removing the five megalitre threshold, the
number of customers able to choose increases from
around 26,000 to over 1.1 million.
While the Water Act was passing through Parliament,

Ofwat, the economic regulator for water and wastewater
in England andWales, was partway through its 2014 price
review process (this is on-going at the time of writing).
Amongst other things, the price review sets limits on the
prices that the regional water and sewerage companies
can charge their customers for the period 2015–2020.
As part of the price review process, Ofwat considered

how best to regulate the retail part of the supply chain,
recognising that the scope for competition would start
halfway through the price control period in 2017. Clearly,
in the period without competition (2015–2017),
non-household customers would be dependent upon the
regulator to protect them from market power. How
important regulatory protection would be from the period
2017 onwards would turn on how quickly competition
would evolve.
Ofwat decided that it would implement four separate

price controls for companies serving customers in
England. There would be two wholesale price controls
(one for water and one for wastewater) covering the
monopoly part of the price chain. There would be two
retail price controls—one for household customers and
one for non-household customers. The non-household
customers would be protected by means of a “default
tariff”.5

1Defra is the UK government department for the environment, food and rural affairs.
2Available at: https://www.gov.uk/government/uploads/system/uploads/attachment_data/file/69462/cave-review-final-report.pdf [Accessed December 18, 2014].
3This is enough water to fill approximately two Olympic-size swimming pools.
4 See https://www.gov.uk/government/publications/water-for-life-market-reform-proposals [Accessed December 18, 2014].
5 See http://www.ofwat.gov.uk/future/monopolies/fpl/pap_pos201205fplprincip.pdf [Accessed December 18, 2014].
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Ofwat considered a number of issues associated with
the design of the default tariffs.6 It decided that:

• companies would be able to choose how
many default tariffs they offer (e.g.
different tariffs based on consumption
bands);

• the prices of the default tariffs should be
“cost reflective” and based on a company’s
current retail cost to serve plus a reasonable
rate of return (which, in principle, could
vary by consumption band or over time);

• the level of service offered within the tariffs
should meet or exceed the requirements of
the Guaranteed Standards Scheme (GSS);

• customers would start on the default tariffs
on day 1 of the 2015–2020 period and
remain on it until they choose an
unregulated tariff (as opposed to starting
on an unregulated tariff on day 1 and opting
into a default tariff); and

• companies would be able to choose how
many unregulated tariffs they offer.

There are various features of the default tariff that make
it different from a typical price control. Perhaps the most
relevant difference here is that prices associated with the
default tariffs do not embody an explicit efficiency target
with respect to retail costs. That is, they allow the
company to recover all of their current retail costs, which
may be higher than the efficient level of retail costs. The
implication is that the level of regulatory protection from
the default tariff may be lower than the level of regulatory
protection that customers would receive under a typical
price control and lower than would be delivered by a
competitive market.7

It is unclear if/when the default tariffs will be lifted. A
sensible working assumption is that they will remain in
place for at least the 2015–2020 control period.

Key issues associated with transitional
safeguards
The logic of a default tariff is clear: customers have
regulatory protection until they find and switch to a better
offer in the market. And, indeed, one might be tempted
to argue that default tariffs offer a clever win-win for
consumers—they get the benefits of competition when
they emerge and the benefits of regulation until then.
The difficulty with this argument is that it does not

recognise the interrelationship between regulation and
competition. There are three issues here:

• The first issue, which generally receives
most attention, is that the price (and
therefore margins) associated with the
default tariff could be set “too low”.
Clearly, setting the price too low could

directly reduce entry and expansion. The
scale of this risk is debatable. Pointing to
a relatively low risk is that the process of
setting the old regulatory price controls
could furnish the regulator with good
information on the costs of supply. Pointing
to a higher risk is that the old regulatory
price controls may not have considered the
part of the supply chain in question
separately, and so its information on the
costs of supply may not be sufficiently
“granular”.

• The second issue is that continued
regulatory involvement could affect the
business models adopted by suppliers, in a
manner that could reduce the benefits of
competition. For example, suppliers may
design their business models around
offering the level of service associated with
the default tariff, and this may limit the
profitability of offering levels of service
above or below that implied by the default
tariff.

• The third issue is the possibility that the
existence of a default tariff—and the
manner in which it is implemented—could
quell competition by reducing the level of
customer engagement in the market. By
customer engagement, we mean their
willingness to search, and where
appropriate, switch to alternative tariffs that
better meet their needs.

The third issue is critical. Clearly, it would be
counterintuitive to develop a safeguard to protect
consumers while competition develops, that itself delays
the development of competition! The possibility that a
default tariff could quell competition arises for the
following reasons:

• The existence of a default tariff could
reduce customer engagement in the market
by reducing the perceived benefit of
searching for a new tariff. This can arise
when customers expect—irrespective of
the truth—that the default (regulated) tariff
is either: (a) the best deal or, even if not;
(b) close enough (i.e. they expect that the
costs associated with search and switching
will exceed the benefit of doing so). This
could arise because they view the default
tariff as benefitting from the protection of
the regulator.

• The implementation of a default tariff could
reduce customer engagement in the market
by eliminating a trigger for search
behaviour. This can arise when, as noted

6 See http://www.ofwat.gov.uk/pricereview/pr14/gud_pro140404pr14defaulttariff.pdf [Accessed December 18, 2014].
7We note that there is an implicit efficiency target insofar as input prices are expected to rise over the 2015–20 control period.
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above, customers are moved onto a default
tariff directly from the tariffs implied by
old regulatory price controls, rather than
being compelled to revisit their supply
arrangements and become used to “fending
for themselves”.

• Finally, on the supply-side, incumbent
suppliers may be hesitant to reach out to
customers and offer more competitive
tariffs as those tariffs do not have the
explicit “regulatory permission” that they
have become used to—potentially further
reducing customers’ appetite for shopping
around.

The effect of reducing customer engagement on
competition could be significant. Recent high-profile
competition investigations highlight the importance of
customer engagement in driving competition. For
example, numerous recent investigations into various
retail banking services, focus on a lack of customer
engagement (possibly caused/reinforced by supplier
behaviour) as a key impediment to effective competition.
The referral of the GB energy market to the Competition
andMarkets Authority also pointed to a lack of customer
engagement as a key reason for the CMA to scrutinise
the market in more detail.

Implications for the use and design of
transitional safeguards
The question the above naturally raises is whether
alternative safeguards should be used during the
transitional period, and if so, which one(s)? That is, even
if a default tariff has the potential to quell competition,
the concern that suppliers could exploit market power
during the transitional period seems to be an entirely
legitimate one to address.
The starting point for answering this question turns on

why one would expect a transitional period to emerge in
the first place. That is, why would competition not be
“fully effective” immediately—or, if not fully effective,
at least as effective as policy makers envisaged upon
deciding to introduce competition? Standard competition
analysis would suggest that the policy makers and
regulators should domore to try and answer the following
questions:

• What, if anything, might stand in the way
of rapid entry and expansion by suppliers?
For example: lack of skills, capabilities or
interest; uncertainty regarding when the
market will open; strategic behaviour by
incumbent suppliers?

• What, if anything, might stand in the way
of search and switching behaviour by
customers? For example: lack of interest;
actual or perceived search costs, e.g.
difficulties comparing between tariffs;
actual or perceived switching costs?

Clearly, there is a wide range of “solutions” to these
problems. It would seem unduly pessimistic, given the
now rich history of competition investigations and
deregulation, to think that one could not go some way to
anticipating the answers to these questions—and instead
believe that it was necessary to prevent the symptom
rather than the cause through introducing a “default
tariff”.
Nevertheless, if a default tariff is considered necessary,

the analysis set out above also suggests how it is
implemented could have a bearing on competition and
should be considered carefully. Decisions relating to
whether customers are required to “opt-in” or “opt-out”
and how its role is communicated to them, seem
particularly important.

Conclusion
Arguing for the immediate removal of regulatory
safeguards, such as default tariffs, upon market
liberalisation could be seen as adopting a naïve “free
market” approach, which overlooksmarket imperfections
and frictions. However, we reach the opposite conclusion:
because regulatory safeguards can reinforce and
exacerbate demand-side market imperfections and
frictions, they should be used with caution.
Instead, regulators should start by considering whether

any transitional period could be ever be long enough to
justify a different form of on-going price regulation, and
if it is, what their root causes are and what could be done
to address them directly.
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