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Overview

The degree of vertical integration in an industry and the possibility of forward contracting contribute to explain the performance of spot markets. If firms compete à la Cournot in spot market, these forward commitments have a pro competitive effect : they lead to lower spot prices at the equilibrium than no commitment. These effects have been studied theoretically,and documented empirically in the restructured power industry for example. 
Previous literature has ignored the fact that production must be lower than installed capacity, and that demand varies accross states of nature.  This article, by contrast, examines the impact of these forward commitments on the capacity installed, and compares imperfect competition equilibria arising under vertical integration or forward contracting. 
Methods
This article uses game theory to compute the imperfectly competitive equilibria. Specifically, we model a three stage game: in stage 1, firms choose their capacity; in stage 2, they choose their level of forward contracting or, if they are vertically integrated, their retail strategy; in stage 3, they compete in the spot market. Actual demand in the spot market is variable, and is revealed only at the beginning of stage 3.  The game is solved by backward induction.
Results
We find that, contrary to the previous literature, under certain conditions, vertical commitments have an anti-competitive effect: they lead to lower installed capacity, hence higher spot prices on peak than no commitment.
Conclusions

This work challenges the prevalent common wisdom that vertical integration between producers and retailers and the presence of forward market are universally desirable in the power industry.
