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Abstract

In the 1970s, economists generally advocated deregulation under com-
petitive conditions but had little to say about privatization or methods
of monopoly regulation. Largely reflecting innovations in all these policy
areas, economists have generally raised their estimates of the benefits
of privatization, deregulation, and reform of monopoly regulation.
Logically and empirically, however, the economic implications of these
reforms depend importantly on the political and institutional context.
This essay considers what recent experience has taught us about the
effects of privatization and regulatory reform, stressing the roles of in-
formation and commitment, and discusses implications of those lessons
for research and policy analysis.

I. Introduction

In the 1970s, economists generally supported removing economic regulation of
the price/output behavior of private firms in potentially competitive industries. There
was less enthusiasm for privatization or for changing the methods and institutions
used to regulate monopolies. In the intervening years, the profession’s center of
gravity has shifted significantly on these policy issues. The difference between public
and private ownership is now considered to be much more important, economic
regulation is considered much more expensive, and the scope for regulatory reform
is considered much more significant. In large part these shifts reflect the widespread
adoption of policies of privatization, deregulation, and regulatory reform.

* This paper was presented at the Thirteenth Latin American Meeting of the Econometric Society,
Caracas, Venezuela, August 2-5, 1994. 1 am indebted to Peter Diamond for helpful comments.
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While these policy innovations have taught us a good deal about the conse-
quences of alternative ownership and regulatory policies, I believe some observ-
ers have oversimplified the lessons of this experience and other relevant evidence
by neglecting the influence of political and institutional context. In what follows
[ discuss what I believe we have in fact learned in the last fifteen years or so in
these important policy areas, stressing the roles of information and commitment,
and T sketch some of implications for research and policy analysis.

II. Privatization

Fifteen years ago, the English language literature generally did not portray
the choice between government and private ownership as particularly simple —
or particularly important.! Many argued that government enterprises in competi-
tive industries could provide valuable instruments for pursuit of social objectives,
but their success at doing this was clearly mixed. Most observers recognized that
actual patterns of government ownership importantly reflected historical accidents.>

In traditional public utility sectors, government enterprises were dominant in
most countries. Regulated private enterprises remained the norm in the U.S,,
though many critics had attacked what Horace Gray (1940, p. 8) termed “the
delusion that private privilege can be reconciled with public interest by the al-
chemy of regulation.” By the late 1970s, the once-fierce debate over public versus
private ownership of public utilities had cooled considerably. Many urban transit
systems in the U.S. quietly became government enterprises in the 1960s, for in-
stance, without great debate — or dramatic changes. in performance.’ Even the
great debate between capitalism and communism seemed to be almost entirely
about politics rather than about economic performance.

In the late 1970s, government enterprises operated under a variety of institu-
tional arrangements in numerous sectors in many nations, and cross-section com-
parisons suggested that performance ranged from excellent to terrible. The gov-
ernment-owned French electricity system may have outperformed the privately-
owned U.S. system, for instance, but the telephone service provided in the U.S.
by AT&T was clearly better than that provided by the French Post Office.

Theory offered little useful guidance as to the proper scope of public ownership
or the optimal institutional arrangements for managing government enterprises.
Informal agency theory suggested that effective political control over public enter-
prises in monopoly sectors would be necessary to prevent managerial shirking, but
since the 1930s reformers had favored using public corporations and other devices
to weaken political control. (Postal service in the United States was transferred from
a government department to a public corporation in 1971, for instance.)

Research and Experience

In any case, the economic literature of the late 1970s did not suggest that
great efficiency gains were likely from the extensive privatization programs that
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emerged in Chile in the mid-1970s and in Britain in the early 1980s. Both pro-
grams seemed at the time to have been driven by combinations of anti-socialist
ideology and anti-deficit necessity rather than clear-headed concerns for economic
efficiency.

During the 1980s, empirical analysis of the performance of government en-
terprises continued to produce mixed results. Several studies (e.g., Boardman and
Vining (1989) and Vining and Boardman (1992)) found that government enter-
prises in competitive industries had lower profitability and productivity than com-
parable private firms, but this would be expected if government enterprises were
being used to pursue important social or political objectives. More than a few
economists (e.g., Shepherd (1988)) remained convinced of the potential value of
government enterprises in competitive sectors. In traditional public utility sec-
tors, cross-section econometric studies often failed to find significant performance
differences between government and private enterprises (e.g., Atkinson and
Halvorsen (1986) and Teeples and Glyer (1987)), though differences in regulatory
and tax treatment made these results hard to interpret. In a major study evaluat-
ing the first eight years of the U.K. privatization program, Vickers and Yarrow
(1988) argued that increasing the scope of competition and making regulation
effective were likely to contribute a good deal more to the economy than priva-
tization per se.*

Thus, until very recently the English language literature, based largely on
cross-section studies and experience in a few OECD nations, would have justified
a lukewarm attitude toward the economic effects of privatization. Elsewhere,
however, the performance of many state-owned enterprises came in the 1970s and
1980s as simply unacceptable.” In a number of developing countries, such enter-
prises required huge and apparently permanent subsidies. Reform proved diffi-
cult to implement and nearly impossible to sustain.® As the Soviet empire im-
ploded in the late 1980s, it became clear that the government enterprises that
dominated its economy performed terribly by world standards, and many needed
massive subsidies to stay afloat.

Privatization programs were begun during the 1980s in Latin America, East-
ern Europe, and other regions in large part in reaction to perceived inefficiencies
and unsustainable losses.” Based on before-and-after comparisons, there seems to
be a nearly universal consensus that these programs have been hugely successful ®
Based largely (though not exclusively) on positive experience with privatization
outside the OECD, the World Bank has concluded that, contrary to Vickers and
Yamrow (1988), while regulation and competition do matter, “‘Private ownership
itself makes a difference,” and the Bank has accordingly pressed for widespread
privatization.’

Information and Commitment
On balance, the evidence suggests that the effects of privatization may vary

considerably from firm to firm, industry to industry, and country to country. It
would plainly be worthwhile to understand the causes of this variation. It seems
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intuitively clear that agency theory, broadly defined, provides a useful lens through
which to view privatization and its effects, though it is a good deal less clear
which agency relations are typically most important.

Early views through this lens, especially analyses concerned primarily with
natural monopolies, considered “the government” as a selfless principal concerned
with the public interest and portrayed government enterprise managers as selfish
agents whose behavior must be controlled.'® But, as Vickers and Yarrow (1988,
ch. 2) indicate, this leads in general to an agnostic view regarding government
enterprise versus regulated private monopoly, since in the latter institution regu-
lators and owners are competing principals also unable perfectly to control man-
agers.'!

More importantly, as noted above, efficiency-oriented reformers have gener-
ally sought to reduce political control of government enterprises, not to make
such control more effective.!? These reformers have acted as if the more impor-
tant agency problem involved politicians, not managers. Because, as Sappington
and Stiglitz (1978) have argued, privatization makes it harder over time for the
government to intervene in an enterprise’s affairs, privatization can be viewed as
an extension of these reform efforts.

Shapiro and Willig (1990) note that it may be desirable for efficiency-ori-
ented reformers to seek this sort of commitment, even if it rules out socially
desirable actions in some future states of nature, if future elected officials cannot
generally be expected to exercise discretion in ways that enhance efficiency.'?
This is not an implausible assumption, of course: politicians may not think past
the next election and may seek to increase their supporters’ wealth even if total
wealth is thereby reduced. Boycko, Shleifer, and Vishny (1993a) also view pri-
vatization as a commitment device. In their analysis privatization is a way to
make it difficult to reverse a decision to impose a hard budget constraint, a de-
cision to cease providing the subsidies government enterprises need to pursue
political objectives.

As Boycko, Shleifer, and Vishny (1993a) argue, government failure to pursue
overall economic efficiency has been particularly visible and important in the
Russian case. The Soviet government had little concern for the economic welfare
of the general public, and anti-reform forces have been powerful in Russia through-
out the post-Soviet period. Reformers have served their purposes well by remov-
ing assets from political control, using privatization to erect durable political barriers
against the recreation of Soviet-style institutions.'*

In a world of rational actors, agency-related inefficiencies generally reflect
the presence of private information.!> Government enterprises generally have
private information, of course, but the importance of that information depends on
the laws and institutions with which enterprises interrelate. At the simplest level,
an enforceable requirement to produce detailed, public, audited financial state-
ments surely tends to reduce private information.

It is instructive in this context to consider the critical role that secrecy plays
in facilitating corruption, as discussed in detail by Shleifer and Vishny (1993).'¢
Though unproductive behavior by government enterprises is not necessarily cor-
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rupt in their strict sense, it often represents a hidden payolf to a special interest
that is made in an inefficient manner in order to mask its true nature. Policies
that limit competition, for instance, are usually easier to defend in public than,
say, cash subsidies. While they create rents that can be transferred, such policies
also give rise to deadweight losses and costly rent-seeking activity.’” The key
point, again, is that if such unproductive actions cannot generally be blocked ex
post, it may be best to bar certain classes of actions ex ante, even if theoretical
minimum costs are thereby increased. “Corruption” in this broad sense surely
also occurs in private firms: there are stories of headquarters being moved long
distances to areas mainly noted for golf courses. But there does seem a differ-
ence between public and private enterprise on this score, and the factors that
cause its magnitude to vary from place to place and from time to time also thereby
affect the relative efficiency of public and private enterprise.

While it may sometimes be useful to think of “the government” as the agent
of “the electorate,” this can be seriously misleading in many contexts. Members
of the electorate often have opposed interests on particular issues, and it is prob-
lematic to think of the many elected and non-elected office-holders in any nation
as a single entity, “the government,” consistently maximizing any objective func-
tion. Like the rest of us, individual office-holders have a strong tendency to
pursue their self-interest, using their own bits of private information and subject
to the many shifting constraints they face. The results vary. Sometimes office-
holders maximize their utility by following orders or by ignoring them and “do-
ing the right thing”; sometimes shirking or outright theft is apparently optimal.
More narrowly, the importance of government enterprises’ pursuit of political
objectives varies considerably — compare the Soviet and French systems.

Performance

Since the 1970s we have surely learned by considerable before-and-after
experience that privatization can greatly improve enterprise performance, but we
should not forget the substantial literature suggesting there are situations in which
ownership is not terribly important. We appear to have learned that political and
institutional differences have much to do with the performance of government
enterprises and thus with the gains from privatization, though we are well short
of a complete explanation of variations in those gains. Experience and available
theory do suggest a few general observations, however.

First, consider the privatization of an enterprise operating in a potentially
competitive industry. Basic cconomics suggests that if the industry is in fact
competitive and if the enterprise is well-managed (as measured, in particular, by
the level of subsidies it requires), the short-run gains from privatization will be
relatively small, since inefficient firms lose money under competition. Under
competition, losses provide a decent measure of inefficiency — or pursuit of non-
economic objectives.

In this same context, Kikeri, Nellis, and Shirley (1992, ch. 3) stress the im-
portance of “a market-friendly policy framework” in determining post-privatiza-
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tion performance. The preceding discussion indicates that an important dimension
of such a framework is the strength of the non-intervention commitment implied by
privatization. If it is relatively easy for later governments to renationalize, privati-
zation today does not mean much. In particular, if nationalization is always a seri-
ous risk, incentives to make tangible and intangible investments are seriously re-
duced. Models that assume that privatization decisions are irreversible may seem
natural in some nations today, but they clearly are not universally applicable.

One might argue that economies with “a market-friendly policy framework”
are likely to be economies in which government enterprises already face hard
budget constraints and are likely to be well-run, so that gains from privatization
are, on that score, reduced. This argument is correct to a point and broadly
consistent with the OECD experience discussed above. The correlation between
market-friendly policy frameworks and well-run public enterprises is far from
perfect, of course. More important, large-scale privatization is often an important
part of a transition toward a “market-friendly” regime. In fact, privatization may
have the greatest benefit when it helps politically to hasten such a transition —
as in the Russian case.'s

Now consider the privatization of a public utility or other monopoly enter-
prise. In this case one cannot generally rely on competition to guarantee post-
privatization performance. Along with many others, Kikeri, Nellis, and Shirley
(1992, ch. 3) stress that privatization of government enterprises that operate as
natural monopolies risks having increases in prices swamp increases in efficiency
unless an effective regulatory regime is put in place. Because both institutions
are imperfect (for reasons that are not unrelated), there is no simple a priori rea-
son to believe that regulation should always dominate government ownership in
natural monopoly sectors, and empirical support for the superiority of private
enterprise appears weakest in these sectors.

II1. Deregulation

In the late 1970s, economic regulation of private firms’ prices and conditions
of service was largely (though not exclusively) confined to the United States.
Industries that were regulated in the U.S. were generally government-owned else-
where. Economists interested in U.S.-style economic regulation were in the proc-
ess of digesting two important developments. First, George Stigler (1971) and
others had effectively advanced the then-heretical “capture theory,” according to
which regulators generally act to serve those they regulate, rather than any notion
of the broader public interest. Stigler attributed the imposition of regulation to
benefit the regulated mainly to the lower costs of organizing a small group of
firms in the same industry than a large group of consumers, even if (because of
efficiency gains) consumers in aggregate had more to gain from deregulation than
producers had to lose."’

The second development could have been viewed as the empirical refutation
of the first. Despite strong opposition from incumbent producers and their union-
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ized workers, and with the strong support of most economists and the active
participation of some,”’ a number of important U.S. industries were deregulated.

Commitment

Out of these two developments emerged a deeper understanding of the poli-
tics of regulation and deregulation in the U.S; the simple capture theory now
faces effective competition from an array of more complex alternatives.?’ In
addition, as Clifford Winston (1993) has stressed, a great before-and-after experi-
ment in microeconomics was performed: between 1977 and 1988, Winston esti-
mates that economic regulation was removed from about 10% of U.S. produc-
tion.??

Deregulation, like privatization, is a commitment to reduced government in-
tervention over time. The durability of this commitment depends on both politi-
cal and institutional context and on issue-specific developments. Even in the
U.S., in which a minority opposed to legislative action can often delay it for
years, cable television was deregulated in 1984 and re-regulated eight years later.
The question of reversing the airline deregulation of 1978 is still seriously de-
bated from time to time.? But, just as privatization is more of a commitment
than a parliament’s refusal to put subsidies in this year’s budget, deregulation is
more than a particular regulator’s refusal to regulate today.

A commitment to forbear from regulation makes sense from the perspective
of an efficiency-oriented political actor, even though it may mean giving up pow-
ers that could be socially valuable in the future, if regulation is unlikely to en-
hance efficiency over time. In industries that are potentially competitive, the only
coherent argument for economic regulation (as for government ownership) is that
it can be used to deal with market failures and social problems. Rarely is it the
best or even a particularly good instrument for these purposes, however, and the
most interesting question in this case is the magnitude of the net efficiency cost
of regulation.

In natural monopolies or industries that would be imperfectly competitive,
the desirability of deregulation turns in principle on an inherently complicated
cost-benefit analysis that depends on exactly how regulation would operate. With
imperfect regulation, there is no theoretical support for the view that all naturai
monopolies and only natural monopolies should be regulated.?* Many authors
have argued that because of agency problems and institutional constraints, regu-
lation is unlikely to promote efficiency, but no single simple model of regulatory
behavior has yet emerged as clearly best.?

Experience

As with privatization, a little bit of time-series evidence on the effects of
deregulation has been more valuable than a library of theoretical analyses and
cross-section comparisons. There is a near-universal consensus among U.S. econo-
mists that deregulation has produced important benefits in a number of industries,
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particularly in transportation. Costs fell, as economists had predicted.’® As Winston
(1993) shows, however, other aspects of the behavior of deregulated industries
did not conform well to economists’ predictions. In particular, few if any econo-
mists predicted the extent of price dispersion (and apparent price discrimination)
that we now observe.

More importantly, deregulation led to a number of substantial. unforseen
changes in firms’ operations and technologies. My favorite example has to do
with airline route structures. By dcaling with requests to offer service on a route-
by-route basis, airline regulation had made it impossible even to think of imple-
menting a hub and spoke system. As a result, this efficient system architecture
was known only to a few academic specialists. After deregulation, hub and spoke
systems were rapidly adopted under competitive pressure, reducing cost and en-
hancing service quality.?’

Economists had long been concerned with the effects of regulation on tech-
nological change,?® but until the 1980s the available data did not permit much
quantitative analysis. Before then economists wrote generally about how regula-
tion blunted incentives to innovate and analyzed specific cases in which proce-
dural requirements and the influence of precedent and equity considerations on
regulatory decisions served to inhibit innovation.” However, the extraordinary
growth rates of productivity in the regulated telephone and electric power indus-
tries seemed important counterexamples. Only in retrospect is it clear that regu-
lation’s adverse effects are strongest on radical process innovation and on product
innovation — exactly the sort of effects that are hardest to measure without a
good unregulated benchmark.

Context and Performance

The broad lesson I believe most economists have correctly learned from the
U.S. experience with deregulation is that economic regulation is even a less effec-
tive substitute for competition than was believed in the 1970s. Not only is it
unreasonable to assume that regulators generally seek to enhance economic effi-
ciency, as Stigler (1971) and others had argued, it is unreasonable to assume that
the institutions and procedures of regulation would permit them to do so effec-
tively if they tried.’® The effect is that regulators, like managers of government
enterprises, at least act as if they were primarily pursuing economically inefficient
political goals, and their behavior seems generally to discourage innovation and
thus to raise costs over time.

In large part because of the deregulation experience of the 1980s, policy debates
in the U.S., even under a democratic administration, now involve reducing the
scope of regulation in ways that would have been unthinkable 20 years ago. The
U.S. seems in the process of following the U.K. to a system in which electricity
generation is deregulated. Many have argued for deregulating cable television
systems, even though very few communities are served by more than one,’ in
part on the grounds that the industry saw a flowering of innovation when it was
previously deregulated. This argument was strengthened when cable deregulation
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was followed by rate increases for about 30 percent of subscribers.’ Similarly,
even though competition is plainly imperfect in long-distance telephony,* its
complete deregulation seems inevitable, and phased deregulation of local telephone
service is emerging as a serious possibility. Much attention in U.S. policy de-
bates is given to difficult regulatory issues that arise in industries, like telephony
and electric power, that contain both potentially competitive and natural monopoly
elements.* 4

As privatization proceeds throughout the world, and industries that have been
regulated in the U.S. become privately owned elsewhere, it is important to learn
from the U.S. experience with deregulation. As in the case of privatization,
however, it is also important not to overgeneralize from recent experience.

Just as the structure, conduct, and performance of government enterprises have
varied over time and space, there is every reason to suspect that new regulatory
regimes will differ importantly from those created in the past in the U.S. and
analyzed extensively in the published literature. The U.K. approach to monopoly
regulation, discussed at length in Anderson, Cowan, and Vickers (1994) differs in
two basic respects from that in the U.S., and there is every reason to think that
qualitatively similar differences are likely to be the norm as economic regulation
spreads in the wake of privatization.

First, Anderson, Cowan, and Vickers (1994, esp. ch. 11) stress that as com-
pared with U.S., regulation in the U.K. is informal, not legalistic, and U.K. regu-
lators enjoy greater discretion than their U.S. counterparts. Regulation in the
U.S. retlects the nature of our legal and political systems, particularly the body of
administrative law that fundamentally shapes the process of non-legislative gov-
ernmental decision-making. In general, U.S. administrative agencies must solicit
information in writing from all affected parties, must make all submissions pub-
lic, and must make decisions that are consistent with both the weight of the evi-
dence submitted and the relevant law. Regulators’ decisions can be overturned
by the courts as “arbitrary and capricious” if these procedures are not followed.
In this system there is a high degree of transparency but relatively little opportu-
nity for frank expression of views, negotiation, or compromise.’ On the other
hand, while regulatory decisions are often controversial, they rarely have a strongly
partisan character.

As McCubbins, Noll, and Weingast (1987) have stressed, shaping the process
of decision-making can have a strong influence on the contenr of decisions.
Because no other nation is likely to replicate the administrative procedures and
political culture of the United States, no other nation’s regulators are likely to
replicate the range of behavior of their U.S. counterparts. For this reason, it
seems likely that performance in any widely regulated industry will come to vary
significantly over time and among nations. Empirical analysis of differences in
regulators’ behavior may advance understanding of the effects of procedural re-
strictions and institutional environments.

In addition, the structure, conduct, and performance of U.S. regulation also
reflects the outcome of numerous decisions, many industry-specific, about regu-
latory methods and techniques. No two U.S. industries have been subjected to
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exactly the same regulatory regime, and there is a good deal of intra-industry
variation where, as in electric power, states play important regulatory roles. Even
so, regulation in the U.K. began in the 1980s using methods that were well out-
side the U.S. experience. It seems obvious both, that different nations will come
to apply different regulatory methods and that these differences will also affect
the performance of regulated industries. Careful cross-national analyses of the
performance of particular regulated industries may advance the normative theory
of regulation in useful directions.

IV. “Incentive Regulation”

During the 1970s, monopoly regulation in the U.S. generally applied “rate-of-
return” methods, according to which prices were set to generate a “fair” return on
invested capital and were held constant in nominal terms until either the firm or
its regulator triggered a review. Most theoretical work on natural monopolies
dealt with either, second-best optimal departures from marginal cost pricing or
with implications of rate-of-return regulation for capital-labor ratios. In the U.S.
policy literature, proposals to institutionalize “regulatory lag”,% so that prices would
remain fixed for relatively long, predetermined periods, faded in the inflation that
followed the first oil shock. In fact, electric utility rates in most states came to
be automatically adjusted to reflect changes in fuel costs.

By the late 1970s, few economists advocated fundamental changes in U.S.
regulatory methods. A review of historical experience and the available literature
suggested to me at that time that the design of regulatory regimes involved a
fundamental tradeoff between responsiveness to changes in economic conditions,
which is necessary to keep prices in line with costs, and price rigidity, which is
necessary to provide incentives for cost reduction.’® It follows that no single
regime is likely to be optimal in all economic environments. This was not a
controversial conclusion.

Theory and Reform

The design of regulatory institutions and mechanisms became important dur-
ing the 1980s, in two very different ways. A rigorous economic theory of the
optimal design of regulatory regimes under various conditions was developed. In
addition, an important new method of monopoly regulation was implemented.
Oddly, these were almost completely independent developments.

The new theory was an outgrowth of the development of agency and mecha-
nism design theory during the 1970s. Most of the work on optimal regulatory
regimes assumed that regulators were concemed only with aggregate efficiency
and were capable of making payments to, or collecting payments from the firms
they regulated. Using such payments, net profit could generally be related to
observed performance without the need to distort pricing to vary operating in-
come. While this work has yielded a variety of general insights applicable to
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both procurement and regulation, it has not much affected regulatory practice or
even debates about regulatory policy. This contrasts with the impact of earlier
theoretical work on marginal cost and second-best pricing.*

The new method of monopoly regulation, generally called “price cap™ or, in
the UK, “RPI-X" regulation, involves setting ceilings on average price increases
equal to some measure of the general level of inflation less an assumed rate of
productivity growth, which is in fact implicitly or explicitly negotiated. (“RPI”
is short for the UK’s Retail Price Index, and “X” refers to the assumed rate of
productivity growth.) These ceilings then remain in effect for some predeter-
mined period, generally around four or five years, so that reductions in cost dur-
ing this period translate dollar for dollar into increases in profit.

The first public utility to be subjected to price cap regulation was the newly
privatized British Telecomm in 1984.4! This approach was not derived as optimal
in a rigorous analysis of a large set of alternatives; it was selected as the best of
a small number of alternatives on the basis of rather informal theoretical argu-
ments.*> The large literature on the shortcomings of traditional U.S.-style rate-of-
return regulation appears to have had a significant impact on this debate, as did
the argument that price caps would facilitate ultimate deregulation. Since 1984,
price caps have been applied to other newly privatized enterprises in the UK. and
at both state and federal levels in the U.S.

Analysis and Implications

What have we learned about desirable regulatory regimes from experience
with price caps? We have certainly learned that departures from rate-of-return
regulation do not necessarily cause catastrophe and that price caps have some
significant virtues. particularly in settings in which the role of competition is
increasing. I do not, however, believe that it has been established that price caps
offer a qualitatively superior alternative to rate of return regulation of monopo-
lies, let alone that this mechanism is optimal in any broad set that includes both
types of regimes.*® The fact that very little theoretical work seems to have been
done on this last question, despite the extensive theoretical literature on optimal
regime design, seems to reflect the fact that “economists find themselves analyzing
[price cap] regimes as a result of a true policy innovation in the United Kingdom,
rather than a breakthrough in regulatory theory in the United States.”*

Most attention has been paid to the implications of alternative regulatory
methods for productive efficiency and average price levels. In some early and
enthusiastic theoretical discussions of price caps, rate-of-return regulation was
treated as a cost-plus regime, while price cap regulation was assumed to involve
prices fixed forever. If one also implicitly assumes a stable world, it is not hard
to make a strong case for the superiority of price caps.

In fact, in real rate-of-return regulation nominal prices are sometimes fixed
for long periods of time, and provisions designed to strengthen performance in-
centives are common.*> Similarly, in real price cap regimes price ceilings must
be changed from time to time to prevent both ruinous losses and unacceptable
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profits, and rates of return are calculated for that purpose. Both systems thus
involve more or less credibie commitments to provide an adequate long-run av-
erage rcturn on investment, without which socially desirable investments will not
be made.®® The nature of these commitments differ, however, in subtle ways
involving indexation and the timing of price reviews. Modeling the effects of
differences of this sort has barely begun, and little relevant empirical work has
been performed.*’” Few have claimed that price caps have ever produced the sort
of dramatic overall performance improvements that have been associated with
privatization and deregulation. It seems likely that the overall incentive effects of
price cap and rate-of-return approaches do not differ dramatically in principle and
nced not differ dramtically in practice, but the matter is by no means settled.®

While most discussions of price caps have focussed on the average price
level, I believe that the most important difference between the price cap and rate-
of-return regimes thus far observed may be in their treatments of relative prices.
Beginning in the early postwar period, theorists demonstrated the importance of
basing prices of individual products sold by regulated monopolies on marginal
cost and designing departures from marginal cost carefully to enhance welfare
subject to a break-even constraint. While practice varied, U.S. rate-of-return regu-
lation had traditionally involved attempting to derive all product-specific prices
from cost data. This generally required arbitrary allocations of joint costs and led
to odd and controversial variants of average-cost pricing.** Through most of the
1980s, U.S. regulatory economists argued that regulators should base utility prices
on marginal cost and carefully set price-cost gaps te achieve second-best welfare
optima.*® In response, as Faulhaber and Baumol (1988) have stressed, pricing
practice moved some distance in the direction of theoretical prescription.

In sharp contrast, under pure textbook price cap systems, regulators constrain
only some measure of average price and cede all control over relative prices to
regulated firms. Real price cap systems generally embody additional constraints
on rates of change of prices and averages of subsets of prices, but there seems to
be a clear qualitative difference as compared to observed rate-of-return regimes.
While regulators did. not always follow economists’ pricing advice, the swiftness
with. which many U.S. economists began urging that authority for setting relative
prices be handed from regulators to public utility monopolists was nonetheless
quite striking.

I am aware of no empirical studies demonstrating that price cap regimes are
better in any relevant sense at determining relative prices than rate-of-return regu-
lation. Elementary theory does indicate that relative prices will be based on
marginal cost under price caps, while this is not necessarily the case in rate-of-
return regimes. A number of early theoretical analyses noted further that under
some price cap systems, prices would tend over time to Ramsey prices.>’ How-
ever, more recent theoretical work suggests that the behavior of relative prices
depends delicately on the details of the price cap regime and on market condi-
tions generally.> ‘

Once again we see that the actual effects of government policy depend sig-
nificantly on details of design and process, or, as they say in the halls of the U.S.

ER

WHAT HAVE WE LEARNED ABOUT PRIVATIZATION AND REGULATORY REFORM? 33

Congress, “The devil is in the details.” Since the “rate-of-return” and “‘price cap”
labels can each be attached to sets of systems that differ significantly on several
dimensions, and these two sets appear (o overlap in important respects, it is un-
clear that either approach is generally superior to the other or to any of a range
of variants and hybrids as regards average price and productive efficiency. Simi-
larly, since regulators can set relative prices well or poorly under rate-of-return
regimes, and since price cap regimes can apparently do likewise, no general rank-
ing appears possible along this dimension either. Thus careful empirical analysis
may be required to compare performance under rate-of-return and price cap re-
gimes, but it may be difficult to generalize the results of such analysis across
industries and institutional contexts.

V. Concluding Observations

An old joke says that economics professors never have to change exam ques-
tions even though students have access to old exams, since the correct answers
change from year to year. Like other jokes that endure, this one has a kernel of
truth. Most economists of a certain age can agree that the profession’s views on
some issues have changed substantially in the absence of comparably important
advances in knowledge.

In the structural policy areas I have considered in this essay, however, I believe
that more is going on than changing fashion or the ebb and flow of competing
ideologies. Policy innovations in privatization and regulatory reform have gener-
ated a good deal of high-quality time-series evidence. I have tried to argue that
it is important to confront that evidence with adequately sophisticated models that
do not neglect the political and institutional contexts in which that evidence was
generated.

As Oliver Williamson (1985) and others have stressed, in a world of igno-
rance and bounded rationality, there are no perfect institutions. Political actors
can at best choose rationally among imperfect alternatives, knowing that the rela-
tive importance of different imperfections varies over time and space. All politi-
cal actors attempt to make it hard to reverse government decisions of which they
approve. Privatization and deregulation of firms in competitive industries are,
among other things, devices by which, under some conditions, those concerned
with economic efficiency can produce such commitment. Efficiency-enhancing
regulatory regimes also involve commitments of various sorts. The evolving
political, legal, and institutional systems within which policies of privatization
and regulatory reform are adopted and implemented affect the impacts of those
policies by shaping information flows and in other complicated ways.

We leamed during the 1980s that privatization can significantly enhance en-
terprise performance, particularly in competitive markets, and that deregulation
can dramatically improve efficiency and stimulate innovation. We learned that
rate-of-return regulation is not the only way to control legal monopolies; price
cap and related regimes have some appealing attributes.® In all of these policy
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areas, particularly in privatization and replacement of rate-of-retum regulation,
theory has followed practice, and practice is moving rapidly. The bad news is
that some future policy innovations will no doubt disappoint. The good news is
that if economists observe and analyze the consequences of these innovations
carefully, paying due attention to the effects of political and institutional context,
we should develop a richer understanding of the economic implications of insti-
tutional change, understanding that will enhance our ability to contribute to the
policy process.

Notes

[[{]

For a contemporary overview of much of the literature relevant to this paragraph and the next
several, see Schmalensee (1979. ch. 6).

In particular, as Shepherd (1988) notes, failing “strategic” firms have historically tended to be-
come government enterprises — a process sometimes described as “lemon socialism.”

Pashigian (1976) analyzes the consequences and causes of this transition.

See also Vickers and Yarrow (1991) and Foster (1992).

In general see Kikeri, Nellis, and Shirley (1992, ch. 2); for the Latin American experience, see
World Bank (1993, ch. 6).

On this general problem, see Foster (1992).

The Chinese system has also begun to move toward an economy based on private ownership, but
it has not so far embarked on a path involving privatization: see Eckaus (1994) and Jefferson and
Rawski (1994) for recent discussions.

In the fall of 1990 the U.S. Council of Economic Advisers proposed to prepare and publish an
analysis of the dramatic economic transition then beginning in Eastern Europe. In an Oval Office
meeting, President Bush instructed us not to neglect the important economic transformation going
on in the Americas. See U.S. Council of Economic Advisers (1991) for the result.

The quote is from Kikeri, Nellis, and Shirley (1992, p. 1). see also World Bank (1993) and,
especially. the studies summarized in Galal and Shirley (1994). Paredes-Molina (1994) has re-
cently provided a positive analysis of the Chilean privatization program.

See, for instance, Schmalensee (1979, ch. 6). For a recent variation on this theme, sce Laffont and
Tirole (1993, ch. 17). In their model the unigue failing of public enterprise is its managers’
reluctance to devote effort (i.e., to tnake a “nonpecuniary and noncontractible investment”) to
develop assets that may be tumed ex post to the govermment’s purposes and thus yield the man-
agers nio direct, personal benefit.

Laffont and Tirole (1993. ch. 11) and Spiller (1990) provide alternative three-party agency-theo-
retic models of regulation.

See, e.g.. Schmalensee (1989, ch. 6), Kikeri. Nellis, and Shirley (1992, pp. 16-20) and Foster
(1992).

On this general point, see also Laffont and Tirole (1993. chs. 11 and 15). In the normative model
of Shapiro and Willig (1990), a key role is played by “the framers,” who choose institutional
arrangements to maximize social welfare despite possible future antisocial actions by politicians.
As a descriptive matter, of course, there are no “framers’; there are only political actors who
attempt to use the power of the state to advance a variety of objectives. Privatization is a way in
which actors concerned with economic efficiency can attempt to prolong the effects of a political
victory, to “stack the deck” a la McCubbins, Noll, and Weingast (1987) against future actions they
would oppose but might otherwise be unable to prevent.

For more on the cconomics and politics of Russian privatization, see Boycko. Shleifer and Vishny
(1993b) and Joskow. Schmalensee, and Tsukanova (1994). Tirole’s (1991) thoughtful discussion
of privatization in Eastern Europe concentrates on implications of high uncertainty rather than
problems associaied with political control.
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Becker’s (1985) argument that interest group competition tends to produce efficient resource allo-
cations rests on an implicit assumption of full information. Shapiro and Willig (1990) argue that
privatization makes intervention harder by limiting officials’ information, but | would contend that
ignorance is historically a weak brake on government action.

For another useful perspective on the role of information in this general context, see Foster (1992).
Tollison (1982) provides a useful general survey of the rent-seeking literature; see Posner (1975)
on rent-seeking in this context. Note also that industry-specific subsidies tend to encourage entry,
On this point. see Boycko, Shleifer, and Vishny (1993b) and Joskow. Schmalensee, and Tsukanova
(1994).

In contrast to Becker (1985), Stigler (1971) assumes that there are constraints on the methods that
the state can use to increase the wealth of politically powerful groups. Thus creating protected
monopolies may be inefficient, but it is frequently feasible. In addition. it represents a commit-
ment: regulatory regimes and institutions are inherently longer-lived than, say. provisions of the
U.S. tax code or majorities on appropriations committees.

The essays in Phillips (1975) provide a useful compilation of influential economists’ pre-deregu-
lation views on these and related issues.

Wilson (1980), Noll (1989), and Peltzman (1989) provide valuable overviews.

This section draws on Joskow and Rose (1989), Winston (1993), and Joskow and Noll (1994),
who provide useful overviews and asscssments of economic degregulation during the Carter and
Reagan administrations.

See, for instance, Cudahy (1993).

Schmalensee (1974) develops this point.

Wilson (1980) provides a useful. empirically-based discussion of alternative political settings and
modes of agency behavior; for general discussions. see Noli (1989) and Joskow and Rose (1989).
See Bemndt et al. (1993) for an interesting recent study of rail costs.

On airline deregulation generally, see Morrison and Winston (1986) and Winston (1993).

See Capron (1971). for example.

For a particularly interesting study of this sort, see MacAvoy and Sloss (1967).

In an interesting recent paper, Krueger and Duncan (1993) argue that government controls gerer-
ally tend to become more complex and accordingly more expensive over time. This is broadly
consistent with U.S. regulatory experience.

Jaffe and Kanter (1990) and others have found evidence of market power in some but not all local
cable markets.

See New York Times, November 19, 1993, Section D, pp. 1. 6.

Taylor and Taylor (1993).

Anderson, Cowan, and Vickers (1994) provide an extensive treatment of these issues, both in
general and as they have arisen in U.K. industries.

See, generally, Spulber (1989, ch. 2).

Anderson. Cowan, and Vickers (1994, ch. I1) argue that even in the U.K. privatization plus regu-
lation produced a marked increase in transparency.

Baumol (1967) is a leading example.

Schmalensee (1979, esp. chs. 7 and 8).

Baron (1989), Spulber (1989, ch. 11), Laffont (1994). and Anderson, Cowan. and Vickers (1994,
chs. 2 and 3) provide useful surveys; Laffont and Tirole (1993) provide a comprehensive and
rigorous development.

For a discussion of this impact. see Faulhaber and Baumol (1988).

On this history and the system it produced, see Beesley and Litlechild ( 1989), Vickers and Yarrow
(1988, ch. 8) and Anderson, Cowan, and Vickers (1994. ch. 6). Price caps had been applied in
1982 by the U.K. Monopolies and Mergers Commission to the leading seiler of contraceptive sheaths.
The idea that one might want to increase price rigidity in order to emhance incentives for effi-
ciency is, of course, broadly consistent with some themes in the mechanism design literature.
However, that literature generally finds that regulated firms should be offered a menu of compen-
sation schemes. differing in the strength of the efficiency incentives they provide. To my knowl-
edge, no such menu-based scheme has ever been implemented — or even seriously debated.
This latter point is developed at length in Schmalensee (1989).
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Breautigam and Panzar (1993, p. 197), emphasis in original.

This theme is developed, with particular reference to electric utilities, in Joskow and Schmalensee
(1986).

The importance of such commitments is stressed by the World Bank (1993, p. 83).

Pint (1992) and Mathios and Rogers (1989) provide interesting theoretical and emnpirical analyses,
respectively.

For discussions of this issue, sec Joskow and Schmalensee (1986), Breautigam and Panzar (1993),
Liston (1993), and, with reference to the U.K. experience, Anderson, Cowan, and Vickers (1994,
esp. ch. 11).

See, for instance, Breautigam (1980).

0" See, for instance, Brown and Sibley (1986) and Spulber (1989, chs. 5-8).

5! E.g., Vogelsang (1988) and Brennan (1989).

52 See Armstrong and Vickers (1991), Bradley and Price (1988), Neu (1993), and Sappington and
Sibley (1992).

In situations such as municipal trash collection in which investment in and transfer of idiosyncratic
assets do not pose serious problems, competition for the right to be the sole producer may yield
the best results. This “franchise bidding™ approach to natural monopolies was first discussed by
Chadwick (1859) and rediscovered by Demsetz (1968); see Schmalensee (1979, ch. 5), Spulber
(1989, ch. 9), and Laffont and Tirole (1993, chs. 7-8) for discussions.
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