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 Cross-subsidies in the Electricity Sector1 

 

Bert Willems2 and Eckart Ehlers3 4 

Abstract 

Most firms in the electricity sector are vertically integrated. Often these integrated 

firms are accused of using income generated in the regulated sector in order to cross-

subsidize their unregulated activities. This cross-subsidization is said to distort the 

level-playing field and lead to an unfair competition between incumbent and entrants. 

In this paper we argue that cross-subsidies are a normal business practice which 

should only be a concern when they are part of anti-competitive practice such as a 

price squeeze or predatory pricing. If the government is concerned about those 

practices, it should evaluate the sector using a similar analysis as developed under 

Article 82 EC, regardless of whether cross-subsidies are involved. 
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1 EXECUTIVE SUMMARY 

Most firms in the electricity sector are vertically integrated. They provide network 

services such as the high voltage transmission and low voltage distribution, they 

generate electricity and they sell energy to final consumers (retail). The first two 

activities (transmission and distribution) are regulated services, and the latter two 

(generation and retail) are open to competition.  

Often these integrated firms are accused of using income generated in the regulated 

sector in order to cross-subsidize their unregulated activities. This cross-subsidization 

is said to distort the level-playing field and lead to an unfair competition between 

incumbent and entrants. Eliminating these cross-subsidies is one of the reasons why 

the Dutch Government has decided to split up the vertically integrated companies to 

have the network operator (ideally also owning the grids) in separate ownership from 

the reminder of the vertically integrated energy supply undertaking, i.e. generation 

and retail supply5. This is called ownership unbundling.6  

The discussions on cross-subsidies within the vertically integrated firms have, 

however, often missed clarity: policymakers do not define what they mean with cross-

subsidies, and it is unclear whether they accuse the incumbent firms of illegal 

conduct. The aim of this paper is to improve the quality of the cross-subsidies debate, 

by more generally evaluating cross-subsidies. 

                                                 

5 In its third legislative package the European Commission proposes to impose ownership unbundling 

of the high voltage network. However, it does not refer to cross-subsidies as a reason for unbundling. 

Instead, it gives the following arguments against legal unbundling: (1) the risk of differential treatment 

of parties, (2) unequal access to information, and (3) distorted investment incentives for an integrated 

company. See the Proposal for a Directive amending Directive 2003/54/EC concerning common rules 

for the internal market in electricity, 19.9.2007, COM(2007) 528 final (mentioning cross subsidies only 

in Art. 22c lit. 1e “Duties and powers of the regulatory authority”), and the Explanatory memorandum 

of the European Commission on the third legislative package. 

6 Such forced divestiture occurred, for instance, when the vertically integrated U.S. American 

telephone company Bell was ordered in the early 1980s by an U.S. American court (not by legislation!) 

to split into AT&T and several so-called baby bells (local and regional telephone companies owning 

the local loops). To this effect, regulated activities (local phone calls) were separated from unregulated 

activities (long-distance phone calls). 
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First, we define when a transfer from a regulated network company to an unregulated 

production or retail company is a cross-subsidy. Although the concept is mentioned 

in several policy documents of the European Commission, no clear legal definition of 

cross-subsidies exists, either in additional regulation or in case law. However, 

economists define the concept of “subsidy-free prices”(Faulhaber, 1975). A price is 

subsidy-free, if it covers at least the incremental cost of producing the product, and if 

the price is less than the stand-alone cost of producing a service. If prices are not 

subsidy-free, then one good will cross-subsidize another good. The concept of 

subsidy-free prices is important for regulated sectors where the firm has no exclusive 

right in providing a service, and some competition might happen at the margin of the 

industry. In such a setting it is important that the incumbent’s prices are subsidy-free 

in order to prevent inefficient entry. 

Secondly, we explain that in markets where competition is central to the operation of 

a sector, which is the case for the electricity sector, the concept of cross-subsidies is 

no longer directly relevant. We should instead rely on established competition policy 

rules to decide whether a certain form of cross subsidy should be prohibited as part of 

an illegal practice.  

As a starting point, cross-subsidies are a normal business practice and therefore they 

are not as such illegal under European competition law (save in situations where a 

sector is partly under legal monopoly). However, some cross-subsidies might be part 

of illegal practices under Article 82 EC, more particularly price squeezing or 

predatory pricing. In such cases cross-subsidies contribute to an illegal practice and 

are therefore objectionable.  

In order to find price squeezes or predatory pricing abuses, courts will typically test a 

number of conditions. One of these conditions can (but does not have to) be whether 

the firm is cross-subsidizing some goods. Recent developments in economic theory, 

however, put less emphasis on cross-subsidies in an abusive context. 

Firms can use predatory prices to drive out competitors even when prices are subsidy-

free. Hence, cross-subsidies are neither a necessary, nor a sufficient condition for 

predation to be present. We therefore expect that the concept of cross-subsidies will 

obtain less attention in competition policy, and that newer tests will be developed 
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which rely more on game theoretic considerations. They will complement and 

partially replace the tests based on accounting measures of costs, which are the 

underpinning of the regulation of cross-subsidies.  

Current energy sector legislation7 requires that network activities are, amongst other 

things, legally unbundled. This means that the network operation business should 

have its own legal structure, but can remain a subsidiary of an integrated energy 

company. The fact that firms are legally unbundled does not rule out that network 

operators abuse their dominant position, but makes it easier to detect such abuses.  

The network operation activities of vertically-integrated energy supply companies are 

subject to regulation. It can happen that network companies may not be allowed to set 

their own pricing structure. Then, they would not commit an abuse of a dominant 

position under Article 82 EC, as they cannot be held responsible for prices set by the 

regulator. In such a case, the State (acting via the regulatory authority) could however 

fall foul of the State aid prohibition (Article 87 EC) for granting the network operator 

higher revenues than is strictly necessary by setting too high a tariff. 

With this paper we intend to bring greater clarity to the current policy debate on 

“cross-subsidies” in the context of the European energy market. We would like to 

promote a more effects-based approach to evaluate the practices of dominant 

undertakings.8 The paper argues for using the existing legal and economic framework 

developed for competition policy purposes, and not to study cross-subsidies as such, 

but the potentially abusive practice which might be associated with them.  

The paper does not intend to study whether such abusive practices have taken place in 

the electricity market, the standard of proof one should use, or the appropriate 

regulatory instruments to address potential abusive practices if they would have taken 

place.  

                                                 

7 See Art. 10, 12, 15 et seq., 18 et seq. Electricity Directive 2003/54/EC, Art. 9 et seq., 13 et seq., 15, 

16 et seq. Gas Directive 2003/55/EC. 

8 In line with the suggestion made by Report by the EAGCP, ‘An economic approach to Article 82’, 

July 2005 and picked up by the Commission services in the Discussion Paper on Article 82 of 

December 2005. 
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2 INTRODUCTION: EUROPEAN ENERGY MARKET 

LIBERALIZATION 

Since the early 1990s, the Commission has pushed for the creation of a single 

European energy market on the grounds that this would increase Europe's 

competitiveness and welfare, in part by stimulating jobs and by bringing lower energy 

prices to consumers.  

The Commission considers further liberalization as a pre-requisite for progressing 

with the creation of an internal energy market, for guaranteeing energy security 

throughout the EU, for promoting energy efficiency and the use of renewable energy 

resources, and for ensuring the proper functioning of the EU Emissions Trading 

Scheme. 

Current legislation already requires that the companies place their network operation 

business (transmission and/or distribution) in a separate subsidiary, while other 

activities (generation and supply) can stay within one legal entity. This is called legal 

unbundling. 

One of the options proposed by the Commission on 19 September 2007 is a further 

separation or unbundling of the supply and generation activities from the network 

activities (transmission and distribution), called ownership unbundling, where 

companies active in generation and supply are not allowed to be a (major) shareholder 

of the firm owning and operating the energy network (and vice versa). Ownership 

unbundling is favored by the governments of several countries such as the 

Netherlands, Denmark and the UK, while, inter alia, France and Germany are strongly 

opposing it. Given the strong resistance of these countries, the European Commission 

is proposing ownership unbundling as one option within a more general package, 

which aims at strengthening regulatory oversight. 

There has been a fierce debate between proponents and critics of unbundling, 

especially in the Netherlands as regards the so-called splitsing.9 As a result, several 

                                                 

9 Legislation consisting of Wet van 23 november 2006 tot wijziging van de Elektriciteitswet 1998 en 

van de Gaswet in verband met nadere regels omtrent een onafhankelijk netbeheer, Stb. (Staatsblad van 
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research institutes and consultancy groups have looked into the economic and legal 

arguments of further unbundling of the Dutch energy distribution sector.10 

Nevertheless, a consensus has not been reached among economists and legal scholars. 

In this paper we do not want to reopen this discussion, and review all the arguments 

which have been made by the two sides. Instead, we will zoom in on one of them. 

Proponents of further separation often claim that ownership unbundling will eliminate 

the possibility of cross-subsidization from network activities to generation or supply 

activities, which prevents efficient market entry and threatens the existence of 

competitors in the markets for the latter two activities. Thus, preventing such 

subsidies is supposed to contribute to a level-playing field among generators and retail 

competitors.  

The aim of this study is to guide the debate with respect to this argument and to 

clarify, both from an economic and a legal viewpoint, what cross-subsidies are, and 

whether (and when) they should be prohibited.  

                                                                                                                                            

het Koninkrijk der Nederlanden) 2006, 614 (Law of 23 November 2006 amending the Electricity Act 

1998 and the Gas Act in connection with further regulation with respect to a independent operation of 

(energy) networks), and of Wet van 1 juli 2004 tot wijziging van de Elektriciteitswet 1998 en de Gaswet 

ter uitvoering van richtlijn nr. 2003/54/EG, (PbEG L 176), verordening nr. 1228/2003 (PbEG L 176) 

en richtlijn nr. 2003/55/EG (PbEG L 176), alsmede in verband met de aanscherping van het toezicht 

op het netbeheer (Wijziging Elektriciteitswet 1998 en Gaswet in verband met implementatie en 

aanscherping toezicht netbeheer), Stb. 2004, 328 (Law of 1 July 2004 amending the Electricity Act 

1998 and the Gas Act in order to implement Directive 2003/54/EC (OJ L 176), Regulation 1228/2003 

(OJ L 176) and Directive 2003/55/EC (OJ L 176) as well as in connection with the tightening up of the 

supervision of network operation (Amendment of the E-wet 1998 and the G-wet as well as the 

implementation and tightening up of supervision). 

10 General evaluations of ownership unbundling in the Netherlands can be found in Brunekreeft and 

van Damme (2005), Künneke and Fens (2007), and Brunekreeft and Ehlers (2005, 2006).  Mulder et al. 

(2005) develop a qualitative social cost and benefit analysis, and, in response to their work, Baarsma 

and de Nooij (2007) estimate the size of the different effects. For Germany, Brunekreeft (2008) 

develops a cost and benefit analysis of ownership unbundling of the German transmission system 

operators. Legal aspects of ownership unbundling are examined in a comparative study by Pielow and 

Ehlers (2008). 
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The structure of the paper is as follows: In section 3 we define cross-subsidies both in 

economic and legal terms, and look into their legality. Then, section 4 evaluates the 

relevance of cross-subsidies in the context of anti-competitive practices. Section 5 

discusses whether cross-subsidies can become illegal through regulated network 

charges. Section 6 scrutinizes the relationship between shareholder structure and 

cross-subsidies. Section 7 provides a case study into the practical application of cross-

subsidies before we conclude. 
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3 DEFINITION AND LEGALITY OF CROSS-SUBSIDIES 

In the first part of this section, we will give an economic definition of cross-subsidies. 

We will show that this definition puts boundaries on the price structure a firm is 

allowed to set, but that these boundaries are not strict at all. According to the 

economic definition, firms are unlikely to cross-subsidize in practice. We will also 

highlight that prohibiting cross-subsidies does not mean that prices should be equal to 

marginal costs.11 In the second part of the section we will discuss the legality of cross 

subsidies in a wider competition policy framework and under sector specific 

regulation.  

3.1 Economic definition of cross-subsidies 

The definition of cross-subsidies has emerged in the literature on the optimal pricing 

by regulated natural monopolies.12 Depending on the constraints that the regulated 

industry faces, the optimal pricing structure will be different.13  

In the first-best world, the regulated firm should set prices equal to marginal cost. 

This ensures that consumers pay prices which reflect the social value of the goods 

they buy. As the firm is natural monopolist (which implies that it had to face very 

large fixed costs), the firm will make a loss when it prices at marginal cost.14 

Therefore the government has to provide a subsidy to the firm, in order to keep the 

firm operating the market.  

However, in the second-best world, where the government is unable to subsidize the 

regulated firm, prices equal to marginal costs are no longer feasible. In order for the 

regulated monopolist to stay in the market, the regulator should allow it to increase 

prices, up to the point where revenues cover total costs. The regulator will set prices 

                                                 

11 Fjell (2001) gives an interesting classification of cross-subsidies. In our discussion we take a 

narrower approach as we focus at cross-subsidies from a regulated service to a non-regulated service.  

12 A natural monopoly situation occurs when a set of services can be produced most cheaply by one 

firm due to economist of scale or economies of scope.  

13 For a discussion on optimal pricing see Vickers 1997.  

14 This is the case as long as at the margin, economies of scale (or scope) have not yet been exhausted. 
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for the different products such as to minimize market distortions. In the welfare 

optimum, price-cost markups for each good are proportional to the inverse elasticity 

of demand the particular product, and prices are equal to the so-called Ramsey prices. 

Hence, the regulated firm recovers its costs by putting a larger burden on consumers 

with an inelastic demand, than on consumers with an elastic demand. This minimizes 

the distortion with respect to the optimal allocation of the goods.  

When part of the activities of the regulated company is open to competition by 

unregulated companies (for instance because the regulated firm has no exclusive 

rights on all services it sells), then prices can no longer be set equal to the Ramsey 

prices, as other firms might selectively enter those markets where profit margins are 

high, stealing away the profit the monopolist would have made in these markets.15 

This is called “cream-skimming” or “cherry-picking”. If this happens, the regulated 

firm loses its most profitable markets, and will no longer be able to cover its costs. In 

order to make sure that the regulated firm survives and that we do not obtain too much 

entry in the market, the prices have to be adjusted, such that they become subsidy-

free. Subsidy-free prices are the third-best prices for a regulated firm which faces 

possibly entry in some of the markets it is active. 

As the cost of a multi-product firm cannot always be allocated to the different 

products, it is not always easy to specify whether certain products are subsidized or 

not. In seminal work, Faulhaber (1975) defines when a multi-product firm is cross-

subsidizing one of its products, or a bundle of products: a multi-product firm sets 

“subsidy-free prices” when each bundle of its products at least covers its incremental 

costs, or, alternatively, the price of each bundle of products is always less than the 

standalone price of the product. This definition specifies a price range of feasible 

prices for each possible product that the firm sells.  

We will illustrate this definition with an example of a firm who sells two ‘products’: 

‘retail services’ and ‘distribution services’. Assume that the cost of providing retail 

                                                 

15 We consider this to be the case where the monopolist remains a regulated natural monopoly, and 

where the regulator cannot (or prefers not to) prevent other firms from self-providing the services 

offered by the monopolist. Firms might for instance build a telecommunication network for internal 

communication, or decide to produce electricity with renewable energy. 
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services and energy distribution consists of three parts. One part of the costs is 

common to both activities (retail and distribution) and has a per unit cost of 10. For 

the provision of retail services the firm incurs an incremental cost of 8 and for 

distribution an incremental cost of 7. The total cost of retailing and distributing 1 unit 

is equal to 25 = 10 + 8 + 7.  

The subsidy-free prices are such that every product pays at least for its additional 

costs, and that each product has a price less than the stand alone cost. Hence, prices 

are such that: 

 
8 18 10 8

7 17 10 7

retail

distribution

p

p

   

   
 (1) 

Additionally, if the regulated firm makes no profit, then the sum of the two prices is 

equal to the total cost of 25:  

 25retail distributionp p   (2) 

These 3 equations specify the range of subsidy-free prices. When prices are within 

these ranges (here8 18retailp  ), the multi-product firm subsidizes none of its 

products. If common costs are large, then these price ranges might be large as well.  

If the price in the distribution sector is more than 17, then the distribution sector is 

subsidizing the retail sector. In the retail sector the price will be below the price of 8 if 

the firm does not make any profit. Alternatively, if the price in the distribution sector 

is below 7, then the retail sector is subsidizing the distribution sector. In this case 

there might be entry into the retail sector by a less efficient retailer, as the retail price 

is above the stand alone cost of providing retail services.  

The practical application of the definition of cross-subsidies is more difficult than this 

simple example would suggest. Cost functions are not directly observable in the 

market and the allocations of cost using accounting rules are typically ad-hoc and 

have no direct economic meaning.  

In cases where products are complementary to each other so that the demand of one 

product depends on the supply of the other product, the definition of “subsidy-free 
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prices” should be adjusted to include demand side interactions16. A firm might for 

instance provide “after-sales service” below cost as it increases the amount of sales 

for the underlying product. Hence selling “after sales services” creates revenues for 

the monopolist in other markets. The definition should therefore be adjusted to 

include the full opportunity cost of selling one product. The opportunity cost of 

selling one unit of after-sales service is equal to its marginal production costs minus 

the increased profits it generates in other product markets. The subsidy-free prices do 

therefore not only depend on the production cost data of the products, but also on 

demand side characteristics, in particular cross-price demand elasticities. This makes 

an evaluation of cross-subsidies even more difficult.17 

Another complication in the definition of cross-subsidies is the time period over 

which costs and revenues need to be calculated. In the short term, certain products 

might be cross-subsidized, while in the long run, they are profitable. For instance, the 

development of a new market might require that a firm sells a product below 

incremental cost, while the firm might sell the product above incremental costs when 

the market has become mature. However, in the long run a profit maximizing firm 

should not cross-subsidize its products, as it would be more efficient to discontinue 

the provision of the subsidized product (or bundle of products).18  

In competitive markets, especially in dynamic markets, we expect to observe a lot of 

cross-subsidies, especially when the definition of cross-subsidies is taken very 

narrowly, neglecting long-term aspects and demand side interactions. Such cross-

subsidies might be the sign of firms developing new products and intense competition 

in a dynamic framework. Hence, an electricity firm which is offering new and 

                                                 

16 A related case of demand side interactions occurs in two-sided markets. Here the firm intermediates 

between two groups of consumers. For instance, newspapers sell news to consumers and publicity to 

marketers. Often the newspaper will subsidize one side of the market as it increases demand on the 

other side of the market.  

17 If products are complements, selling one extra product might increase revenues in other product 

market. The opportunity cost of producing this product is therefore smaller than the incremental cost of 

the product. 

18 Of course there might be legal obligations of firms to provide public services which would require 

cross-subsidies to exist. Public service obligations will typically include some forms of cross-

subsidization. 
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innovative services to consumers, such as energy management, the provision of 

advice on insulation, is likely to cross-subsidize these products when they are 

introduced in the market.  

However, when we take into account the opportunity cost of sales (including the long-

term aspects and demand side interactions), then competitive firms should not cross-

subsidize products, as it is not in their best interest to do so.19  

Cross-subsidies are, however, not always associated with beneficial market 

competition and might also be part of dynamic strategies which hamper competition 

by the creation of entry barriers, or by driving competitors out of the market. We will 

discuss these strategies in section 4. 

3.2 Legal definition and legality of cross-subsdies 

One of the purposes of the regulation of the European energy markets by the 2003 

Electricity and Gas Directives, as stated by the European Commission, is the 

prevention of cross-subsidies.20 In the regulatory sphere, cross-subsidies are generally 

understood as transfers from reserved sectors (under monopoly) to competitive 

sectors. They are constricted by accounting or legal separation.21 

Further, cross-subsidies may also be prohibited under general competition law, more 

specifically Article 82 EC, when they are part of abusive practices. This will be 

                                                 

19 Firms make a positive profit in expected terms, conditional on the information available at the time 

of entry. Ex-post, the introduction of a product might be less profitable than hoped for ex-ante. This 

product will then be discontinued.  

20 In the Electricity Directive 2003/54/EC, the prevention of cross-subsidies are mentioned several 

times as being one of the purposes of Directive:  

“Electricity undertakings shall, in their internal accounting, keep separate accounts for each of their 

transmission and distribution activities as they would be required to do if the activities in question were 

carried out by separate undertakings, with a view to avoiding discrimination, cross-subsidisation and 

distortion of competition.” (emphasis added) 

“Member States shall take the measures necessary to enable: the effective unbundling of accounts, as 

referred to in Article 19, to ensure that there are no cross-subsidies between generation, transmission, 

distribution and supply activities.” (emphasis added) 

21 As regards accounting separation, see, for example, Article 13 of Directive 2002/21 (Framework 

Directive on electronic communications) [2002] OJ L 108/33. 
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discussed further below. What is more important here, is to figure out whether cross-

subsidies are legally defined. 

The Commission does not provide clear a definition of what a cross-subsidy might be. 

The closest the Commission came to defining cross-subsidies was in 1991 in its 

Guidelines for the Telecommunication Sector:22 

“Cross subsidization means that an undertaking allocates all or part 

  of the costs of its activity in one product or geographic market.” 

As it becomes apparent immediately, this definition is overly broad. Thus, it has never 

been used in further cases by the Commission, the Court of First Instance or the 

European Court of Justice.23  

Legal scholars have described cross-subsidies in several ways, mimicking more or 

less the economic definitions mentioned above. 

As a first approach we can understand cross-subsidization as a situation in which an 

“undertaking provides financial support in whatever form to one of its activities or a 

segment of activity form internal resources generated by another activity or 

segment.”24  

Another example would be “the misallocation of common costs between different 

product and geographic markets. Such misallocation arises because an undertaking 

allocates all or part of the costs of its activity in one product or geographic market to 

another market.”25 

It seems clear that cross-subsidies are not per se illegal under European law. Only 

under very specific conditions can they be considered as abusive practices. As we 

                                                 

22 O.J 1991, C-233 (6.9.1991), p. 2. 

23 Some remedies (accounting and legal separation) were also imposed out of concern for “cross-

subsidies” in the strategic alliance cases in telecommunications: see Atlas, Decision of 17 July 1996, 

[1996] OJ L 239/23 at 36, 54-5, and Unisource, Decision of 29 October 1997 [1997] OJ L 318/1 at 22. 

24 G. Abbamonte, ‘Cross-Subsidisation and Community Competition Rules: Efficient Pricing Versus 

Equity’, (1998) ELR 414.  

25 L. Hancher and J. Buendia Sierra, ‘Cross-Subsidization and EC Law’, (1998) CMLRev. 901.  
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have seen in the previous paragraphs, prices that are not cost reflective can be used for 

a wide scope of purposes. In some cases it can help consumers to access services at 

reasonable prices. As the European Commission says, “[t]his form of subsidization is 

even necessary as it enables the holder of exclusive rights to perform their obligations 

to provide a public service universally and on the same conditions to everybody.”26  

This idea is also followed up by Hancher:27 “It is highly unlikely that cross-

subsidization should be considered an abuse in itself. Article 82 EC does not prevent a 

company, even a dominant one, from competing on the merits or from entering new 

markets. The mere transfer of resources cannot be considered itself as contrary to 

Article 82.” Accordingly, cross-subsidization would not in itself be an illegal practice 

unless further behaviour occurs with the intention of harming competition. Cross-

subsidies will thus not in themselves determine abusive conduct.  

That cross-subsidies are not forbidden under EU competition rules can also be 

inferred from the fact that there is no clear legal definition.  

We further interpret the interest of the Commission to prevent “cross-subsidies” in the 

network sectors (and more particularly in the electricity sector) as an obligation for 

Member States and national regulators to set up a good regulatory system, but not as a 

per se prohibition of cross-subsidies between distinguishable business activities. 

Conclusion 

 Subsidy-free prices are defined for regulated monopolies which do not have full 

exclusive rights in order to prevent “cherry-picking” and “cream-skimming” by 

potential entrants. These subsidy-free prices are not unique, as there might be a 

large range of prices satisfying these conditions. This range becomes larger when 

the regulated firm has more common costs, and hence when economies of scale 

and scope are large. 

                                                 

26 O.J. 1991, C-233, p. 2. Thus, in cases like these, cross-subsidization would most certainly always be 

allowed under Art. 86(2) EC. See also Heald, D. A., ‘Public policy towards cross-subsidy’, (1997) 

Annals of public and cooperative economics, 68 (4), 591 et seq., who describes the relation between 

public services and the need for cross-subsidies. 

27 N. 25, p. 912.  
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 Subsidy-free prices are hard to specify in a real world setting, as it is difficult to 

use accounting data to allocate costs to the different services provided by the firm. 

Furthermore, one should take into account demand side effects to calculate the 

true opportunity cost of selling certain goods.  

 Cross-subsidies might exist in the short-run of profit maximizing firms which are 

active in dynamic markets, but we do not expect them to persist in the long-run. 

The legal definition of cross-subsidization follows largely its economic counter-part, 

although is has not been applied in antitrust cases, as the law does not per se prohibit 

such behavior. Only if cross-subsidies become part of otherwise abusive conduct, do 

they fall foul of Article 82 EC. It is however, a predominant task of electricity sector 

regulators to detect and prevent cross-subsidization when checking and approve of 

tariff structures.  
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4 RELEVANCE OF CROSS-SUBSIDIES IN ANTI-COMPETITIVE 

PRACTICES 

Cross-subsidies might be part of the (dynamic) strategy of a dominant firm to create 

entry barriers to the industry, or to induce exit by its competitors. The simplest story 

is as follows: When the entrant enters the market, the dominant firm will lower the 

price, or increase the quality of its products that are competing with the entrant’s 

products. This strategy entails a cross-subsidization by the monopolist to the products 

it sells at a low price. As a consequence, the entrant will make a loss and leave the 

market. Once this happens, the dominant company is likely to increase prices again, 

(or reduce quality) up to the level they were before entry occurred.  

Potential abuses that are associated with cross-subsidies, are usually included either in 

the category of predatory pricing or price squeeze, which are covered by Article 82 

EC. Cross-subsidies are not explicitly mentioned there. In this section it will be 

investigated whether, and under what conditions, cross-subsidies can be considered as 

either predatory pricing or price squeeze.  

 

Predatory pricing 

Predatory pricing is considered as the practice of a firm selling a product at very low 

price with the intent of driving competitors out of the market, or create a barrier to 

entry into the market for potential new competitors. 

The traditional theory of predatory pricing is straightforward. The predator, already a 

dominant firm, sets its prices so low for a sufficient period of time that its competitors 

leave the market and others are deterred from entering. For the predation to be 

rational there must be some expectation that these present losses (or foregone profits) 

will be made up by future gains (recoupment). The theory also implies that some 

method exists for the predator to outlast its victim(s), whether through greater cash 

reserves, better financing or cross-subsidisation from other markets or other 
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products.28 At the European level traditionally this practice has been analysed by cost-

based tests and evidence of ability to recoup losses has not been required for a finding 

of abuse. 

The European Court of Justice understands that prices below average variable costs29 

through which an undertaking tries to eliminate a competitor must be considered as 

abusive.30 The only logical explanation for such a behavior is that the dominant firm 

will raise prices again once the competitor has been expelled from the market.31 

 

Price squeeze 

For a vertically integrated firm which owns an indispensable input predatory pricing 

might take a special form. In order to deter entry, the integrated firm might set a high 

price for access to the input while at the same time setting a low price for other 

services, i.e. services which it sells on top of access to the input. This type of 

predatory pricing is often called a “price squeeze” or “margin squeeze”. In the case of 

an integrated electricity firm, this means that the firm sets a too high price for network 

services, and a too low price for the energy service.32  

The main difference between a price squeeze and predatory pricing is that the 

products that the firm sells are perfect complements for consumer: the final customer 

                                                 

28 OECD “Predatory pricing”, available at http://www.oecd.org/dataoecd/7/54/2375661.pdf 

29 As it is difficult to observe marginal production costs, it is approximated by courts as the Average 

Variable Production Cost, which is the variable production cost divided by total output. ( ) /VC q q . The 

variable cost is equal to total cost minus the fixed cost: ( ) ( )VC q TC q FC  . 

30 ECJ, C-62/86 – Akzo Chemie BV v. Commission, [1991] ECR I-3359. Even if a firm is active in two 

complementary markets is dominant in only one market, it could still be condemned for predatory 

pricing in the other market it does not dominate. This was confirmed in Tetra Pak II (ECJ, C-333/94 P, 

[1996] ECR I-5951) where it was emphasized that the abuse in a market where the company was not 

dominant did not preclude application of Art. 82. For a recent application in a network industry, see 

CFI, Case T-340/03, France Télécom v. Commission, 30 January 2007, not yet reported. 

31 Ibid. 

32 On price squeezes, see also G. Brunekreeft, E. van Damme, P. Larouche, V. Sorana, ‘On the law and 

economics of the price squeeze in the telecommunications market”, TILEC Report, Tilburg, February 

2005, available at http://www.tilburguniversity.nl/tilec/publications/reports/kpn.pdf. 
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only enjoys the final good electricity if it receives both network services and energy 

services.  

The fact that the network services and the energy services are complements has an 

effect on how the one can test a predation.  

 A price squeeze does not need to be costly for the firm. The loss that the firm 

makes in the sales of electricity services might be outweighed by the extra profits 

in the network services. Hence, there is no need to test for future recoupment, as 

the firm already incurs some profit. 

 Given that the firm sells access to the network service, one can determine the 

implied cost of providing network services, and calculate more easily whether the 

firm sells its energy service below costs or not. 

More specifically, price squeeze means that the necessary input’s price is set so high 

as to prevent the downstream provider from covering its incremental costs, thereby 

foreclosing downstream competition.33 The European Commission defines a price 

squeeze as “an insufficient spread between a vertically integrated dominant operators’ 

wholesale and retail charges […] especially where other providers are excluded from 

competition on the downstream market even if they are at least as efficient as the 

established operator.”34 

In the light of existing case-law, it would seem that the following requirements must 

be met to demonstrate a price squeeze:35 

1. Vertical integration: A firm dominant on a market for an upstream input supplies 

that input to rivals operating on a downstream market where the dominant firm is 

also active.  

                                                 

33 R. Crandall and H. Singer, ‘Are Vertically Integrated DSL Providers Squeezing Unaffiliated ISPs 

(and Should We Care)?’, 25 April 2005, available at http://ssrn.com/abstract=710601. 

34 European Commission, Decision of 21 May 2003 in Case COMP/C-1/37.451, 37.578, 37.579 – 

Deutsche Telekom AG, OJ L 263, pp. 9 et seq., 24 (para. 108). 

35 D. Geradin and R. O’Donoghue, ‘The concurrent application of competition Law and Regulation: 

The case of Margin Squeeze abuses in the Telecommunications sector’, [2005] 1 Journal of 

Competition Law and Economics 355. 
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2. The input it supplies to the rivals must in some sense be essential for competition 

on the downstream market. 

3. The input supplied by the dominant firm constitutes a relatively high, fixed 

proportion of the downstream costs.36 

4. The margin squeeze abuse must be identified by testing whether the dominant 

firm’s downstream operations would be profitable on the basis of the price it 

charges third parties for its indispensable input.37 

5. It needs to be assessed whether there is a justification or explanation for the 

dominant company’s downstream losses other than exclusionary intent or object. 

6. Finally, even if the above conditions are satisfied, and it is technically possible to 

identify a margin squeeze based on the appropriate imputation test (= cost 

allocation), it would need to be considered whether the dominant firm’s conduct 

has had, or is likely to have, material impact on competition and if the abuse was 

long enough to have enough impact on the competitors. It is sufficient, however, 

to demonstrate that the practice is suitable to drive them out. 

 

Predatory pricing refinements 

Economic theory has, however, gradually moved away from assessing predatory 

pricing by applying the Akzo test developed by the European Court of Justice in the 

corresponding case towards a game theoretical approach.38 Less emphasis is placed on 

cost-based tests, and as a result, also cross-subsidies, become less relevant in the 

context of predatory pricing. 

                                                 

36 If it represents a small proportion of overall costs, or is used in variable proportions by different 

downstream competitors, there would be severe practical problems in inferring that downstream rivals’ 

apparent lack of profitability was caused by the dominant firm’s input pricing. 

37 The firm must also be able to set the prices at both upstream and downstream levels. Thus, a price 

squeeze (but possibly predatory pricing) would not work if the input price is prescribed by regulation. 

38 See nn. 29, 30 and accompanying text. 
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The main difficulty to prove predatory pricing is that it is hard to distinguish whether 

low prices are a sign of well functioning markets (for instance a former monopolist 

reacting to entry by bringing his prices more in line with marginal costs), or whether 

they are a sign of predatory behavior (lowering prices to deter entry, after which the 

dominant firms returns to high monopolist prices once its competitor leaves the 

market).  

In the 1980s, the general view among economists was that the existing economic 

models were unsatisfactory in explaining predatory pricing. The existing models did 

not explain why entry would happen, as entrants would foresee to make a loss. 

Neither did they explain why entrants would leave the market, as entrants should 

understand that charging low prices is not optimal for the incumbent in the long run.  

In addition, economists were afraid that if antitrust authorities would scrutinize price 

cuts too often, it would give firms an incentive for keeping prices high and would 

make them reluctant to compete.  

Therefore, given the unsatisfying underlying theory for predation, and the possible 

disastrous effects on competition, the tests for predatory prices were designed very 

narrowly. Only those firms would be prosecuted for predatory prices for which the 

pricing behavior could not be explained in a rational profit maximizing way. As a 

firm was never supposed to sell below marginal cost, the Akzo test was developed, 

and applied in legal practice.  

The more recent economic literature developed since the 1980s has put the theory of 

predation on a more sound footing. Game theoretic models were developed to explain 

why predatory prices could exist in equilibrium and highlight under which 

assumptions they are more likely to exist. As a result, the office of the chief 

economist of the European Commission has suggested that less attention should be 

placed on the cost base test (which has been extensively developed in case law). See 

de la Mano, M., Drurand, B. (2005) Instead it suggests putting more emphasis on 

examining the likeliness that competitors could be driven out the market (TEST 1) 

and the ability of the incumbent to recoup its foregone profit in future time periods, 

once the entrant has left the market (TEST 2). If the evidence collected for these two 

tests would be strong, the cost test (TEST 3) would be applied less strictly, and firms 
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would be convicted for predation even if evidence that prices were below costs would 

not be very strong. Note however, that this view has not yet been accepted by the 

Commission, let alone has been implemented by courts. In particular, the Court of 

First Instance recently confirmed the traditional approach to predatory pricing.39 

Several reasons exist why cost-based tests should become less central:  

 It was recognized that predation might even exist when prices are above marginal 

costs.40  

 Predation might happen in more subtle ways than price adjustments, for instance 

by improving quality or destroying market signals for entrants.  

 Cost-based tests might neglect dynamic aspects of changing industries, where 

firms introduce new products below costs to create a new market.41  

In our view this newer test puts cross-subsidies into a different light. As the cost test 

becomes less important, the fact that some products are prices below costs, and hence 

cross-subsidized, becomes less important in the evaluation of the predation.  

On the other hand, cross-subsidization might play also a role in judging the first two 

tests. The incumbent might have “deeper pockets” allowing him to drive out 

competitors. This might be one of many elements looked at for TEST 1. At the same 

time, cross-subsidization in vertically integrated companies might make predation 

costless, in which case the recoupment (TEST 2) no longer needs to be tested. 

                                                 

39 In the France Telecom case mentioned in n. 30 

40 This remains a contentious issue among lawyers and economists. See for instance Edlin (2002) and 

Elhauge (2003). 

41 Cost-based tests (based on accounting data) might have also advantages such a legal certainty, 

ensuring that only more efficient firms enter the markets etc. 
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5 ILLEGAL CROSS-SUBSIDIES THROUGH REGULATED NETWORK 

CHARGES? 

European regulation requires that network services are regulated by national sector 

specific regulators. In this section we will address whether in this case firms might 

still be in breach of Article 82 EC because of predatory pricing or price squeezing. 

Hence we will discuss whether firms can be held responsible for cross-subsidies 

which are associated with abusive practices, if they are regulated.  

The general observation which we can make is that a company subject to sector- 

specific regulation, such as electricity network companies, remains subject to EC 

competition law and thus also to Article 82 EC.42 

However, when a sector specific regulator effectively fixes the price the regulated 

company charges downstream firms, such a company cannot be held responsible 

under Article 82 EC for a price squeeze to take place if this price is set too high. In 

order to price squeeze, the firm needs to control both the network price and the final 

price for consumers. The ECJ states that the “behavior of an undertaking can only be 

contrary to Article 82 where it has been freely determined by that undertaking.”43 

Hence, if the regulator leaves some pricing flexibility to the regulated firms, those 

firms might still be found guilty of a price squeeze. For instance the regulator might 

only set maximum prices, or regulate the average price of a bundle of goods. Note, 

however, that in Deutsche Telekom, the Commission went quite far in finding that a 

dominant firm still enjoyed pricing freedom if and when it could request the 

regulatory authority to re-open proceedings and review its tariffs anew.  

This does not mean, however, that the electricity price charged to customers cannot be 

predatory.44 If the firm sets a price for final consumers, which is below its marginal 

costs, this would be a case of predatory pricing.  

                                                 

42 This has been confirmed by the European Commission in its Deutsche Telekom Decision (see n. 34).  

43.Joint Cases C-359/95 P and 379/95 P – Ladbroke, [1997] ECR I-6265. 

44 Another issue not to be further pursued here is whether the state by privileging the electricity 

network company if the regulated price is fixed at too high a level is effectively granting state aid to 

that company. In the context given, this seems not to be the case. In PreussenElektra (C-379/98, [2001] 
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6 SHAREHOLDER STRUCTURE & CROSS-SUBSIDIES 

Here, we study whether the legal structure of vertically integrated groups of energy 

supply companies matters with respect to cross-subsidies.  

6.1 Legal unbundling 

As is widely known, current European legislation prescribes the legal unbundling of 

electricity network operations from other supply functions,45 which can remain within 

one legal entity. The network operator, however, has to be incorporated within a 

separate legal entity, which can still be part of a group pursuing all activities of the 

electricity supply chain.46 

According to the vision of the European Commission if there is legal unbundling of 

the firm’s activities in a given market it increases transparency and reduces the 

possibilities of miss-allocating costs to the different services provided by the 

company. This does, however, not rule out cross-subsidization completely. 

It is true that transfers between vertically-integrated companies are harder to perform 

but it does not mean that there are no other ways of circumventing this rule. It is not 

possible to say therefore that legal unbundling is a perfect solution to achieve the 

proposed goals. In addition, this system involves regulatory monitoring costs and 

administrative burdens with respect to the performance of energy supply activities. 

In a legally unbundled electricity sector, cross-subsidies might happen in several 

ways: 

• The regulated company sets a too high price for its network services, and 

transfers profit from the regulated sector to the unregulated group companies.  

                                                                                                                                            

ECR I-2099), the ECJ states that “only advantages granted directly or indirectly through State 

resources are to be considered State Aid.” More differentiated, apparently pleading for competition and 

state aid rules to be applicable concurrently, Hancher and Buendia Sierra, n. 25 above.  

45 See n. 7 above. 

46 We will not be concerned here with the specific Dutch situation where, as it stands now, 

economische eigendomssplitsing of the electricity (and gas) distribution networks from the reminder of 

the vertically integrated energy supply groups will have to be completed by the end of 2010. 
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• The regulated company incurs certain costs (for instance marketing costs), 

which are also beneficial for other group companies. 

• The regulated company out-sources some activities to the commercial branch 

of the vertically integrated firm and by paying too much for these activities. 

6.2  Ownership Unbundling 

We define ownership unbundling as a “separation of the previously common 

ownership structure between network and supply activities of a company (supply 

within this meaning includes retail supply as well as production/generation). In other 

words, it is separation of all network functions from other activities, also with respect 

to the ownership of the assets”47 

So far, the Commission has been of the opinion that “[o]wnership unbundling implies 

the creation of a separate company, which owns and operates network assets and the 

removal of any significant shareholding by one type of company in the other. In 

practice it means that no supply company could have a significant stake in the 

network operator and certainly not a stake that would give a company any type of 

control – individually or jointly with others – over the other,” which means that 

“[e]nergy companies active in upstream and downstream markets would be prevented 

from owning shares in the network company above a certain threshold.”48 

On 19 September 2007, the Commission tabled proposals for the amendment of the 

2003 Electricity and Gas Directives,49 which refer to the concept of control used in 

the Merger Regulation:50 “Control shall be constituted by rights, contracts or any 

other means which, either separately or in combination and having regard to the 

                                                 

47 P. Lowe, I. Pucinskaite, W. Webster, P. Lindberg, ‘Effective unbundling of energy transmission 

networks: lessons from the sector energy inquiry’, Competition Policy Newsletter No.1 Spring 2007, p. 

28. 

48 Ibid. Emphasis added. 

49 Available at http://ec.europa.eu/energy/electricity/package_2007/doc/2007_09_19_electricity_ 

directive_en.pdf. We are not following up on another option offered in the new proposals, which is the 

creation of so-called Independent System Operators (ISO). In the Netherlands, for instance, such an 

ISO already exists with state-owned TenneT. 

50 Council Regulation (EC) No 139/2004 of 20 January 2004. 
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considerations of fact or law involved confer the possibility of exercising decisive 

influence on an undertaking.” 

However, determining control can be a complicated task, which is confirmed when 

looking into the new Commission Consolidated Jurisdictional Notice under Council 

Regulation (EC) No 139/2004 on the control of concentrations between undertakings 

of 10 July 2007 where the meaning of “control” is discussed over some 25 pages.51 

Apart from the fact that it is likely that a majority shareholding of more than 50% of 

the voting shares usually confers control upon the shareholder, the following issues 

might be of particular relevance when determining control in the context of ownership 

unbundling as understood by the Commission: 

 In the cases of share dispersion, it is possible that a shareholder with a relatively 

low shareholding can exercise a decisive influence over the company. 

 Granting specific voting rights can break the link between ownership and control. 

Thus, a shareholder with a very low percentage of share ownership can have 

effective control of the company without even the need to consider other persons’ 

shareholdings. Consequently, in the absence of other indications, an acquisition of 

share capital that does not include a majority of the voting rights does not 

necessarily confer control upon the acquirer even if he acquires the majority of the 

share capital. 

 The right to manage the company and to determine its business policy. Often, 

shareholders are able to impose their favored management onto the company upon 

acquisition of share capital. Thus, in practice, these shareholders can effectively 

exercise control over a company even without holding sufficient voting rights. It 

is in this context, that it can be often be observed that undertakings or persons use 

another person or undertaking for the acquisition of a controlling interest and 

exercise control through these persons or undertakings, even though the latter are 

the formal holders of ownership rights. All of this is also known as being in de 

facto control over the undertaking concerned. 

                                                 

51 Available at http://ec.europa.eu/comm/competition/mergers/legislation/jn_en.pdf. 
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 Last but not least, what can often be observed is that minority shareholders 

possess veto powers, either as a result of a sufficiently large minority shareholding 

or as a consequence of special contractual arrangements. These shareholders can 

effectively take over control by blocking or threatening to block decisions in 

crucial situations thus creating deadlocks.  
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7 INSTRUCTIVE EXAMPLE 

This section uses a simple example of a firm that is active in two markets, and 

clarifies when transfers might be a problem from an economic and legal point of 

view. 

To make the discussion more transparent, we will look at a firm that is active in two 

markets, A and B, and consider four different scenarios. In the reference scenario, 

market A and B are two distinct markets and the firm is not dominant in any of the 

markets. This is the case that might apply to a company like Stork. In the second 

scenario the firm has a dominant position in market A, while market B is possibly 

competitive and the goods in market A and B are unrelated. We will test under which 

conditions the firm can use its dominant position in market A to behave anti-

competitively in market B. In scenario 3 we assume a similar set-up as in scenario 2, 

but now the goods in market A and B are complements. This means that consumers 

value a combination of good A and B. In scenario 4, we will consider a case that is 

related to scenario 3, but now market A is an upstream market, while market B is a 

downstream market, for which product A is used as an indispensable input. This case 

might be most relevant for Essent: A is the network business, while B is supply. In 

this case, price squeeze might be a concern and regulation can influence the 

possibility to engage in squeezing competitors.  

For clarification purposes, a dominant firm has the ability to behave independently 

of its competitors, customers, suppliers and, ultimately, the final consumers. The 

concept has been developed by the European Court of Justice52 and the European 

Commission.53 Typically, it is a firm which accounts for a significant share of a given 

market and has a significantly larger market share than its next largest rival. Firms are 

generally considered dominant when they hold market shares of 40 per cent or more 

on the relevant market, subject to other considerations as well.54 Electricity networks 

                                                 

52 See, for instance, Tetrapak II, n. 30 above. 

53 European Commission, ‘Discussion paper on the application of Art. 82 of the Treaty to exclusionary 

abuses’, December 2005. 

54 See glossary of terms in OECD. 
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are natural monopolies; companies operating them are thus dominant in the market for 

network services. 

Further, from the position of a market, which is part of a supply chain (consisting of 

at least three different markets), an upstream market is the direct or indirect input 

into the market, from which one is looking at the supply chain, whereas a 

downstream market is the market, for which the market, from which one is looking 

at the supply chain, is the direct or indirect input. 

7.1 A non-dominant firm 

A non-dominant firm is active in two different markets A and B. Article 82 EC 

requires a dominant position to apply; as the firm is not dominant in any of the 

markets Article 82 does not apply. The existence of cross-subsidies between markets 

A and B will not be relevant under the general competition rules. 

7.2 A dominant firm producing an unrelated product 

A firm is dominant in one market A but not in market B. The products in markets A 

and B are not related. Assume that a dominant firm in a specific sector as Gillette in 

the market of razors wants to enter in the market for low-cost flights.  

In that situation it is likely that the firm will use its resources obtained in the market 

where it is dominant to invest them in the second market.  

That would not be troublesome per se. The company wants to introduce itself in a new 

market and in doing so it will use the benefits obtained in the first market to 

compensate the losses arisen from starting a new business.  

It is unlikely that cross-subsidies from the market in which Gillette is dominant will 

provide an anticompetitive advantage in the new market; given that the products in 

both markets are unrelated with each other.  

However, other abusive practices, such as tying and bundling, might be possible even 

if two products in both markets are unrelated.  
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7.3 A dominant firm producing a complementary product  

A firm is dominant in one market A but is not dominant in the complementary market 

B. The valuation of consumers for a combination of two products is higher than the 

sum of their valuation for each product separately.  

Assume that Gillette wants to enter into the market of aftershaves and it sells both 

products: the aftershave and the razors. Assume further that these products are 

complements for consumers. Consumers like to buy aftershaves and razors from the 

same company.  

In this situation Gillette might be tempted to sell aftershaves at a low price in order to 

attract more consumers to its razors and in order to drive out competitors of 

aftershaves market. Will this behavior be illegal under Article 82, given that the 

Gillette does not have a dominant position in the aftershaves market?  

Under case law it has been established that it is sufficient that the firm has a dominant 

position in a related market for Article 82 EC to apply. At odds with the Chicago 

school of anti-trust, EC law considers that dominant firms are able through various 

practices to leverage their dominant position to a neighboring market and thereby 

commit an abuse. This point played again a central role once in the major decision of 

the Court of First Instance in Microsoft.55 Hence Gillette might be guilty of predatory 

pricing on the aftershaves market.  

7.4 A dominant firm producing an indispensable input 

This is an extreme case of the previous case, where one firm sells a necessary input 

factor to a second firm with which it is competing downstream. That would be, 

obviously, the case for electric companies that besides operating the distribution grid, 

are competing in the energy retail market. 

                                                 

55 CFI, Case T-201/04, Microsoft v. Commission, 17 September 2007, available on 

www.curia.europa.eu. Leveraging was central to the Commission case under both parts (refusal to 

supply interoperability information and tying of Media Player in Windows). 
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At the same time the competitors need the input provided by the dominant firm in the 

market where it has no competitors. It provokes a situation in which the dominant 

firm has a special power to:  

- Determine indirectly which is going to be the minimum final price that the 

competitors will set, provided that the firm has the power to raise the 

competitors’ final cost.  

- Offer a lower price than them provided it has money enough to subsidize the 

eventual losses that its subsidiary may suffer by entering in a price war.  

The resulting scenario might be one in which the firm squeezes the margin in the 

downstream market and distorts competition. Under such a situation the other players 

will find it hard to compete with the dominant firm and they will have powerful 

incentives to abandon the market; but the relevant issue here is that this is caused not 

by the own merits of the dominant firm but by anticompetitive practices. 
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8 CONCLUSIONS 

Multi-product firms are sometimes, or even frequently accused of engaging in cross-

subsidization, that is, they use the revenues generated in one line of business to cross 

subsidize another business line. In this context, specific attention is given to firms that 

are active in regulated as well as in competitive (unregulated) sectors, where cross-

subsidies flowing from the regulated to the unregulated business are said to distort the 

level playing field and to lead to unfair competition. The energy sector is a prominent 

example; here incumbent firms are typically active in both distribution and in 

generation and supply, while entrants only perform the latter two activities, with 

alleged disadvantages for the latter as a consequence. The argument that incumbents 

should unbundle their competitive activities from their regulated ones has in part been 

based on the claim that an integrated company can frustrate effective competition 

through cross-subsidization. 

With this paper, we intend to contribute greater clarity to the current policy debate on 

cross-subsidies in order to promote a more economic and effects-based approach to 

abusive practices by dominant firms. We address two research questions: 

(i) What are cross-subsidies? 

(ii) Are they something to worry about? 

We start by providing an economic definition of cross-subsidies. In the case where the 

multi-product firm produces products for which the demand is independent, the 

definition is straightforward: prices are subsidy-free if the price of each product is at 

least equal to the incremental (that is, marginal) cost of that product and not larger 

than its stand-alone cost. The first condition guarantees that an additional unit that is 

produced does not result in a loss; the latter requirement guarantees that splitting off 

an entire product line and producing it separately does not yield higher profits. Note 

that in the case where demands are independent, whether prices are subsidy-free 

depends only on the cost structure. Furthermore, it should be noted that frequently the 

conditions for prices to be subsidy-free are weak: a large range of prices, very 

different ones, will be subsidy-free. 
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Firms may produce multiple products because of technological conditions (economies 

of scope), or because the products are related on the demand side. For the case of 

interrelated demands, the definition of subsidy-free prices is not so clear-cut; certainly 

it cannot be the simple one given above. For example, if products A and B are 

complementary (meaning that the demand of one product increases if the price of the 

other decreases), then decreasing the price of A below the incremental cost of A may 

nevertheless be profitable overall as a result of the increased demand for product B. A 

formal definition of “subsidy-freeness” in this case would be something like “the 

price is not below the opportunity cost and not higher than the stand alone cost”. As 

the opportunity cost depends on the demand side, it is clear that, to investigate 

whether prices are subside-free, it does not suffice to look at the firm’s cost function. 

Two further consequences are immediate: (i) an even larger range of price vectors 

will typically be subsidy-free, and (ii) it may be difficult or almost impossible to 

verify that prices are not subsidy free. 

The remarks above are relevant for the electricity sector, as generation, distribution 

and supply are complementary activities. Whether overall prices are subsidy-free, 

therefore, cannot be determined just on the basis of cost. Furthermore, given 

economics of scale and scope, typically a large range of prices will be subsidy-free. 

The concept, hence, is a weak one. 

Turning to our second question (are cross-subsidies something to worry about?), we 

note that cross-subsidies defined in the narrow sense (that is, on the basis of cost 

alone) are a normal business practice. We would expect to observe these in particular 

in markets that go through periods of dynamic changes, or in markets that are 

characterized by strong complementarities. For example, in two-sided markets (such 

as newspapers, with revenues in the sector being generated both by the advertisers and 

by the readers), it is getting more and more common that one side of the market cross-

subsidies the other, and this is an outcome of the competitive process. In other words, 

cross-subsidies are not worrisome per se. 

Given that cross-subsidies are a normal business practice, it is, hence, not surprising 

that EU competition law does not forbid cross-subsidization. It is noteworthy that, 

even if Article 82 EC explicitly mentions several abusive practices that are prohibited 

by dominant firms, cross-subsidization is not one of these. As far as we have been 
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able to verify, there is not a single case in which a firm has been found guilty of 

violating Article 82 EC by engaging in cross-subsidization. We also checked the legal 

literature more broadly and did not find there a specific, formal definition of cross-

subsidies, although the definitions that are used are broadly in line with the (narrow, 

cost-based) economic definition of the term. 

In our view, it is quite understandable that competition law pays little attention to 

cross-subsidies. For one, the proper definition would be a weak one, hence, not be 

very effective. Secondly, it would involve considerable cost to verify whether cross-

subsidization is taking place. Thirdly, if a dominant firm would want to exclude a 

potential competitor from a market, it is quite conceivable that the firm could equally 

do that without engaging in cross-subsidization, as we argue in more detail below. 

In remarkable contrast to competition law, the Electricity Directive does refer to 

cross-subsidization. The Directive states that Member States should regulate 

monopolistic activities in such a way that the firms involved cannot engage in cross-

subsidization. As the Directive does not define what is meant by a cross-subsidy, the 

exact meaning of this is, however, unclear. It is an appeal to Member States to 

regulate distribution activities rather strictly, but how strict should that be? Little 

guidance is given here. Does the requirement differ from the requirement that 

regulation should be “cost based”? How to interpret this latter requirement? 

Should one worry about cross-subsidies? The intuitive argument, that the answer is 

affirmative, is based on the idea that cross-subsidization is an instrument that allows 

predatory pricing: in the competitive segments, the dominant firm sets prices at such a 

low level that competitors are not able to survive, only with the intention to raise 

prices after the competitors have left.  

If the concern is predatory pricing, then we suggest that the government addresses that 

issue directly, and evaluates the sector using a similar analysis as developed under 

Article 82 EC, regardless of whether cross-subsidies are involved. A similar remark 

applies to the related abuse of margin squeeze, where the dominant firm sets the 

access price to be so high and/or the retail price so low that the operation of a 

competitor is no longer viable.  
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Legal tests of predatory pricing and margin squeeze assign an important role to price-

cost comparisons: for example, for a dominant firm it is illegal to set a price lower 

that incremental cost, hence, in this sense, a price that is not subsidy-free (in the 

narrow, cost-based sense) is illegal.56 In line with the arguments above, economists 

have agreed that this test is not well specified: there can be good business reasons, 

which have nothing to do with the desire to eliminate or discipline a competitor, that 

induce a company to set such a price. Economists have proposed other tests based on 

more recent game theoretic models. These tests focus more on market structure that 

on market conduct; they emphasize the question whether the market structure is such 

that predatory pricing could be a rational profit maximizing strategy. Although it is 

agreed by most economists that predation is only rarely a rational strategy, conditions 

have been identified under which this can be the case. Different theories have been 

developed. To our knowledge, these theories have not yet been applied to the 

electricity sector. Investigations whether there could be a match between one of these 

theories and the electricity sector, could be a topic of future research. At the same 

time, it should be noted, however, that the European Courts have, thus far, been 

unwilling to apply the newer test; as Wannadoo Interactive shows, the Court of First 

Instance (CFI) has stuck to the Akzo test.57 

Once it would have been established that abusive practices have taken place, it 

remains an open question whether we can rely on standard enforcement rules under 

Article 82, or whether the problems in the electricity sector are so specific, that sector 

specific regulation is required to address these problems. We did not address this issue 

in this paper.  

Neither does this paper evaluate whether ownership unbundling would be an effective 

remedy for addressing the abusive practices that could be associated with cross-

subsidies. We conjecture that the remedy will be ineffective. In return for selling their 

regulated network assets, the dominant firms will receive cash and liquid assets, 

improving their financial position, (i.e. they obtain deeper pockets). This might 

facilitate predatory pricing.  

                                                 

56 Cf. the Akzo test of the European Court of Justice, nn. 29, 30 and accompanying text. 

57 CFI, T-340/03, [2007] ECR II-107, appeal to the ECJ (C-202/07) pending. 
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So, should we worry about cross-subsides in the electricity sector? One argument for 

an affirmative answer might be that cross-subsidization might make abusive practices 

(such as predation or margin squeeze) easier. We do not think that this case has been 

convincingly made thus far.58  

                                                 

58 A more compelling argument for ownership unbundling might be the inability of the regulator to 

regulate long-term investments in the transmission and (to a lesser extend) in the distribution network. 

Additional work is needed in this area, as there is no consensus on the validity of this argument. See for 

instance Cremer et al. (2006) and Pepermans and Willems (2006). 
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