Typical Justifications for Regulation

S. BREYER

The major objectives of most economic regulatory efforts fall within one
of the categories discussed in this chapter.! The justification for interven-
tion arises out of an alleged inability of the market-place to deal with
particular structural problems. Of course, other rationales are mentioned
in political debate, and the details of any program often reflect political
force, not reasoned argument. Yet thoughtful justification is still needed
when programs are evaluated, whether in a political forum or elsewhere.
Usually this justification is one (or more) of the following.

The Control of Monopoly Power

The most traditional and persistent rationale for governmental regulation
of a firm’s prices and profits is the existence of a ‘natural monopoly.” Some
industries, it is claimed, cannot efficiently support more than one firm.
Electricity producers or local telephone companies find it progressively
cheaper (up to a point) to supply extra units of electricity or telephone
service. These ‘economies of scale” are sufficiently great so that unit costs
of service would rise significantly if more than one firm supplied service in
a particular area. Rather than have three connecting phone companies
laying separate cables where one would do, it may be more efficient to
grant one firm a monopoly subject to governmental regulation of its prices
and profits. To understand why this may be so, we must examine the
underlying arguments.

The Traditional Economic Rationale for Regulation

In a perfectly competitive market, firms expand output to the point where
price equals incremental cost—the cost of producing an additional unit of
their product.” A monopolist, if unregulated, curtails production in order
to raise prices. Higher prices mean less demand, but the monopolist
willingly forgoes sales—to the extent that he can more than compensate
for the lost revenue (from fewer sales) by gaining revenue through
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increased price on the units that are still sold.* The result is waste:
Consumers compare the high monopoly price of the monopolized pro-
duct with the relatively cheaper prices of competitively produced products
and buy more of the latter even though (1) they may prefer more of the
former and (2) it costs society less in terms of real resources to produce
more of the former and less of the latter.” Thus, where economies of scale
render competition wasteful, the classical economist or regulator will try
to set price near incremental cost in order to induce the natural mono-
polist to expand its output to a socially preferred level—where buyers do
not inefficiently substitute consumption of socially more costly goods for
consumption of the monopolized good.®

Monopolists may also lack sufficient incentive to hold production costs
at low levels. They do have some incentive to lower costs, since lower costs
will increase their profits. But although there is a ‘carrot,” there is no
‘stick’: they do not feel the pressure of competitors who would threaten to
lower their own costs, subsequently lower their prices, and thereby
capture sales. For this reason, the monopolist may be lazy about produc-
tion costs. The extent to which regulation can counteract this tendency is
doubtful.”

Objections to the Traditional Economic Rationale

There are serious objections to the basic rationale for regulation just
described. While none of them suggests outright rejection of the eco-
nomic model, they do seriously temper the enthusiasm with which we
embrace its results.

The ‘second best’ problem. The theory of the ‘second best™® casts doubt on
the value of forcing prices down toward incremental costs. Under perfect
competition, the price of each and every good reflects its incremental cost;
buyers cannot be misled into choosing goods that they desire less but that
cost society more to produce; resources are allocated so as to maximize
social welfare. However, in the real world, differences between price and
true economic cost not only exist, but vary greatly across goods and
industries. The theory of the second best posits that one cannot readily
determine what sort of price changes are needed to correct the resulting
inefficiency. The prices of goods relative to one another, not their absolute
level, direct purchasing decisions. Thus, monopoly may raise prices, but an
equal degree of monopoly throughout the economy should lead to relat-
ive prices roughly similar to those of perfect competition. And it should
give consumers much the same information about relative production
costs as would perfect competition. In an economy in which there are
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varying competitive conditions and in which there is no accurate, practical
method for measuring cost/price differences, one cannot be certain
whether lowering the price of a single product will provide consumers
with more or with less accurate information about the relative costs of
products. Thus, one cannot be certain whether lower prices and increased
production generated by regulation are more or less wasteful of society’s
resources.

The ‘second best” argument weakens but does not destroy the classical
rationale for regulation. One might confess to uncertainty but still believe
that lower regulated prices are more likely to move the economy toward
rather than away from allocative efficiency. Large sectors of the American
economy are competitive—with prices that are presumably near incre-
mental costs—and unregulated monopoly can raise prices far above costs.
In addition, monopoly can significantly distort buying decisions within
particular sectors in a way that is entirely independent of its affect on the
economy as a whole. Assume, for example, that within the energy sector
coal and natural gas are produced competitively but oil is monopolized.
Relative prices induce consumers to use some coal that (in relative terms)
is more socially costly to produce than equivalent oil. Increased compet-
ition in the oil industry improves allocational efficiency within the energy
sector regardless of the effect it has on buying decisions elsewhere.” In the
absence of a strong empirical showing that such proregulation premises
are untenable, one may find ‘second best’ considerations ignored in
regulatory debates for an important practical reason: agencies and courts
need principles and standards to determine the substantive validity of
regulatory decisions governing price and other (particularly anticompet-
itive) practices. The competitive model—based upon the desirability of
incremental cost pricing—provides such standards. Given the difficulty of
elaborating acceptable substitute standards, it is unlikely that it will be
abandoned.

Price discrimination. Without regulation, natural monopolists will not
necessarily restrict output, if they can discriminate in price.'® ‘Price dis-
crimination’ means charging, say, different customers two or more differ-
ent prices for the identical product. For most producers price
discrimination is impractical, because the customer who is charged a
low price for a unit of the product can turn around and resell it to the
customer whom the producer wishes to charge a high price. The very
nature of telephone service, electricity, and natural gas, however, makes it
difficult for a user to resell the service he receives. Thus, if the telephone
company, electric producer, or natural gas distributing company can
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discern the relative value of the service to each customer (that is, the
maximum price each would pay for the service), it can dramatically
increase revenues by raising the price to those who will continue to use
its service, while keeping prices low to prevent abandonment by others.
There would then be none of the service curtailment that the classical
economist/regulator fears the monopolist would bring about without
regulation.'!

The force of this argument depends upon the ease with which the
monopoly firm can in fact discriminate. To discriminate in price, customer
by customer, is administratively impractical for these firms, as is price
discrimination over individual units sold to a single customer. A practical
discriminatory pricing system would divide customers into classes, and
services into categories. Railroads, for example, charge higher rates to
transport more valuable commodities; airlines, seeking to charge business
travelers more, give discounts to those who can stay away for a week or
longer; electric utilities have ‘business’ and ‘residential’ rates. The unregu-
lated profit-maximizing monopolist presumably would raise the prices of
some services across the board within some classes and categories. Thus,
to some extent, without regulation service will be curtailed. The serious-
ness of the classical ‘output curtailment’ problem depends upon the
practicality of determining appropriate price classifications, which in
turn depends upon the firm’s knowledge of how demand responds to
price changes. The less accurately the monopolist firm can estimate its
customers’ response to price changes, the more likely that it would, if
unregulated, impose price increases that lead to curtailed service.'?

Not much market power. A related argument assumes that demand for
natural monopoly services is fairly elastic—that is to say, a fairly small
increase in price leads to a significant cut in demand for the product. If so,
the monopolist will not make substantial price increases for fear that
buyers will switch to other products. Alternatively, it may be fairly easy
for new firms to enter the market to produce this or a related product, and
higher prices may induce new (but less efficient) competitors to enter and
attract customers. Thus, the natural monopolist—even without regula-
tion—may be unlikely to raise prices very high, and, in the absence of
regulation, production will not be curtailed significantly."”

But this argument and the ‘price discrimination’ arguments raise several
empirical questions: To what extent is price discrimination possible? How
does one go about determining elasticity of demand for different sets of
customers over different ranges of price? What is the height of entry
barriers? Given the difficulty of answering these questions, it is not surpris-
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ing that intuitive judgments about them differ when applied to particular
industries—just as do estimates of the importance of ‘inadequate output’
as a rationale for regulating monopoly.

The need to pay for investment. The classical ‘inadequate output’ argu-
ment may be thought of as an argument for nationalization and not
regulation. Consider Hotelling’s'* example of a bridge that costs $25
million to build and will last virtually forever. Assume that the resource
cost per crossing—the wear and tear on the bridge—is 50 cents. To charge
more than 50 cents will reduce bridge use and prompt inefficient expend-
itures (such as driving an extra ten miles to avoid the toll). Yet if the
bridge owner charges only 50 cents, how is he to pay back the investors
who put up the $25 million to build the bridge? The answer, the argument
goes, is nationalization. If the government invests $25 million, needed
bridges are built, and if it charges a toll of only 50 cents once the bridge
is built, no one is unnecessarily discouraged from using it.

Nationalization, however, has its own problems. Consider two common
ones related to allocation and efficiency: (1) How is the government to know
when and where to build bridges? Unless bridge users are prepared to pay not
only 50 cents for wear and tear, but also enough additional money to pay
the investment cost (whether through tolls or taxes), it is wasteful to build
the bridge."” A private investor will build bridges only where users can,
and will, pay enough to cover investment costs. The government can try to
reproduce (or improve upon) the private investor’s decision by developing
a cost/benefit calculus for each project and investing only in those that
demonstrate adequate social returns. However, there is serious doubt as to
whether such studies produce results as accurate as those flowing from the
discipline imposed upon investors by the knowledge that users must in fact
pay sufficient tolls if the investment is to be recovered.'® (2) Are nationalized
industries less efficiently operated than those run by private firms? Do they run
the risk of undue political interference? Ambrose Bierce, for example,
defined a lighthouse as ‘a tall building on the seashore in which the
government maintains a lamp and the friend of a politician.”"’

If nationalization is rejected, then capital must be raised from private
sources, and regulators must set prices that allow fixed investment—
investment in rights of way or railway beds, representing unrepeatable
expenditure—to be paid for and recovered. This need, in the case of a
natural monopoly, may well lead to prices that exceed incremental costs.
Thus, even when regulation works perfectly, it cannot, by setting prices
equal to incremental costs, totally cure the ‘misallocation’ that natural
monopoly theoretically might cause, but rather it will aim at setting higher



64 S. Breyer

prices that allow recovery of investment costs when incremental cost
pricing would not do so.

In sum, the traditional ‘inadequate output’ justification for natural
monopoly regulation rests upon the assumption that a natural monopoly,
operating without fear of present or future legislation, would set prices
not simply higher than incremental cost, but significantly higher. It
assumes that the regulated prices (including the recovery of investment)
generate product prices (in a sector or in the economy generally) that
reflect relative resource costs better than would unregulated prices. Such a
proposition is logical, but rests upon a host of empirical assumptions that
are unproved or, as a practical matter, unprovable.

Additional Bases for Regulation

In addition to the economically based ‘increased output’ rationale, three
other justifications for regulating the natural monopoly are often
advanced.

Income transfer. Even if the monopolist maintains output at roughly the
competitive level—by practising price discrimination, for example—he
will raise the price of some of his services far above a regulated or
competitive level. The effect is to transfer income from the users of the
service to investors—an income transfer that is generally believed to be
regressive, and hence undesirable.'® From the investor’s perspective, this
transfer of wealth takes place only once. If, for example, an electricity
company were suddenly deregulated and found it could earn profits
equivalent to, say, 50 percent on its equity investment instead of its
previous earnings of 10 percent on the stock’s market value, the price of
the company’s shares would rise, so that earnings on the new higher
share value would be roughly equivalent to returns earned by other
competing investments."® Initial investors receive a windfall; future inves-
tors, who pay more for the shares, do not. Consumers indefinitely pay the
extra charges each year that constitute the increased profits that the firm
now enjoys. The more essential the service, the greater the amount that
this income transfer is likely to be. Unlike monopoly rents, or patents, or
rents accruing to firms that improve their products, there is no natural
limitation to the time period over which increased profits are earned, nor
is there any obvious social advantage in allowing the firm to earn them.
Although the amount of probable income transfer in any specific case is
almost always unknown, proponents of regulation may assume it to
constitute a strong reason for regulating the prices and profits of the
natural monopolist.
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Fairness. The competitive market does not provide the firms within it
much opportunity for the arbitrary or unjustifiably discriminatory exercise
of personal power. If grocery store A hires rude salesmen or provides
inadequate service, the customer can switch to store B. If an unregulated
telephone company were to treat a customer unfairly, he or she would
have no ready recourse. Given the high costs of litigation, courts are not
readily accessible. Appeals to higher levels within the firm’s bureaucracy
may not be very effective when the firm is aware that the customer must
continue buying the firm’s service regardless of the outcome. The regula-
tory system, by providing recourse for grievances against the monopolist,
offers a remedy that to some extent makes up for the lack of competition’s
guarantees against unjustified discrimination.?’

Power. Regulation is also advocated by those who fear concentration of
substantial social or political power in the hands of a single firm that
controls an essential product. Whether regulation is in fact effective in
achieving this end is, of course, debatable. Yet the need to file reports, the
fear that improper conduct might prompt hostile governmental action, the
feeling of public responsibility that regulation may engender in the minds
of the firm’s executives—all suggest that regulation may have some effect
(for better or worse) on the social or political activities of a large firm.
Though the meaning and desirability of ‘corporate social responsibility’ is
controversial, it can be argued that regulated firms such as the telephone
company will take actions popularly regarded as socially responsible,
though there is no empirical data about whether regulation makes such
actions more likely.

This survey of the classic case for economic regulation—regulating the
prices and profits of the natural monopoly—although brief, suggests that
the case for regulation rests partly on economic grounds, partly on
political and social grounds, and upon a host of unproved (and possibly
unprovable) assumptions. However, enough of these assumptions are
plausible to make regulation an apparently reasonable governmental
response to the natural monopoly.

Rent Control or ‘Excess Profits’

What Is a Rent?

Since ‘economic rent’ is often confused with ‘monopoly profit, the
problem of rent control is often confused with that of controlling mono-
poly power. Yet rents and monopoly profits are very different.
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A firm will earn an economic rent if it controls a source of supply that is
cheaper than the current market price.”’ It is a rent and not a monopoly
profit if the cheap source could not supply the entire market. If, for
example, coal sells in a competitive market for $20 a ton, and if Smith
finds a small but unusually rich seam that can be mined for $1 a ton, Smith
will earn a rent of $19 a ton. Smith’s profit is best thought of as a rent
because his output is limited. He cannot expand production to the point
where he could supply the entire coal market—his seam is too small. Thus,
if all non-Smith coal costs $20 to produce, and buyers are willing to pay
$20, those buyers will bid the price of Smith’s coal up to $20.

Unlike a monopoly profit, the existence of a rent does not mean that
there is ‘inefficiency’ or ‘allocative waste.” Assume that the coal industry is
highly competitive and sells 15 billion tons per year—including 50 million
from Smith’s mine—at a price of $20 per ton. By definition, Smith can
produce no more; by definition, additional coal will cost $20 or more per
ton to produce. To sell coal at $20 equates demand with supply and allows
each buyer to see the additional resource cost of supplying his (extra)
demand. To force the price of coal down below $20 will yield no more
coal, for it costs $20 or more per ton to produce more than the existing 15
billion tons. In fact, a price below $20 will bring about a shortage because
customers will demand more coal and their demand cannot be satisfied at
less than $20. To lower price (below the resource cost of satisfying their
demand) causes distortions in the prices of coal and related commodities.

It should be noted that rents are common throughout the economy, in
competitive and noncompetitive industries alike. Any firm that finds a
more efficient production process, that finds an unusually cheap supply
source, that luckily buys a machine at a time when they are cheap, that has
unusually effective managers—but that cannot expand to the point of
satisfying a significant share of industry demand at prices that reflect its
lower costs—earns a rent. To discourage the earning of rents is highly
undesirable, for it would impede the search for efficiency. In many
instances it seems perfectly fair that rents should accrue to producers
who, through talents or skill, produced them.

The Rationale for Regulation

Many of those who demand regulation of rents may not be aware of the
precise nature of the problem. They may see large producer profits and
believe that they are monopoly profits or they may simply see prices rising,
and, without inquiry into the cause, exert political pressure to bring about
lower prices through regulation.”” Mistake, confusion, or political power
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may cause regulation but cannot justify it. Yet a plausible justification for
regulation to control some rents exists. The justification rests upon the
desirability of transferring income—from producers to consumers—in a
very few instances in which producer rents are large and occur suddenly.

Thus, one finds plausible arguments for rent control made where
producers of certain products particularly important to consumers sud-
denly find that they, through no particular initiative of their own (through
luck or change in general economic conditions), have earned very large
rents.”” During World Wars I and II owners of urban housing and property
found that increased immigration into cities combined with the curtail-
ment of new building (as construction workers were called to defense
work) forced up the price of old housing.** Similarly, it has been argued
that producers of natural gas that had been found at low cost could earn
huge profits—by selling this old cheap gas in a free market, where
increased demand and vastly increased exploration costs made natural
gas far more expensive.”” And, of course, between 1973 and 1980 the
Arab cartel multiplied the value of existing oil stocks by a factor of ten.

These cases argue for regulation for reasons related not to more
efficient use of the world’s resources, but to a fairer income distribution.
First, it is felt that the extra profit accruing to these producers is somehow
undeserved. It does not reflect wise investment decisions—money was not
attracted into oil exploration by anticipation of a future Arab boycott.
Rather, it reflects plain luck. Second, the income transfer from consumers
to producers or to their shareholders that these profits represent is thought
to be regressive. Of course, the transfer will in part be taxed away—through
tax rates on unearned income, for example, that approach 70 percent
(compared with a 50 percent rate on earned income). But tax rates may
fall, and producers may find ways within the tax laws to shelter the
increased income from these high rates of tax. Third, the amounts
involved are large—so large that the government should intervene to
ensure that ‘windfall’ rents are captured for the benefit of the consumer
rather than the producer.

The claim for regulation is strengthened if the price of a product
increases not just drastically but also suddenly, as did, for example, the
price of oil during the Arab oil embargo. The uncontrolled market price of
$10-12 per barrel was five to six times the preembargo price; and the
increase took place within a period of weeks. Such jumps obviously
generated high rents for those controlling oil stocks. The rents were
arguably ‘undeserved’; the transfer was regressive, and the amounts
involved were large. Moreover, the suddenness of this rise might have
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required consumers to cut back other expenditures drastically in order to
pay increased oil bills without significantly eroding their savings. The net
result might have been to hasten economic recession.

In essence, rent control is aimed at transferring income and is under-
taken for reasons of ‘economic fairness.” It may also seek to avoid certain
adverse social effects—dislocation and hardship—of a significant increase
in the price of an essential household item. These hardships may result
from the suddenness of the price increase rather than the existence of the
rent.

Compensating for Spillovers (Externalities)

What Are Spillovers?

A considerable amount of regulation is justified on the grounds that the
unregulated price of a good does not reflect the true cost to society of
producing that good. The differences between true social costs and un-
regulated price are ‘spillover’ costs (or benefits)—usually referred to by
economists as ‘externalities.” If a train emits sparks that occasionally burn
the crops of nearby farmers, the cost of destroyed crops is a spillover cost
imposed upon the farmers by those who ship by train—so long as the
shipper need not pay the farmer for the crop lost.” Similarly, if honeybees
fertilize nearby apple orchards, the beekeepers provide a spillover benefit
to the orchard owners—so long as the latter do not pay the former for
their service.* Spillover benefits have sometimes been thought to justify
government subsidy, as when free public education is argued to have
societal benefits far exceeding the amount which students would willingly
pay for its provision. Yet when one considers regulatory systems, spillover
costs—not benefits—are ordinarily encountered.

The Classical Rationale for Regulation

Like the regulation of natural monopoly, the regulation of spillover costs is
justified by the desirability of avoiding economic waste. Suppose a factory
can produce sugar either through production method A or production
method B. Method A costs 9 cents per unit of production but sends black
smoke billowing throughout the neighborhood to the annoyance of
neighbors for miles around. Method B costs 10 cents per unit of produc-
tion and produces no smoke at all. The profit maximizing factory owner
adopts A although, if those injured by the smoke would willingly pay more
than 1 cent (per pound of sugar) to be rid of it, method A is socially more
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expensive. Then B, not A, should be chosen, because its total social costs—
including costs of harm inflicted—are lower. As long as the affected public
prefers reduced pollution to its noisome effects, it should bribe the
producer to choose method B. Where the public prefers reduced pollution
yet finds no practical way to bribe the producer, too many of society’s
resources are attracted (by lower prices not reflecting the cost of pollution)
into polluting processes and products, and too few are attracted into
pollution-free products and processes. Government intervention arguably
is required to help eliminate this waste.

Objections to the Classical Rationale

It can be argued that spillover costs do not call for government interven-
tion but, rather, for a rearrangement of private property rights.*’

First, as Ronald Coase’® has pointed out, if bargaining were costless,
spillovers would not exist. Those suffering the pollution in the example
above would simply band together and offer to pay the factory to use
process B rather than A. The factory owner would switch only where
the coalition was willing to pay more than 1 cent per pound. Precisely
the same result would occur if the factory were required to compensate
residents for pollution damage (both physical and psychological) it created,
or if the government intervened and stopped pollution precisely and only
in each instance where the public would rather pay abatement costs than
suffer the effects of pollution. Thus, one might argue, why not let people
bargain privately to abate pollution rather than introduce government
regulation?

The answer to this question is that bargaining is not costless. Thus, the
residents may suffer the pollution despite a willingness to pay more than 1
cent per pound to avoid it, simply because it is too difficult for them to
band together. As the number of affected people increases, communica-
tion becomes more expensive, bargaining becomes more complicated, and
a clear consensus is harder to obtain.”® Furthermore, there is the added
problem that some participants may systematically underestimate the true
value of abatement to them in the hope of minimizing their contribution
to the cost of abatement.’® Thus, transaction costs may permit the con-
tinuance of spillover costs even though society would be better off without
them.

Second, one may object to the classical rationale for regulation on
the grounds that inefficient spillovers could still be eliminated by allocating
relevant property rights to those who are most likely to achieve
the efficient result through bargaining (were bargaining practical). For
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example, making the factory liable for the damage it causes will prompt it
to switch to process B where doing so is cheaper than compensating
sufferers. Freeing the factory of liability places the burden of organizing
on the sufferers, so that they can bribe the producer to switch to B—an
impractical alternative. :

Third, one might argue that rather than introducing governmental
regulation, it might be better to create liability rules to allocate the burden
of paying for the harm of pollution in a way that leads to ‘efficient’
solutions. However, court-administrated liability rules, although they
may indeed have theoretical and practical merit for dealing with some
spillovers, cannot adequately deal with others. For one thing, government
officials must determine the precise shape and location of liability rules.
This in itself may prove a herculean task. For example, should liability be
placed upon the party best able to calculate the relevant costs?”> Upon the
party best able to organize? Upon the party most likely to reach the
socially optimal result? It may be as difficult for a ‘liability rule maker’ to
determine the correct response in a particular instance as for a central
administrator to choose between process A and process B. Moreover, the
court enforcement of liability rules may be nonuniform, expensive, and
have as many harmful side effects as central administrative direction.
Thus, despite the theoretical existence of a system of private rights to
deal with spillovers, direct governmental intervention is often believed
desirable.

Anotbher, less serious objection to governmental regulation rests upon
the belief that spillovers do not exist. Undesired air pollution, for example,
is caused not only by a process that sends smoke up the stack but also by
the presence of nearby residents who breathe the smoke. The discomfort
is as much a result of living near the factory as of using process A: while
the cost is external to the good produced by A4, it is internal to those who
live near the factory and affects the behavior of those thinking of moving.
And moving away eliminates the problem just as would the factory’s
switch to process B.>*

This objection, however, misses the point. As a technical matter, extern-
alities (or spillovers) are defined in relation to particular products. That is
to say, air pollution is spillover in relation to the production of sugar; it is
not claimed to be a spillover in relation to living near a sugar factory.
Moreover, the justification for governmental intervention to deal with this
spillover rests upon the judgment that society is better off where firms are
encouraged to control polluting processes than where persons are encour-
aged not to live near polluting factories. Insofar as this justification relates

Typical Justifications for Regulation 71

to the spillover, it reflects the belief that those affected by air or water
pollution would rather pay the cost of reducing the pollution than suffer
from the pollution itself. Furthermore, the difficulties of organizing coali-
tions to bribe producers are just too great under the present allocation of
private rights and liabilities. Thus, governmental intervention is likely to
approximate better the amount of pollution that affected consumers are
willing to pay for.

Of course, intervention itself is not costless. Moreover, intervention—or
rearrangement of rights and liabilities—changes the distribution of wealth
and income. Those who buy sugar (and the owners of sugar factories) are
made poorer and those who suffer pollution are made richer by interven-
tion or liability adjustments leading to reduced pollution. Insofar as inter-
vention is designed to produce the result that would be paid for were
bargaining feasible, those suffering pollution will gain more than the
others lost. Whether this is a sufficient basis for intervening or altering
liabilities may be debated. Traditionally it has been argued that changes
should be made when the beneficiaries can compensate the losers out of
their gains and have some gain left over; others have claimed that since the
compensating is only hypothetical and not actually carried out, there is no
clear justification for making the change. Regardless of the merits of these
arguments, it is sufficient to note here that this rationale is one of
‘economic efficiency.” To satisfy it is to move closer to a world in which
all resources are used in a manner that maximizes the welfare of the
world’s individuals as measured by their preferences revealed in the
market-place. And it is the same rationale of allocative efficiency that
underlies many governmental economic decisions and actions, including
regulation of natural monopolies.

In sum, a spillover rationale must be phrased in terms of a particular
product; it must assume that obstacles to bargaining lead to significantly
greater use of a product (or production process) than would be the case if
costless bargaining were possible; and it must assume that the result of
intervention (taking into account the costs of intervention) will better
approximate the bargained-for solution. If these assumptions are correct,
then intervention will reduce allocative inefficiency.

A Caveat

One can too readily classify as a spillover cost or benefit almost any policy
reason for taking actions that lead to results other than those dictated by
existing market arrangements. Thus, law enforcement can be seen as
securing the ‘external benefits’ of security, or the laws prohibiting blood
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feuds can be justified as elimination of the ‘external costs’ of chaos and
disruption. Where it is used to describe those commodities, the value of
which is incapable of even rough monetary estimation—commodities
such as justice, security, and so on—the ‘spillover’ notion is virtually
useless. The more readily monetary values of the commodities or object-
ives can be estimated, the more directly useful ‘spillover’ characterization
is likely to prove. In other cases, one is better off speaking directly of
noneconomic reasons for and against taking a particular action rather than
explicitly invoking the notion of ‘spillover.”

Moreover, since there is always some possible beneficial effect in rever-
sing a market-made decision, one can always find some (broadly defined)
spillover cost rationale for regulating anything. Thus, the rationale, if it is
to be intellectually useful, should be confined to instances where the
spillover is large, fairly concrete, and roughly monetizable.

Inadequate Information

For a competitive market to function well, buyers must have sufficient
information to evaluate competing products.” They must identify the
range of buying alternatives and understand the characteristics of the
buying choices they confront. At the same time, information is a com-
modity that society must spend resources to produce. The buyer, looking
for alternative suppliers, spends time, effort, and money in his search.’
The seller spends money on research, labeling, and advertising to make his
identity and his product’s qualities known. In well-functioning markets,
one would expect to find as much information available as consumers are
willing to pay for in order to lower the cost or to improve the quality of
their choices.

The Classical Rationale for Regulation

Markets for information may on occasion not function well for several
reasons. First, the incentives to produce and to disseminate information
may be skewed. Like the bridge in Hotelling’s example, some information
(particularly that requiring detailed research) is expensive to produce
initially but very cheap to make available once produced. Since it can be
repeated by word of mouth, televised, or printed and reprinted at low cost,
it may easily benefit many recipients who never pay its original producer.
Thus, those in the best position to produce the information may not do so,
or they may hesitate to disseminate it, for fear that the benefits will go not
to themselves but only to others.
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The importance of this problem varies considerably depending upon
the type of information and its use. A firm that manufactures breakfast
foods, for example, would have every incentive to produce information
showing that its cereal was more nutritious than that of its competitors
and to disseminate that information widely. Moreover, the production,
use, and dissemination of much information is protected by copyright and
patent laws.”” Further, the inadequate incentive to produce information
typically leads to a demand not for regulation but for governmental
support of production and dissemination.

Nonetheless, occasionally the problem may lead to a demand for
regulation. Drug manufacturers, for example, are required to print the
generic (general scientific) name of their product, as well as the brand
name, on the label. Thus, the buyer sees that a host of competitors in fact
offer to sell the same product. This labeling requirement can be seen as
lowering the cost to buyers of searching for competing sellers,”® by quickly
making them aware of the competitors existence. And it does so by
requiring those with the information most readily at hand to make it
available.

Second, one of the parties to a transaction may seek deliberately to
mislead the other, by conveying false information or by omitting key facts.
A seller of securities may lie about the assets of the company; a seller of a
used car may turn back the mileage indicator. Of course, false statements
or active misrepresentations may be grounds for rescinding a contract or
suing for damages. Yet the cost of court action is often high enough to
weaken it or give it minimal effect as a deterrent. Nor can one necessarily
rely upon fear of declining reputation to act as a deterrent. The import-
ance of reputation in securing sales depends upon the particular product,
the particular seller, and a host of other circumstances. The rationale for
governmental action to prevent false or misleading information rests upon
the assumption that court remedies and competitive pressures are not
adequate to provide the consumer with the true information he would
willingly pay for. Thus, the Securities and Exchange Commission (SEC)
regulates the issuances of securities, while the buyer of used cars is
typically left to his basic judicial remedies.

Third, even after locating potentially competing sellers, the buyer may
not be able to evaluate the characteristics of the products or services they
offer. The layman cannot readily evaluate the competence of a doctor or
lawyer. Nor can he, unaided, evaluate the potential effectiveness or dan-
gers of a drug. And he is unlikely at the time of purchase to know if a car is
a lemon. Formal or informal understandings among those on the supply
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side—whether doctors, lawyers, or drug producers—may make difficult or
impossible the creation of objectively applied labels that aid evaluation.*®
Governmental intervention may be desired to prescribe the type of infor-
mation that must be provided, as well as to help buyers evaluate the
information that is being supplied.*’

Fourth, the market may, on the supply side, be insufficiently competitive
to provide all the information consumers would willingly pay for. Until
the government required disclosure, accurate information was unavail-
able to most buyers concerning the durability of light bulbs, nicotine
content of cigarettes, fuel economy for cars, or care requirements for
textiles.*’ In the 1930s automobile manufacturers advertised the com-
parative safety of their product. Subsequently this advertising dis-
appeared, since auto makers felt that calling attention to safety problems
hurt the industry more than it benefited individual firms. For similar
reasons one does not find individual airlines advertising safety records.
Since the airline industry is highly competitive in many respects, this fact
suggests that tacit understandings not to supply certain varieties of infor-
mation may be easier to reach (the industry need not be highly concen-
trated) than are tacit agreements not to compete in price or in service

quality.

Criticisms of the Rationale

Criticisms of the rationale for regulating the provision of information
usually focus on whether the rationale applies to the particular case at
issue. Critics may claim, for example, that in a particular case the market is
functioning competitively, consumers are sufficiently capable of evaluating
a product’s qualities, or there is little deliberate deception. They may argue
that a particular agency’s efforts to provide information are too expensive,
that the information is unnecessary, that disclosure itself may mislead
consumers, or that it may interfere with the competitive workings of the
market-place. For example, the efforts of the Federal Trade Commission
(FTC) to require that imported products have a ‘country of origin’ label
have been criticized as at best a waste of time and at worst as an effort to
protect American manufacturers from foreign competition by imposing
costly labeling requirements on foreigners.

In sum, there is little quarrel with governmental efforts to help con-
sumers obtain necessary information when the information is in fact
needed and the intervention lowers the cost of providing it. Critics of
intervention tend in particular cases to quarrel with the claim that regula-
tion will lower the costs of its provision.
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Excessive Competition: The Empty Box

A commonly advanced rationale for regulation of airlines, trucks, and
ships is that competition in those industries would otherwise prove ‘exces-
sive.” This rationale has been much criticized as incoherent or at least
inapplicable to the transportation regulation it is meant to justify. In fact,
the difficulty with the term is that it has been used to describe several
different types of rationale—some of which are no longer acceptable
justifications for regulation. The notion common to all those rationales
is that prices, set at unprofitably low levels, will force firms out of business
and result in products that are too costly.

Historical Use

The history of airline and trucking regulation offers some insight into two
possible uses of the term ‘excessive competition.’

Airlines. The federal government began to regulate prices and profits of
the airline industry in the 1930s, when it was still subsidizing the industry to
encourage its development. The subsidy consisted of contracts to carry
airmail at prices that exceeded the cost of carriage. A major scandal arising
out of subsidy awards by the United States Postal Service led Congress, first,
to transfer subsidy authority to the Interstate Commerce Commission
(ICC), and, second, to consider comprehensive change of the subsidy
system. The ICC administered the subsidy by asking the airlines to bid for
the right to carry U.S. airmail. It awarded the contract to whichever line was
willing to fly for the lowest subsidy. But the airlines believed that once the
government awarded a contract to a particular carrier, it would increase the
subsidy should the initial payment prove insufficient to cover the airline’s
costs. As Colonel Gorell, an industry representative, testified before Con-
gress in 1937, “The law put a premium upon an unreasonably low bid since
there is always the possibility that later on, a rate first put unjustifiably low
will be raised by the action of the Interstate Commerce Commission . . .
[which] is ultimately under the duty of fixing a reasonable rate.’**

As a factual matter, it is not clear that competition in the 1930s was
‘excessive’ in any sense. Colonel Gorell also testified before Congress in
1937 that excessive competition had not actually occurred, but that it had
been ‘much closer than I would like to talk about.*® Moreover, the
classical price and profit regulatory provisions of the act may reflect
the fact that its framers borrowed many of its provisions from the act
governing the ICC.** But, at least in theory, a subsidy offer provides one
perfectly sensible rationale for ‘excessive competition’: the airlines’ belief
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that the ICC would increase the subsidy award to a firm under contract
provided an incentive to bid for the initial contract at a price well below
cost. By doing so, an airline could expand the size of its route system, with
the government making up the difference. Indeed, each airline would
charge low prices to all customers, for the objective of each would be to
expand system size and not to earn profits or to minimize losses. Thus, a
government seeking to minimize the amount of subsidy required would
have to prevent prices that were ‘unreasonably low,” and regulation would
be justified in order to minimize government outlay.*’

This rationale for regulation, while coherent, is not applicable today,
when almost all airlines are unsubsidized.

Trucks. Demand for regulation of trucking prices, profits, and entry
arose in the 1930s for three reasons. First, the railroads, regulated by the
ICC, complained that truckers were undercutting their prices. They did
not argue that trucking prices were below costs, but rather that the ICC
required the railroads to charge more than incremental costs on routes
where they could compete with trucks; thus, the trucks took away busi-
ness that, on a ‘least cost” basis, should have belonged to the railroads. This
argument does not offer a strong rationale for regulation of trucking, but
rather suggests the need for changing the way railroads are regulated.

Second, the truckers argued that an unregulated market would lead
some firms to cut prices and drive others out of business. Regulation
would keep more firms in business and provide more employment. In
principle, however, competition drives firms out of business because the
survivors can do the same job better, more efficiently, or with fewer
employees. To keep unnecessary firms in business is likely to sound more
reasonable at a time of very serious depression (like the 1930s) than today.

Third, in the 1930s the competitive process itself was often blamed for
the Depression. The framers of the National Industrial Recovery Act, for
example, believed that agreements among firms not to cut prices would
increase profits, encourage investment, and maintain employer purchasing
power. Thus, ordinary competition in many industries was viewed as
‘excessive.” The NIRA cure for recessions, however, has been discredited.
In a world in which competition is the desired norm and regulation the
exception, the NIRA theory does not provide a coherent rationale for
selective regulation.*®

Current Use

Currently, ‘excessive competition’ might be used to refer to any of three
alleged justifications for regulation.
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The ‘natural monopoly” The ‘excessive competition’ argument would
make sense as applied to an industry that is a natural monopoly. One
might claim that, without regulation, too many firms would seek to enter,
and the resulting fight for market share would lead to the demise of all but
one—the one that obtained the lion’s share of the market by achieving the
Jowest unit costs.*” According to the argument, this competitive process is
wasteful of resources; a regulator should make certain that only one firm
enters the industry and others do not seek to displace it.

Those opposed to regulation argue the opposite. They claim that any
potential waste is justified by (1) the ability of the competitive process to
pick the ‘best” firm out of the contenders; and (2) the tendency of the
competitive battle to demonstrate empirically whether or not the industry
is in fact a natural monopoly.

Regardless of the outcome of this argument, it does not apply to
airlines, trucks, or ships, because those industries are generally conceded
to be structurally competitive—not natural monopolies. Yet it is in the case
of airline, trucking, and ocean shipping regulation that one finds the
excessive competition argument used.

The cyclical nature of demand. ‘Excessive competition’ might refer to a
claim that, unless a particular industry is regulated, the cyclical nature of
demand for its product will produce waste. When demand falls during, say,
an economic downswing, competition among firms results in prices that
cover only short-run incremental costs and prompts capacity curtailment.
When the next upswing occurs, a firm will have to reopen its plant or
rebuild its capacity. It might be argued that, rather than have firms go
through the expensive process of closing and reopening plants, the govern-
ment should set minimum prices—or allow firms to agree on minimums.
Prices would remain high enough to cover fixed costs and plants would
continue to operate during the recession. The extra costs of the agree-
ments to consumers, one might claim, would be less than the cost of
closing and reopening during the business cycle.

This argument assumes, however, that firms cannot raise sufficient
funds in the capital markets to support excess capacity during periods of
soft demand. If capital markets are functioning well, the firm ought to be
able to attract funds to keep its plant open during the downswing on the
basis of the expected future profits in the upswing. If it cannot do so,
perhaps the capacity ought to close permanently, for consumers will not
pay enough for the product (in the upswing) to justify maintaining it (in
the downswing). Only if markets fail accurately to reflect the firm’s future
earning ability is it desirable to keep the plants operational.*®
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Moreover, to prevent excessive competition by maintaining higher-
than-competitive downswing prices may easily encourage overinvest-
ment. Firms would be prevented from the otherwise unprofitable
consequence of overpredicting demand for the industry and product.
Any resulting overinvestment is a wasteful byproduct of an effort to
prevent ‘waste.’

In any event, this excessive competition argument applies to industries
with large fixed investments and comparatively small variable costs—
industries such as steel or copper.*’ One can understand that a recession
might drive copper prices so low that mines must close, that the expense of
reopening them may be great, and that capital markets may be unwilling
to finance them so that they could remain open. But the argument does
not apply to trucking, where fixed costs are low; or to airlines, where fixed
costs can be reduced by leasing or storing planes during the downswing in
the cycle.

Predatory pricing. Another variation of the excessive competition argu-
ment is that a particular industry is subject to ‘predatory pricing.” Compe-
tition leads some firms to price below costs, driving their competitors out
of business. The remaining firm then raises its prices to excessive levels,
leaving the public worse off than before.

For a firm to have an incentive to price predatorily, however, two
preconditions must be met: (1) the predator must be powerful enough
to outlast its competitors once prices are cut below variable costs; and (2)
re-entry into the market must be so difficult that the predator can maintain
prices well above costs long enough to recoup its prior losses. Unless a firm
is reasonably certain that both these conditions will obtain, it is irrational
for it to attempt predatory pricing.”

For this reason, it seems unlikely that predatory pricing will ever justify
regulation. In fact, regulation can make predatory pricing easier, since it
often provides the barriers to entry necessary for a potential predatory
pricer to succeed. Furthermore, the antitrust laws make predatory pricing
unlawful.”* Those firms suffering its consequences can bring antitrust suits
and appeal to enforcement agencies. Of course, the enforcement agencies
may not be effective, but that is no argument for regulation since the
regulatory agency is as likely to be ineffective.

Moreover, unfortunately, ordinary price competition is easily confused
with predatory pricing. The former generally involves low-cost firms
charging lower prices that take business from higher-cost firms;”? the
Jatter involves short-term prices well below costs, set with the object of

destroying competition and later recouping losses through prices well
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above cost. Those advocating regulation on these grounds in the trans-
portation field may well have confused the two.

Other Justifications

The reader should be aware of several other possible justifications for
regulatory systems. While important, they have been used less often in the
United States than elsewhere to justify governmental regulation of indi-
vidual firms.

Unequal bargaining power. The assumption that the ‘best’ or most
efficient allocation of resources is achieved by free-market forces rests in
part upon an assumption that there is a ‘proper’ allocation of bargaining
power among the parties affected. Where the existing division of such
bargaining power is ‘unequal,” it may be thought that regulation is justified
in order to achieve a better balance. It is sometimes argued, for instance,
that the ‘unequal bargaining power’ of small sellers requires special legis-
lative protection. While in principle one might regulate the ‘monopoly
buyer’ in order to protect these sellers, the more usual congressional
response is to grant an exemption from the antitrust laws, thus allowing
the sellers to organize in order to deal more effectively with the buyer.
This rationale underlies the exemption granted not only to labor, but also
to agricultural and fishing cooperatives.”®

Rationalization. Occasionally governmental intervention is justified on
the ground that, without it, firms in an industry would remain too small or
would lack sufficient organization to produce their product efficiently.”*
One would ordinarily expect such firms to grow or to cooperate through
agreement, and to lower unit costs.” But social or political factors may
counteract this tendency.”® In such circumstances, agencies have sought to
engage in industry-wide ‘planning.” In the 1960s, for example, the Federal
Power Commission argued that increased coordination in the planning
and operation of electric power generation and transmission facilities
would significantly lower unit costs. The commission felt that environ-
mental, political, regulatory, and managerial problems make it difficult for
firms to plan jointly. The result was a relatively unsuccessful federal agency
effort to encourage industry-wide rationalization.””

Moral hazard. The term ‘moral hazard’ is used to describe a situation
in which someone other than a buyer pays for the buyer’s purchase.’®
The buyer feels no pocketbook constraint, and will purchase a good
oblivious to the resource costs he imposes upon the economy.”®
When ethical or other institutional constraints or direct supervision by
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the payer fail to control purchases, government regulation may be
demanded.

The most obvious current example is escalating medical costs.”® As
medical care is purchased to an ever greater extent by the government
or by large private insurers (with virtually no constraint on the amount
demanded by the individual users), medical costs have accounted for an
ever greater proportion of the national product.®’ The fact that purchases
are paid for by others frees the individual from the need to consider that
using more medical care means less production of other goods; thus, he
may ‘unnecessarily’ or ‘excessively’ use medical resources. If one believed
that too much of the gross national product is accounted for by medical
treatment, and also believed that the problem of moral hazard prevents
higher prices from acting as a check on individual demand for those
resources (which in turn reduces incentive to hold down prices), one
might advocate regulation to keep prices down, improve efficiency, or
limit the supply of medical treatment.**

Paternalism. Although in some cases full and adequate information is
available to decision makers in the market-place, some argue that they
nevertheless make irrational decisions and that therefore governmental
regulation is needed. This justification is pure paternalism: the government
supposedly knows better than individuals what they want or what is good
for them. Such distrust of the ability of the purchaser to choose may be
based on the alleged inability of the lay person to evaluate the information,
as in the case of purchasing professional services, or the belief that,
although the information could be accurately evaluated by the lay person,
irrational human tendencies prevent this. The latter may be the case where
small probabilities are involved, such as small risks of injury, or where
matters of life and death are implicated, such as when those suffering from
cancer will purchase a drug even though all reasonably reliable informa-
tion indicates that it is worthless or even harmful. Whether the brand of
paternalism based on mistrust of consumer rationality is consistent with
the notions of freedom of choice that underlie the free market is question-
able. However, it plays an important role in many governmental decisions.

Scarcity. Regulation is sometimes justified in terms of scarcity.®” Regula-
tion on the basis of this justification reflects a deliberate decision to
abandon the market, because shortages or scarcity normally can be alle-
viated without regulation by allowing prices to rise. Nonetheless, one
might decide to abandon price as an allocator in favor of using regulatory
allocation to achieve a set of (often unspecified) ‘public interest” objectives,
such as in the case of licensing television stations. Sometimes regulatory
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allocation is undertaken because of sudden supply failures: to rely on price
might work too serious a hardship on many users who could not afford to
pay the resulting dramatic price increases, as in the case of the Arab oil
boycott. ‘Scarcity’ or ‘shortage’ calling for regulation may also be the result
of the workings of an ongoing regulatory program, as when natural gas
must be allocated because of rent control or when an agency awards
licenses to enter an industry.

The Mixture of Rationales

Many existing regulatory programs rest upon not one but several different
rationales. Thus, for example, one might favor regulation of workplace
safety for several reasons. One might believe that employers and employ-
ees can bargain fairly and equally for improved workplace safety (greater
safety expenditures), but argue that accidents impose costs on others who
are not represented at the bargaining table; thus, bargaining alone will
produce inadequate expenditures for safety devices. This is a spillover
rationale. Or one might believe that the worker does not know enough
about the risks or consequences of accidents, so that he will fail to insist
upon adequate safety expenditures. This is to argue that there is an
informational defect in the market. Or one might feel that the worker is
too poor or too weak to bargain for the safety he needs—that he has
unequal bargaining power. Finally, one might claim that workers (indeed, all
people) are simply incapable of understanding their likely future feelings
about accidents that hurt them. They inevitably underestimate the risk. If
regulation is an effort to give them what they ‘really’ want (contrary to
their expressed views), a paternalistic rationale is at work.

The importance of distinguishing rationales lies in the extent to which
different rationales may suggest different remedies. Thus, one who
believes that the primary problem is informational will tend to favor not
classical regulation, but governmental efforts to provide more informa-
tion. Although one who accepts a paternalistic rationale may disagree with
one who believes the problem is informational, the clear statement of their
points of difference can form the basis of empirical work that will lead
them toward agreement upon the basic rationale and thus help choose the
regulatory weapon best suited to the problem at hand.

Similarly, the debate over the need for regulation of medical costs might
be clarified if its proponents specified the rationale, or mixture of ratio-
nales, for regulation and the relative importance of each. To point to the
increased price of medical care does not, by itself, suggest a need for
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regulation. The increased price might reflect cost increases due, for exam-
ple, to medical advances. If scientific progress means that few older people
die of pneumonia, more will (eventually) die of cancer or strokes, which
require more expensive care and treatment. Moreover, labor costs may be
increasing, as well as the costs of technology. Demand may increase
because people have more money to spend on medical care. If rising prices
reflect no more than increased demand for medical care (greater relative
desire for medical care compared with other goods, greater ability to pay
for it) and increased costs of supply (more technology, higher labor costs),
regulation of these prices would not rest upon a ‘market failure’ rationale.
Indeed, rising prices might be a consequence of highly desirable actions
taken by governments on grounds of equity—namely, supporting medical
care for those who cannot readily afford it.

The proponent of regulation might cite other factors, however. He
might argue that there is excess demand because so many patients do
not pay their own bills—a problem of moral hazard. He might point to the
difficulty potential patients have in determining whether they need care or
what sort they may need. He might add that doctors themselves may not
fully comprehend the economic costs of the treatment choices they make
and thus choose treatment that is too expensive. All these are informational
problems. Finally, he might fear that sudden increases in demand for
medical care will lead to higher profits for hospitals, which, being ‘non-
profit’ institutions, invest the ‘excess’ in new, more expensive technology
and plants. This is a problem akin to rent control.

Again, a breakdown by rationale does not determine whether hospital
prices ought to be regulated. To know that, one would have to obtain
empirical confirmation that the rationale is empirically important. None-
theless, analysis may help clarify and focus the debate and thereby help
policy makers reach more sensible conclusions.

This chapter has surveyed the major economic rationales for regulatory
programs. Individually or in combination they underlie most major reg-
ulatory programs, which are themselves of several different types. This

chapter has provided a survey of most major types of regulatory programs -

and the economic justifications that underlie them.

Notes

1. The list of ‘market defects’ discussed in this chapter does not treat separately
one justification for regulation—namely, ‘income redistribution,” which some
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have thought an important basis for regulatory action. The decision not to treat
income redistribution separately is based upon several considerations. For one
thing, it is typically difficult to evaluate the redistributive consequences of
regulatory decision making. The effort, for example, to help small towns by
cross-subsidizing airline costs may or may not help those who are poor. The
users of small-town service may, in general, be richer than those who use
transcontinental service. Indeed, those persons who use natural gas to heat
their homes and thus are helped by price controls on gas may or may not be
richer than those forced to turn to other higher-cost fuels due to a regulation-
induced shortage. Regulatory statutes, despite their broad language, rarely call
for pure income redistribution. Further, virtually every regulatory program has
redistributive effects, and could be claimed to benefit some group of people who
arguably are worse off than some other group that the decision harms. Thus,
pure redistribution as a justification would impose little or no standard upon
regulatory actions. Finally, ‘redistributive consequences,’ like other justifications
not treated in this chapter, is better left as a rebuttal argument by those
supporting a program. Often, it will not be made. Thus, for example, when
airline regulators sought to force an increase in transatlantic charter rates, their
objective was basically redistributive; they feared the bankruptcy of Pan Amer-
ican Airlines and they were trying to help Pan American and its employees. It is
unlikely, however, that they would have advanced such a claim as justifying
forcing Pan Am’s competitors to charge higher charter fares, simply because the
action, even if it could be shown to help ‘the poor,” would not have been seen as
a legitimate justification for regulatory intervention.

. For a sampling of the literature dealing with the economic justifications for

regulation, see A. Kahn, The Economics of Regulation: Principles and Institutions, 2
vols. (New York, 1970, 1971); R. Posner, ‘Natural Monopoly and Its Regulation,’
21 Stan. L. Rev. 548 (1969); G. Stigler, “The Theory of Economic Regulation’
2 Bell J. Econ. ¢ Mgmt. Sci. 3 (1971); H. Demsetz, “‘Why Regulate Utilities?’ 11
J. Law & Econ. 55 (1968).

. The economist’s model of a perfectly competitive market assumes that (1)

individual sellers are unable to affect market price by varying output, (2)
resources move freely among productive uses, (3) sellers produce identical
products, and (4) actors in the market-place possess perfect information about
prices, technology, and consumptive choices. Several conclusions that flow from
these assumptions are illustrated in Fig. 1.1. When a firm first enters the market,
the owner finds that he can sell his product for price P;. This, in turn, leads him to
expand his output to X; units, where the price it can obtain in the market-place
is equal to the cost of producing the last unit of output (i.e., the marginal cost of
X; = P;). At output levels below X; the owner earns revenue in excess of his
costs and it pays to expand,; at levels above X; it costs the seller more to produce
additional units than he can recoup in the market-place, and output will be cut
back. Where the firm is able to produce at output X; and price P;, it earns profits



84

Cost in dollars

S. Breyer
Marginal cost
Average total cost
P; A
Py B
P. C

i Quantity

Fig. 1.1 The competitive model

exceeding total costs (Profits = Revenue — Costs = AREA OP,AX;—
AREA OP/BX; = AREA P,ABP}). The availability of such profits will prompt
new firms to enter the industry until price has been pushed down to P and no
firm earns supranormal profits (the average cost curve reflects the rate of return
necessary to keep firms in the industry). At this point price equals marginal and
average costs and each firm will produce at the minimum point of its average
total cost curve. For an intuitive discussion of these concepts in a public-utilities
setting, see A. Lerner, ‘Conflicting Principles of Public Utility Rate Regulation’,
in P. MacAvoy, ed., The Crisis of the Regulatory Commissions (New York, 1970), at
18-29. See also A. Kahn, supra note 2, vol. 1, at 65-70. The classic exposition of
the welfare economic model of production is F. Bator, “The Simple Analytics of
Welfare Maximization,” 47 Am. Econ. Rev. 22 (1957).

- A monopolist differs from a competitive producer in that he can unilaterally

affect price by varying his level of output. If he charges the same price to all
consumers, he will restrict output to the point where marginal cost equals
marginal revenue (the latter term is the difference between the price paid by the
marginal consumer and the decrease in revenue from reducing the price
charged to every other consumer). In Fig. 1.2, a competitive market would
generate output Q_ at price P, while monopoly results in output Q,, and price
Pp. The monopoly price exceeds marginal cost by the length of segment BD
and the monopolist benefits by increased profits (vis-d-vis the competitive
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solution) of P,BCP. — ADC. For a more extensive treatment, see R. Posner,
Economic Analysis of Law, 2nd edn. (Boston, 1977), at 195-205; or E Scherer,
Industrial Market Structure and Economic Performance, 2nd edn. (Chicago, 1980), at
14-17, 229-236. The ambitious reader should consult J. Robinson, The Economics
of Imperfect Competition (London, 1933), esp. bks. 2 and 4.

. Consumer surplus is the difference between the price consumers actually pay

for a good and the maximum price that they would have been willing to pay to
obtain the good. In Fig. 1.2, competitive output Q_ generates consumer surplus
PcAE, while monopolistic output Q, results in consumer surplus P,BE. The
difference between these quantities P,,BAP, consists of an income transfer from
consumers to producers of P, BCP. (known as the producers’ surplus) and a net
loss of consumers’ surplus of BAC. This latter quantity is the absolute or
‘deadweight’ loss to society due to monopoly.

Price in excess of true social costs also creates misperceptions concerning the
relative values of producing monopolized and competitive goods. Artificially
high prices in one sector of the economy will lead consumers to purchase fewer
of those goods than is efficient. As a result, insufficient resources will be
allocated to the monopolized sector and society will fail to produce as much
as it could. For a lucid illustration of this proposition see F. Scherer, supra note 4,
at 17-20.

- A natural monopoly differs from an ordinary monopoly (the type illustrated in

notes 4 and 5) in that its average total costs decrease throughout the relevant
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range of output. Average total costs exceed marginal cost at all points and

there exists no output at which a monopolist is able to recoup his total

investment by setting a single price equal to marginal costs. This is indicated
in Fig. 1.3. Government intervention to increase output from Qp, (the mono-

poly output) to Q. (the competitive output) would require payment of a

subsidy to the monopolist of (P; — P.) Q. in order to allow him to cover his

total costs.

. This is called the X-efficiency loss from monopoly. See H. Leibenstein, Alloc-

ative Efficiency vs. “X-Efficiency,”” 56 Am. Econ. Rev. 392 (1966); W. Comanor

and H. Leibenstein, Allocative Efficiency, X-Efficiency and the Measurement of

Welfare Losses,” 36 Economica 304 (1969).

. The seminal article is R. Lipsey and K. Lancaster, “The General Theory of
Second Best,” 24 Rev. Econ. Stud. 11 (1956-1957). See also E. Mishan, ‘Second
Thoughts on Second Best,” 14 Oxford Econ. Papers 205-217 (October 1962);
O. Davis and A. Whinston, ‘Welfare Economics and the Theory of Second
Best,” 32 Rev. Econ. Stud. 1 (1965); as well as the collection of papers appearing
in 34 Rev. Econ. Stud. 301-331 (1967).

. The greater the independence of the sector in question from the rest of the
economy, the greater the likelihood that imposition of competitive forces will
have a positive effect. See Davis and Whinston, supra note 8; E. Mishan, supra
note 8; and F. Scherer, supra note 4, at 28.
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10. Strictly defined, price discrimination is the sale of individual units of the same

11.

12.

13.

14.

15.

product at different prices, independent of any differences in the cost of
production.

Generally, three types of price discrimination are distinguished. First degree
(or perfect) discrimination describes the situation where the monopolist charges
each consumer the maximum price he or she is willing to pay for the good.
As such, the monopolist acquires the entire consumer surplus accruing
from production of the good and expands output until price equals marginal
cost. Under second degree discrimination, the monopolist is only able to set a
finite number of prices and charges consumers the highest price they are
willing to pay. Third degree discrimination obtains where the monopolist is
able to divide consumers into two or more groups with distinct demand
functions. The monopolist charges each group a distinct price and expands
output until the marginal revenues generated by the two (or more) markets is
equal. The above distinctions were developed by A. C. Pigou and appear in The
Economics of Welfare, 4th edn. (London, 1962), at 275-289. For a relevant
illustration of third degree discrimination see A. Kahn, supra note 2, vol. 1,
at 137-140. See also P. Steiner, ‘Peak Loads and Efficient Pricing,” 71 Q.J. Econ.
585 (1957).

The perfectly discriminating monopolist will always expand production to
the competitive equilibrium. The second-degree monopolist will usually
expand output beyond the nondiscriminating monopoly outcome. The output
decision of a third-degree monopolist will depend on the shape of the rele-
vant demand and cost curves. See J. Robinson, supra note 4, at 179-202,
esp. 188-195. Demand elasticities, however, are notoriously difficult to esti-
mate.

See “Economic Analysis of the Telecommunications Industry,’ Charles River
Associates, Report 338.01, ch. 4 (Cambridge, Mass., 1979).

H. Hotelling, “The General Welfare in Relation to Problems of Taxation and of
Railway and Utility Rates,” 6 Econometrica 242 (1938); J. DuPuit, ‘On the
Measurement of the Utility of Public Works,” Annales des Ponts ¢o Chaussées,
2nd Ser., 8 (1844), reprinted in International Economic Papers 2 (London, 1952).
A single-price monopolist confronted with the cost and demand curves
depicted in Figs. 1.4 and 1.5 will not build the bridge, since there is no one
price at which his revenues will cover total costs. If the monopolist is permitted
to price discriminate perfectly, his revenues increase (Fig. 1.4) to OADQ.. He
will build the bridge as long as P; AB >BCD. Even imperfect discrimination
(Fig. 1.5) will permit construction of the bridge as long as P, FGPy >HIJK.
Here consumers are left with consumers’ surplus equal to EFP, + FBH +HKJ.
Alternatively, the government could build (or subsidize a monopolist to build)
the bridge (Fig. 1.4) at cost P, DCP;. Such an action will be socially justified as
long as AP B >BCD. Otherwise, social benefits accruing from building the
bridge will not cover costs.



88 S. Breyer

A
@
K]
S P, C
2 B
% Average total cost
8 P, 2 Incremental cost

Demand
0 Q,
Crossings

Cost in dollars
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On the difficulties of determining criteria for public investment, see, e.g. E.
Mishan, ‘Criteria for Public Investment: Some Simplifying Suggestions,” 75 J. Pol.
Econ. 139 (April 1967), and Mishan'’s reply to critics in 78 J. Pol. Econ. 178 (1970).
A. Bierce, The Devil’s Dictionary (1957 edn.), at 107.

But see R. Posner, supra note 2, at 564.

See generally on matters of fairness in this area A. Okun, Equality and Efficiency:
The Big Tradeoff (Washington, D.C., 1975).

Moreover, the ‘natural monopolist’ may be the firm that arrived first in the
field, rather than a firm that outcompeted its rivals. The ‘unfairness’ of the fact
and the foreclosure of the field to others partly account for the ethical
attractiveness of ideas such as those of Demsetz and Williamson to allow
firms to bid for monopoly franchises. See Demsetz, supra note 2.

An economic rent can alternatively be defined as the excess revenue over and
above the minimum amount required to keep a factor in its current use.

See e.g., P. Douglas, “The Case for the Consumer of Natural Gas,’ 44 Geo. L.].
566 (1956).

See A. Kahn, ‘Economic Issues in Regulating the Field Price of Natural Gas’, 50
Am. Econ. Rev. 506, no. 2 (1960).

See Building the American City, Report of the National Commission on Urban
Problems to the Congress and the President of the United States, 91st Cong.,
1st Sess., House Doc. No. 91-34 (1968).

See S. Breyer and P. MacAvoy, "The Natural Gas Shortage and the Regulation of
Natural Gas Producers,” 86 Harv. L. Rev. 941 (1973).

The two seminal articles in this area are F. Bator, “The Anatomy of Market
Failure,” 72 Q.J. Econ. 351 (1958); and R. Coase, “The Problem of Social Cost, 3
J. Law & Econ. 1 (1960). For a very readable account of the literature see E.
Mishan, “The Postwar Literature on Externalities: An Interpretative Essay,” 9 J.
Econ. Lit. 1 (1971).

In this case, the cost that should be internalized is the expected value of
damage per train trip (since fires caused by sparks do not occur on every
trip). However, the courts have generally not seen the problem this way. See
LeRoy Fibre Co. v. Chicago, Milwaukee and St. Paul Railway, 232 U.S. 340 (1913).
See also R. Posner, supra note 4, at 38-39.

See E. Bator, supra note 26, at 358-360.

See generally G. Calabresi and A. Melamed, ‘Property Rules, Liability Rules
and Inalienability: One View of the Cathedral,” 85 Harv. L. Rev. 1089 (1972); H.
Demsetz, “Toward a Theory of Property Rights, 57 Am. Econ. Rev. 347
(November 2, 1967); and E. Michelman, ‘Pollution as a Tort: A Non-Accidental
Perspective on Calabresi’s Costs,” 80 Yale Law J. 647 (1971).

R. Coase, supra note 26.

See J. Buchanan, An Economic Theory of Clubs,” 32 Economica 1 (1965); and M.
Olson, The Logic of Collective Action: Public Goods and the Theory of Groups
(Cambridge, Mass., 1965).
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32. There are two essential factors at work here. The first is that enjoyment of
benefits accruing from successful bribery of producers ofttimes cannot be
limited to those who paid for them (nonexcludability of consumption). This,
in turn, gives rise to incentives for individuals (the ‘free-rider’ problem) to
strategically misrepresent their preferences so that they might enjoy all the
benefits without bearing any costs. Unfortunately, such behavior often causes
socially beneficial activities to be forgone. On the first problem see F. Bator,
supra note 26; and J. Buchanan, supra note 31. On the free-rider problem see R,
Posner, ‘“Theories of Economic Regulation,” 5 Bell J. Econ. & Mgmt. Sci. 335
(1974); G. Stigler, ‘Free Riders and Collective Action: An Appendix to Theories
of Economic Regulation,” 5 Bell J. Econ. ¢~ Mgmt. Sci. 359 (1974).

33. This is Calabresi’s suggestion. See Calabresi, The Costs of Accidents, A Legal and
Economic Analysis (New Haven, 1970).

34. See Coase, supra note 26, at 11-12. See also Spur Industries, Inc. v. Del E. Webb
Development Co., 108 Ariz. 178, 494 P.2d 700 (1972).

35. The classic article on the information problem is F. Hayek, “The Use of
Knowledge in Society,” 35 Am. Econ. Rev. 519 (1945).

36. When an individual initially considers buying a product (such as a car, a watch,
or a house), he is usually unaware of all the prices that various sellers are
currently charging. To obtain the lowest price, he must identify potential
sellers and consult them to learn their prices. The search process is not costless,
however, and the consumer must weigh the potential gains against the cost of
searching. The greater the dispersion of prices among sellers and the greater
the dollar amount of the purchase, the greater the potential benefits of
searching. In general, the consumer will buy information (‘search’) until he
reaches the point at which the expected incremental gain from additional
searching equals the incremental cost of conducting the search. Alternative
methods of providing information are justified where their cost is lower than
that of private searches. See G. Stigler, “The Economics of Information,” 69
J. Pol. Econ. 213 (1961). For an interesting variation on this discussion, see M.
Spence, Job Market Signaling,” 87 Q.J. Econ. 355 (1973).

37. Even if subsequent users of the information, once generated, can obtain it
‘free,” there may be adequate incentive to provide it without patent or
copyright protection. Much depends on whether a producer believes its
production will give him a substantial advantage over his competitors.
These and related issues are fiercely debated in the areas of patents and
copyrights. See E Machlup, An Economic View of the Patent System
(Washington, D.C., 1958); S. Breyer, ‘The Uneasy Case for Copyright:
A Study of Copyright in Books, Photocopy, and Computer Programming,’
84 Harv. L. Rev. 281 (1970).

38. See Abbott Laboratories v. Gardner, 387 U.S. 136 (1966).

39. P. Nelson, ‘Information and Consumer Behavior,’ 78 J. Pol. Econ. 311 (1970),
distinguishes two general classes of goods. Search goods are products whose
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quality attributes may be determined by inspection. Items such as clothing,

garden tools, and barbells fall into this category. Experience goods denote those
items whose quality attributes can only be determined through purchase and
consumption. For example, one cannot assess the quality of canned lima beans
without eating them—nor can one assess ex ante whether a particular auto-
mobile is a lemon (even automakers with good reputations make lemons). See
G. Akerlof, “The Market for “Lemons”: Quality Uncertainty and the Market
Mechanism,” 84 Q.J. Econ. 488 (1970); and P. Nelson, ‘Advertising as Informa-
tion,” 82 J. Pol. Econ. 729 (1974). The functional difference between these
categories is not great where the consumer makes repeated purchases over
time. One can easily sample all brands of lima beans and settle on the best
price/ quality combination with little sacrifice. However, where a one-shot
purchase is contemplated, the differences may be substantial—and in some
cases irrevocable. With search goods there is little danger of incorrect deci-
sions, since all relevant attributes are known prior to purchase. Such is not the
case with experience goods. For example, one cannot protect ex ante against
negligent automobile design which might dramatically increase the likelihood
of serious injury. Nor can one assess the probability that particular employ-
ment might lead to cancer ten or twenty years hence.

. In addition to problems that arise where consumers have imperfect informa-

tion concerning product quality, there is also the problem that even in the
presence of perfect information individuals may still inaccurately evaluate the
magnitude of the risks they face. See, e.g., Calabresi, supra note 33, at 56;
and T. Schelling, “The Life You Save May Be Your Own,” in S. B. Chase, ed.,
Problems in Public Expenditure Analysis (Washington, D.C., 1968).

. See R. Pitofsky, ‘Beyond Nader: Consumer Protection and the Regulation of

Advertising,” 90 Harv. L. Rev. 661 (1977); ]. Ferguson, ‘Consumer Ignorance as a
Source of Monopoly Power,” 5 Antitrust Law ¢ Econ. Rev. 2 (29) and (3) 55
(1971-72); and R. Posner, “The Federal Trade Commission,” 37 U. Chicago L.
Rev. 47 (1969).

Hearings on § 2 and § 1760 before a subcommittee of the Senate Committee
on Interstate and Foreign Commerce, 75th Cong., 1st Sess. (1937). For a brief
account of regulation at this time, see U.S. Senate Comm. on the Judiciary,
Subcomm. on Admin. Practice and Procedure, Civil Aeronautics Board Practices
and Procedures, Subcomm. report, 94th Cong,, 1st Sess., 31-35 (1975) [herein-
after referred to as the Kennedy Report].

Aviation: Hearings on H.R. 5234 and H.R. 4652 before the House Comm. on
Interstate and Foreign Commerce, 75th Cong., 1st Sess., 76 (1937).

See Kennedy Report, supra note 42, at 61-62.

See Kennedy Report, supra note 42.

See National Industrial Recovery Act, 48 Stat. 195, 196, 15 U.S.C. 703 (1933) § 3
(declared unconstitutional in A.L.A. Schechter Poultry Co. v. United States, 295
U.S. 495 (1934).
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For a sample of the developing literature on the sustainability of natural
monopoly see G. Faulhaber, ‘Cross-Subsidization: Pricing in Public Enter-
prises,” 65 Am. Econ. Rev. 966 (1975); ]. Panzar and R. Willig, ‘Free Entry and
the Sustainability of Natural Monopoly,” 8 Bell J. Econ. & Mgmt. Sci. 1 (1977);
and W. Baumol, E. Bailey, and R. Willig, ‘Weak Invisible Hand Theorems of the
Sustainability of Multiproduct Natural Monopoly,” 67 Am. Econ. Rev. 350 (1977).
Of course, government action here might lower costs by lowering risks, but
that claim can be made of a host of cartel and other anticompetitive agree-
ments.

See E Scherer, supra note 4, at 205-212.

For a further discussion and some illustrations see F. Scherer, supra note 4, at
335-340.

See P. Areeda and D. Turner, Antitrust Law § 711 (1978); Areeda and Turner,
‘Predatory Pricing and Related Practices under Section 2 of the Sherman Act,’
88 Harv. L. Rev. 697 (1975).

In such a case, exit of firms from the industry is appropriate, since they are
replaced by firms who can satisfy societal needs at lower costs.

15 US.C. § 17 (1976), labor organization; Capper-Volstead Act of 1922, 7 U.S.C.
§8 291-292 (1976), farming; Fisherman’s Cooperative Marketing Act, 15 US.C.
§§ 521-522 (1976), fishing.

See, e.g., S. Breyer and P. MacAvoy, ‘The Federal Power Commission and the
Coordination Problem in the Electrical Power Industry,” 46 S. Cal. L. Rev. 661,
680682, 685—687, 688—694 (1973).

See Breyer and MacAvoy, supra note 25, at 665-669.

See generally, F. Scherer, supra note 4, at 174-175, 506-509, 563—569.

U.S. Federal Power Commission National Power Survey (1964); Breyer and
MacAvoy, supra note 25.

See Calabresi, supra note 33.

For a descriptive example see K. Arrow, Essays in the Theory of Risk Bearing 142—
143 (1971).

See R. Gibson and M. Mueller, National Health Expenditures, Fiscal Year 1976, 40
Soc. Security Bull. 3, no. 4 (April 1977).

See M. Feldstein and A. Taylor, The Rapid Rise of Hospital Costs, Staff Report of
the Council on Wage and Price Stability, Executive Office of the President
(1977).

See Conference on Health Planning, Certificate of Need, and Market Entry,
Regulating Health Facilities Construction (1974).

G. Brannan, ‘Prices and Incomes: The Dilemma of Energy Policy,” 13 Harv. J.
Legis. 445, 447 (1976).




