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On Information and the
Regulation of Public
Utilities

Jim J. Yozzi and
Edward H. Clarke

Privately owned public utilities are perhaps the most heavily and often
badly regulated sector in the U.S. economy. Against the current backdrop
of regulation affecting utilities, this chapter iooks at recent efforts 1o
contain and control federal reguiation while improving state regulation and
private initiative. The inquiry considers:

The mmplicauons of recent efforts to improve the social efficiency of
regulation through new analysis and oversight procedures at the federal
lavel,

The provision and dissemination of beter information that wiil make it
possible for states to regulate in more socially efficient ways.

Improved decision rules that can stremgthen private initiative and
competition in the provision of public-utility services,

Federal Regulation: Improved Anslysis and
Oversight Procedures

On February 17, 1981, President Reagan signed an executive order on fed.
eral regulation.’ Executive Order 12291 differs from previous prders in two
significant ways. The order requires that execurive agencies:

Establish regulations that will achieve the greatest net social benefit to
the extert permitted by law. For major regulations agencies musi pre-
pare a regulatory impact analysis of the benefit and costs of the regula-
tion and important alternatives,

Submit all regulations to the Office of Management and Budger for re-
view, for a minimum of ten days (for notumajor regulations) and up to
sixty days prior to final promulgation of a major regulation.

This chapter should ot be incrpreted as reflecting the official vicws of the Oftice of
Management and Butdget o any other government agency.
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134 Current issues in delic-uuiity Economics

A major regulation is defined as one that could have an impact of at jeast
$100 miilion or a subsiantial impact on particular sectors or geographic
areas, )

Despite much criticism, benefit-cost analysis can bring about im-
provements in federal regulatory performance. However, the sodal effi-
ciency norms underlying benefit.cast analysis are often in direct conflict

with decision-tnaking rules and criteria used by legislators, regulators, and .

the courts. The problem of conflict between socialefficiency norms and the
decision rules used by these bodies is ilfustrated by the following case study,

The Revised New Source Performunce Standard {NSPS)
for Electric Utilities

‘The process by which this major regulation evolved has become & classic
case study in the ills of recent federal regulatory policy. Iis evolution be.
tween 197G and 197915 the subject of a recent book by Bruce Ackerman and
Williarn Hassler at the Yale {aw school.? The book provides a pensetrating
study of how perhaps the biggest and most costiy muliibilion-dolar regula-
tion in recent regulatory history was promulzated, the net effect of which is
likely o be emissions increases in those areas in which the threat to human
health is most severe,

The NSPS issue—involving requirements for the installation of scrub-
bers on new copl-fired boilersw—illustrates the dominance of distributive
consigerations over those of social efficiency between the cradie and
maturation of 2 major regulation. According to Ackerman and Hassler, the
experience also demonstrates the myth of majority rale in its iepislative evo-
lution. In this instance, the Clean Air Act’s NSPS requirement bore little
resemblance to a high-level pursuit of environmental-policy objectives in
the political arena guided by formal majoritarian decision rules. Much more
important in explaining the actual outcome were the informal decision rules
empioyed by congressional staffs and regulatory agencies constrained by
considerations of distributive politics and prescriptive, means-oriented
legisiative mandates.

Ackermag and Hassler glso point to the departures from social.effi.
citncy norms that can arise when regulators are precluded from looking
broadly st cost-minimizing policies at all stages of the production process.
Environmenta! clean-up costs can obviously be impased at different stages
of this process—for example, to coal mining, oil reflning, electric-power
generation, or aute mannfacturing. ‘The wide ranpe of policy choices sbout
where 10 impose clean-up costs can motivale the formation of strategic
coalittons—among, say, coal producers and environmental groups in the
case of NSPS—-which result in imposing costs on other production stages
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{that is, electric-power generation) while increasing society’s totsl ciran-up
burden.

To avoid such results in the future, better ways of understanding the
distribution of benefits and costs a5 well as how to motivate aliernative,
more social efficient policies are needed, The NSPS experience illustrates
the fact that even extensive analysis involving multimiliion doliar modeling
by Department of Energy (DOE) and Environmental Protection Agency
(EPA) over several years could not remedy the kinds of problems that grew
out of the politics of section three of the Clean Air Act. OF sourse EPA
could have done & bengfit-cost analysis of the serubbing option, but it was
argued by highdevel EPA staff that since it was BEPA'S gos! to require
scrubbers in the first place, such analysis would have been counterproduc
Tive.

Although EPA has recently 1aken steps to remedy some of the problems
with the revised NSPS, probably only an action by Congress to change sec-
sion three of the Clean Air Act will permit EPA to deal with the more fun-
damental problems, Much credit for such a beneficial result will be owed
t0 Ackerman and Hassier for a broad and penetrating analysis of institu-
tional behavior and performance that demonstrated how narrow distrib-
utive considerations can often dominate the high-level pursuit of social
efficiency.

That kind of analysis is admiteedly rare in the formutation of a single
major regulation since few such regulations exhibit the magnitude of im-
pacts and choice of alterantives that characterized the NSPS experience.
However, their analytical approsach deserves far more attention in the ansl-
ysis of complicated inieractions among regulations and their cumuiatve ef-
fects, particularly in areas involving the eavironment, cnergy, and the
economy.

Cumulstive Effects of Regulations Affectiog
Public Utilities

The executive order takes an important step in this direction by encouraging
Office of Management and Budget (OMB) and the agencies 1o jook beyond
individual regulations toward their cumulative impact on the national
cconomy. OMB is authorized to make an ansual compilation of the costs
(and benefits) of yegulation for purposes of a regulatory budget.? In tors,
agencies are NOW undertaking to better analyze the cumnlative impacts of
regulation on particular sectors of the economy.

For example, OMB recently requested that the Encrgy Information
Agency underiake a study of the cumulative impacts of energy and environ-
mentsl regulations affecting the public-utilities sector.* One motivation for
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the study had been the 1980 Report of the Council on Environmenga} Qual.
1y, which had shown 4 threcfoid increase in estimated incremmenta) eXpen.
ditures {those resuking from federa} requirements) of Public urilities for

regulations woujg aliow for substitution Also, the cumnulative impatts, pay.
ticularly on electricity Prices, could be much more signiﬁcamwthat is,
Superadditive-—undey 2 5¢t of unfavoraple CRErgY-supply scenarios. Regula.
ance the tendency for the

cumulative impact 19 pe greater than might be naively assumed,
Studies of this king SeTVe an importany public-awareness funcrion thas
can bring aboyt profound changes in reguintory policy. For £Ximple, an

dcmonslrnted

ing to energy conservation or

Ing each other. Ip-
deed, the E1a study estimaged that the cumulative sffect of these programs

would result in BO positive impact in derms of the relevant objec.
tives—reduced foreigy imports ang domestie fonsumption oy enhanced
domestic—supp!y availability s This king of information has led 1o

d:smantiemem of a large Part of the Unwicidiy fcdcral'energy-rcgu!mory
apparatys oy mandared by law,

Many Temaining energy Programs and regulutions, however, continus
10 be legally mandated

ated, In Particular the Energy Act of 1978 and other

Statwtory avthorizjes have creaseq several dozen subsidy Programs, invojy.
ing nonresearch expendituras of Approximately $3.7 biltion §

On in fisca) yoar
1982 thar discriminate i, favor of Particular firms and industries. These are
Combined with umerous energy Programs and regulations thay discrim-
inate against individual firms and industries.
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More recently the Department of Energy has been evatuating these pro-
grams and regulations from the standpoint of their contribution o an effec-
tive supply-side economic policy. The department is Jopking in particular at
the socigl-efficiency objectives of those programs--apart from distributive
and other political considerations—from the standpoint of who possesses of
has aceess to the seievant information. ht is Jogical to argue that, judged by
thest criteria, many remaining programs would be found lacking simply
because the government has aceess 0 Jess information than the private sec-
tor. The capacity of the federal bureavcracy 1o absord information must be
1ess than the combined capacity. for example, of millions of invesiors and
investing institutions.®

Incfficient and discriminatory energy programs and regulations are, of
coutse, only one piect of 2 much Jarger mosaic of federal and state reguia-
tions affecting the energy sectol. Dissatisfaction with the federal chergy
program and regulalions, however, is leading to a broader look at the actual
as opposed to the intended effects of other federal regutations and pro-
grams, including their interaction with state regulation of public utitities.

Federal and Sente Regulation: Improved Information

Before turning to these issues of federal/state regulatery interaction, a key
aspect of OMB's jmplementation of the new executive order has been built
around the disclosure of information, particularly economic data and
analysis, That distlosure alone can be a powerful 1o0] for the reform of
{ederal regulation. As instanced zarlier, the recognition that energy regula-
tion really generated no significant benefits, just alot of costs, jed 10 signifi-
cant reforms in the very sarly days of the new administyation.

The emphasis on information disclosure is aiso an outgrowth of new stat-
utory oversight authoritics, created by Congress in the Paperwork Reduciion
Aci (PRA) of 1960.7 In addition 1o the review requizements of the executive
order—where OMB reviews ail nonmajor regulations within 120 days-it i
necessary o review almost all requests for information that the faderal
government makes 10 more {han nine nponfederal entities. These information
reguests inciude the submission of data to the federal government as well as
the maintenance of records for review by the federal government.

The new responsibilities given 10 OMB in the PRA are significantly
greater than those assigned 10 OMB in the 1942 Federal Reports Act, the
precursor tothe PRA. The new act, for exampie, restores OMB oversight of
information reguirements of independent regulatory agencies. Therefore,
OME is now revicwing information requircInRents associated with NRC
licensing procednrss in addition to those of the Energy Depariment and

FERC.
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138 Current Issues in Public-Utility Economics

The act also created, within OMB, a new Office of Information and
Regulatory Alfairs which exercises day-to-day responsihility for informa-
tion management as welt as implementation of E.0. 12291, The informa-
tional role of the office is not merely one of munaging information within
the government but rather one that is tied closely 1o the managemani of reg-
ulatory affairs that affect those putside the federal establishment. As a
result, the use of information is being sought as an alternative to command
and control regulation to bring about more efficient approaches {o regula-
tion. An example is an attempt 1o deal with the most significani emerging
environmental regulation issue of the 1980s—protection of groundwater
supplies. One alternntive 10 a national-groundwater-regulatory program is
to strengthen the states’ role, in part through more effective provision of in- : ;
formation.
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I Example: Using Information to Achieve More
Efficient Reguiation
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The groundwaier problem is probably unsurpassed in its complexity form
both an informational and regulatory standpoint. Attempts 1o deal with the
information problem are being made by broadly interpreting the socials
efficiency role in marters affecting budgetary policy, information collection
activities, and regulatory burdens on the private sector. To do 50, ORE must
begin by thinking carctully about the suitability of existing state and federal
#rrangements for various regulatory and informational functions. :

To illustrate, the OMB begins with the view that proximity of decision-
making centers to groundwater problems improves the ability of regulatory
bodies to obtain accurate and unbiased information. It appears, for exam.
ple, that grass-roots information~-about constitnent preferences or aguifer
- uses-—is most efficiensly coflected at the state Jevel, At the conclusion of this
section, some novel technigques will be presemed for ehiciting accuraie pref-
erence information at the state level that may be superior 1o traditional ways
of trying to measure benefits at the federal level ®

For other kinds of more generic information, the federal government
may do z better job of collecting and disseminating information. For exam-
. ple, it may be able to coflect and codify certain data more efficiently than

. the states and may have 2 sirong edge in the collection and analysis of
research data on groundwater-contamination problems,

Efficient information provision is also essential to cfficient ground-
water reglation that requires differentiation among aquifer uses. This also
requires recognition of the administrative costs of regulation and a sensitiv-
1y to the hierarchical distortions of information that car result from fed-
eral, in liev of state, regulation. Consequently, in the exercise of Its budpet
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On information and the Regulation 138

and mformation oversighs responsibilities, OMB must ensure that it does
not redoer the opportunity for regulatory differentiation so as to lead 10 2
socially inefficient level of regulation and industrial compliance costs.

The collection of information on groundwaler problems as well as the
development and implementation of regulatery programs often takes place
within an often controversial and emational political climate thal can lead
10 a costly adoption of uriform standards, More specifically, there is
danger in the groundwater area of repeating the history of the 1970s in air
and water regulation--thar s, pressures for regulation that require all
groundwater to be maintained at a uniform quality Jevel. Such pressures,
surprisingly enough, often come from state officials and are usvally sup.
ported by well-meaning attempts at the federal level 10 achieve greater con-
sistency in federal regulations affecting groundwater,

Efforts to develop an effective federal/stale groundwater protection
strategy are illusicative of broader opportunities for relying on information
as 2 means of reducing federal dominance in the regulatory arena. This kind
of strategy, of course, can have mixed blessings for those who must comply
with regulations. On the one hand, nonuniform state regulation can achieve
reduced industrial-compliance burdens while improving social efficiency.
On the other hand, the proliferation of differing state requirements ¢an
create uncertainty and confusion in the regulated community.

In the tasi several years, for example, there has been 2 remarkable shift
from federal dominance 1o state initiative in the management of nuclear and
harardous wastes. Berween 1976 and 1980, forty-one states passed Jaws ban-
ning, requiring state approval for, or segulating radioactive-waste transpor-
tation or disposal within their borders. This has been accompanied by 2
strong activist role by states in the regulation of hazardous wastes, par-
tieularly those acrivities affecting transpostation and disposal of these wastes
under the Resaurce Conservation and Recovery Act. The profiferation of
different state requirements affecting interstate transporters has recently led
the admininstration 10 consider the imposition of & uniform national-mani-

fest sysiem for the transport of hazardous wastes. Inthose cases where infor-
mation on the movement of hazardous wastes must be collected, the federal
government may be the most effective provider of the information.

These exampies slso fustrate 2 blurring of the traditionally dominant

federal role in the environmental area, accompanied by federal intrusions in-
10 an econamic regulatory role that hsd been primarily reserved for the

stares. In some respects the intrusions outside the purview of energy regula- -

tion wers not widely foreseen. There is little doubt, however, that the strong
new source bias of most environmental regulations in the 1970s has domi-
pated the role of state public-utitity commissions in repulating entry.

In other cases, federal precmption has been more direct. With the
passage of the Public Utility Regulatory Policy A<t (PURPA) in 1978, the
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federal povernment became rather significantly involved in the rate-setting
process of the state wtility commissions. In addition 10 encovraging more ef -
ficient raze structures, PURPA also exempied smali nonconventional power
producers from state regulation while requiring that utilities purchase
power from the new producers at a price equal to what it would have cost to
provide it themselves.,

At times the pressures for preemption seem so reflect the incxorable
tendency toward increating the span of regulatory control so 85 to enhance
the effectiveness of federal regulation. In this case the growth of federal
energy, envisonmental, and social controls has fueled pressures for federal
interventions inr the economic regulatory arena, traditionatly the preserve of
state regulatory bodits. The costs and burden of federal regulation may, of
conrse, be only one of many contributors (o the problem faced by public
utilities in obtaining adequate rates of return. On the other hand, one can be
sympathetic with the frustations of ulility executives who have complained
about the imposition of large and increasing compliance costs which cannot
be adeguarely refleciad in wiility-rate structures o¢ a result of delays in state
public-utility rate proceedings.

Such problems might be addressed, however, not by illinformed federal
interventions but rather by straiepies that link improved information 1o im-
proved decision rules in the regulatory arena. Pecision ruits means both
the formal decision rules used by majoritarian legislatures and the informal
rules used by regulators. This also includes competitive decision rules that
guide behavior in the private markeiplace,

The importance of decision rules in improving institutional perfor.
mance at both the federal and state levels is clear, As instanced by the NSPS
experience, federal agencies can be required to produce voluminous
amounts of information and analysis that may, &t times, have little or no
relevance to decisions puided by distributional, in liew of social-efficiency,
considerations,

Orne means of dealing with the problem is to broaden the effective parti-
cipation of those outside the Washington arena who are affected by deci-
sions now made largely within that arena. Such a process would involve
provision of mnore information zbout the comulative effects of federal
policies as wel] as the use by Federal decision makers of preference informa-
tion revealed by those outside the federal establishinent,

Going back 1o the problem of passthrough of regulatory costs, a simple
thought experiment will ilJustrate such & process. What if the heads of
twenty federal regulatory agencics had to justify each year the cumulative
costs of their regulations before poblic-utility commissions in each of the
fifty states? These costs would be determined on a nationwide basis by a
federal agency. The federal regulatory agencies would then stify these
¢osts in formal rate proceedings where they also bore the burden of proof
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“3-setting J for justifying rate increases refiecting the passthrough of comphance costs. : ok y
nore ef- Clearly there would be an end to the slieged regulatory blank check on the R j
il power national income (including slectricity price increasts) and to many federal ' »' ]
wrchase - regulations as welj. BN
tcostto . The thought experiment is intended to jllustrate simply the possibility of ol a
- changes in decision rules that fundamentally alter the nature of regulatory o -
xorabie decisions outside the cozy confines of the Washington establishment. The .9 ;
nhance - Washington debate over regulatory reform is, in some respects, symp- .
feders} " tomatic of that problem. The effort has been aimed largely at changing the ' - l
federal . burden of proof within the Washington arena, I
serve of - Currently there are numerous variants of congressional, presidential, .8 l
Tay, of y and judicial veto of repulations advanced by a wide variety of regulatory $ 1
public : reformers and interest groups. Some seerningly frivolous proposals would - '
ttan be ~ add a different wrinkle to the veto game. For example, the suggestion has  HH
plained > besn made to think about a governors' veio where no one is quile sure ;
tannot where to put the apostrophe. However, serjous proposals to change the ; i
nstate . focus of decision making in many arcas formerly dominated by the federal i ‘ -
government could give state and local elected officials the opportunity so £ i b4
federal make the imporiant trade-offs involving environment, energy, and the 1
toim- economy. And these changes could lead to more rational and efficient . [
s boih . regulation of the public-utilities industry. N
{formal The discussion now will turn 1o the possibility of improved decision i
es that rules thay differ from a simple panoply of veto mechanisms in that these o |
. decision rules are simed 8t providing more than just simple checks and f
werfor- batances over the growth of federa! regulation. In this context, the introduc-
NSFS tion of decision rules of a rather noniraditional kind is aimed a1 obtaining ! ! '
ninous more accurate and unbiased preference information in a decentralized I
of no eCONOmy. 1
iency, j
parti- ' , . TRt
 deci- Example: Using Nontraditional Decision Rules to B -
wolve _ Obtain Accurste Preference Information -
sdera)
ama- The nontraditional decision rules achieve the revelation of accurate infor- N
) mation by giving any person in a social-decision provess a basic choice. The i i
impie person is given the choice of accepting a decision that would be made (.
4s of without his participation or changing the decision 1o what he wanis upon , .
Jative payment of an amount of money equal to the net cost to ali other persons of * .
of the doing what he wants done instead of what would otherwise be done. 4
bya The motivation to reveal accurate preference information, which hag i
these been cailed demand revelation, results from the imposition of a penalty cal. g
proof culated separately for cach individual that represents the social costs of each : I
i
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individual's choices.? In choosing between two socal alternatives the level
of expecied benefits or costs related by any individual may affect aggregate l
net benefits such that one social alternative is chosen over another. Without
A particular individual's evaluation, a second alternative might have been
preferred as indicated by the aggregate reporis of the other individuals, The

penalty imposed on any individual is equivalent to the losses incurred by
- others because of the inclusion of the individual's report and the resultant

- choice of the first alternative. The imposition of a penalty of this kind ea-

sures that cach individual will receive n lower level of aciual net benefits if
he misrepresents his expetied benefits and costs. To preserve an incentive
] structure thay avoids strategic behavior, however, the aggregate of the
: penalties coliected cannot be returned to the individuais imvolved in the
. reporting procedures.

I has been observed that such a peaalty structure is conceproally similar
‘ to an auction, where the highest bidder pays not the amount of his bid but
rather the second highest bid. This, too, would motivate bidders to reveal
an accurate wilingness-towpay for the desired objeer,
T The scientific bodies of the federal government, such as the National
Saence Foundarion, have begun sponsoring research on these nontradi-
I tional mechanisms and the OMB has begun thinking about their use in a

: variety of policy contexts. For sxample, OMB is expioring their use in more

accurately determining state nesds for hazardous waste clean-up and

" groundwater protection. The existing supes-fund of $1.§ billion may be

i rapidly exhausted by clean-up fequirements associated with 115 priority

sites and many more that may be identified as a result of current efforts to

. detect and measure groundwater contamination,

: More specifically, the government is examining alternative mechanisms !
for allocating super-fund appropriations that might be different from the ' 1
CMrTent arrangement requiring the federal government to fund 90 percent of
the clean-up cost of the site while the state makes up 30 percent of the re .
maining cost from general fund revenues. By certain interpretations of the =
Yaw states are now prohibited from raising these dollars from thase who are
taxed for this purpose in the super-fund Jegistation. Dissatisfaction with the E
federal preemption provisions of the existing super-fund has fyeled broader
interest in the effectiveness of the current allocative mechanism 85 com- i
pared with some alternative mechanism. :

One proposal under study would establish a variable matching arrange- ¥
ment-~called the limited fund mechanism-that would base the alipeation =
of super-fund dollars on the revealed willingness-to-pay of state recipients.’® ’
In contrast to the current fixed (ninety-ten) matching arrangement, state
recipients would pay & share based UpON the revealed preferences of poten-
tial recipients in other states whose projects cannot be funded during any
given year. The process could lead to the accurate and unbiased expression
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*he jevel of a state’s willingness-io-pay for funding of a clean-up project financed by } ;
gregate Tt super-fund. Such an approach might also betier motivate states 1o find ways 4
Vithout 1o determine preferences for clean-up and avoid some of the problems en- T
ve heen “ countersd in the attempt 1o apply wraditional benefit-cost analysis 10 this ¥
ils. Fhe area. It is common knowledge that the analyses conducted by federal agen- i
rred by - cies are frequently incomgplete reflections of actual benefits and costs and -
sultant g rarely reflect subjective preferences or entreprencurial opportunities fore- k- ]
md en- y gone. The approaches OMB is studying would relate federal decisions raore P -
ehis if directly to the real opportunity costs, including subjective preferences ex- K
gentive T pressed by decision mekers who are dloser 1o the problem conditions and 3
of the 3 the preferences of individuals. ‘
in the " ; The benefit information could not only improve the allocation of public ©
- X funds but also regulatory decisions in the hazardous waste clean-up area. In _ i
similar " particular, federal and siate enforcement anthorities would be better posi- _
oid but | tioned to equate the scale of private cleanwap cfforts with those that reflect R 11 H
Teveal i willingness-1o-pay for publicly financed ciean-up cfforts. N
} In the water poliution arca, this willingness-to-pay criterion has guided 1
ional ! regulatory efforts for controlling conventional pollutaats sisce the 1977 }
tradi- ! amendments 1o the Clean Water Act. For hazardous wastes it may also } 1
iwina H serve as an appropriate criterion for the level of privae clean-up activary. 4
1 more <y Thus far this chapler has dealt Jargely with issues of devolution between ; "
p and ; the faderal government and the stater, predominamtiy in the area of ; \
12y be environmental regulation, The concluding section, will examine some of the .
rority - more wraditional issves of public-utility economics and will look in par- - BE
IS to ticular at some of the implications of the nontraditional decision rules. '.! ;
inisms 1 '
wy the Traditional Issues of Public-Utility Economies: }
ent of Improved Decisions through Nontraditionsl Decision Rules ‘
he re- : 1
of the Stare public-utility regulation lies somewhere in the middle of a social- :
1o are control continuum ranging from nationalizing public utilities 1o completely *
thihe privatizing them. The federal government has traditionally had little direct &
oader interess in this ares except to consider ways of putiing the federal house in
£om- order and, more recently, to consider alternatives to preemption of state 3
sconomic regulation. j
"ange- In the view of some, federal regulation has already wrought 2 subtic .
mation kind of socialization in the economics of this sector, However, explicit pol- :
ents, 10 jeies going in the direction of nationalization are, for good reason, rarely -
. slate discussed. In fact there is rather good data on the relative performance of ;
wen- federal entities in the production of hydrocjectric power that suggest such 24
g any policies would be very poor ones. A 1979 General Accounting Office (GAQ) . i
assion study, for example, showed that if federal government hydroelectric planis T
< xd -
¢l
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were as efficient as comparabie plants in the
ngs would be more than $19 million. The cost of

ernment plants that GAQ studied 1!

Similar comparisons are al50 often made of purely private unregulated,
as opposed 10 publicly regulated utilities, A recemt article “Two Utilities
Are Better Than One,” pointed to the comparative studies of Walter I
Primeaux at the University of Hlinois who suggests that the cost-

stall and medium-size f

kilowatt-hiours, It also appears that even for large firms economies of seals
have been substantially reduced because of technological changes and the
cost conditions affecting Benesating capacity,

In addition to these changes in technology and post conditions, one nesds
Als0 10 take accoumt of recent changes in ecomomic theory, The natural.
monopoly theory, whick justified public-utility repuiation because of
economies of scale dates back 1o the srid-1800s writings of John Stuant Mill
and Edwin Chadwick. It is closely relared 1o public-goods theory which had

been also used to justify so much of recent governmengal activity over the

last twenty-five years. However, the Jasier theory has been undergoing sub.
stantial revision in recent Years and will be reflected in changing theories
about how to deal with natural-menopoly problems.

Ta Bis 1958 formulation of the public-goods probiem Pau! Samuelsen
described the hatural-monopoly problem as “analytically almos exactly
like my model of pubiic expenditurs™ and the problem of obtaining infor-
mation in the case pf indivisibilitics ang intreasing returns arises for “the
same game.theoretic yeasons tha compel rational men 1o hide their desires
for public goods;"* the Problems presented by “almost all deviations from
constanl returns to seale and almost all externalities must inevitably involve
some of the same analyric properties and dilemmas of thy polar {public
goods) case."s

The existence of demand-revealing solutions 10 the free-rider or public-
goods problem thys naturally leads one to consider demand-revealing,
natural-monopoly solutions to probiems of indivisibilities that lis at the
heart of the marginal-cost-pricing problem of public

~utility economics. In-
deed, the problem in theory is solved by a muitipart tariff that recovers

costs associsted with increasing returns or indivisibilities in ways that would
avoid the incentive for consumers to misrepresent their preferences for the
provision of what amounts 1o a quasi-public good,

The solution to the marginal-cost-pricing probiem has recently been car.
ried further into the real-world problems of information provision, As with
public goods, individual cansumers of public-utility services may have linle
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or no knowledge of preferences that they would otherwise misrepresent, in
the real world, in Fact, suppliers may be able to more efficiently obtain and
provide the refevant information. For cxampie, General Motors (GM) or
Toyota mey know more about consymer demand for automuobiles than con-
sumers would be able to provide themselves. The situation may be the same
for producers and consumers of eleciricity.

Indeed, recem developments linking demand revelation Lo a solution to
the natural-monopoly problem show the conditions under which a discrimi-
nating monopolist will provide the socially optitnum level of information, A
dermand-revealing, natural-monopoly solution could achieve these conditions
and thus motivate suppliers (o achieve a socially efficiant level of services
along with an efficient ser of discriminatory prices that reflect mazginal
cost. The firms are also motivated 1o pather the relevant information abous
consumer preferences that would be used in making decisions about
pricing.™

The new theory is an expansion of a previous theory of franchise
monopoly in public-utility economics thar dates back to Edwin Chadwick’s
notions about *‘competition for the field" as compared with “'competition
within the field of service.”'t That theory has shown how franchise-bidding
schemes might result in monopoly provision of the optimum quantity at the
lowest per unit price. Where the service is provided at decreasing cost, as in
the case of public utilities, one can avoid certain traditional ex post
monopoly problems through an ex ante bidding process involving a poten-
tial large number of franchises, one of which will becorne the supplier
through competition for the field.

During the last decade, crities of the origina! franchise-bidding ap-
proach had observed that although it prevents the winning firm from ob-
taining a monopoly return, it gives no assurance that the outpur will be
priced efficiently on marginal-cost terms. More fundamentally, the original
approach ignored problems of how the relevant information about con-
sumer vaivations is 10 be obtained 50 as to determine both the optimum out-
put and marginal-cost prices. Finally, it ignored the issue of how potentially
complex contingent contracts are 10 be determined and enforced in a world
of uncertainty, vomplex product-quality dimensions, and changing tastes
and technologics.

The possible key 10 operationalizing the franchise monopoly approach,
not only for public utilities but for public goods generally, Is through &
natural-monopoly approach that relies in part on nontraditional decision
rules. Such an approach would permit potential competition to discipline
the performance of an existing supplier because consumer groups ¢an selest
2 more efficient alternative supplier in a rather straightforward and unam-
biguons way. A crucial element in the process is the way in which the motiva-
tion to price at marginal cost also provides an incentive for the provision of
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a sociaily sfficient amount of information. ™ Such an approach doss reguire
some reguiation—for example, 10 prevent collusion between providers and

consumer groups and to provide rulss for determining exchanges of assets gi

between an existing provider and a new entrant, However, the regulatory . D

apparatus bears little resemblance to traditional economic regulation of s

public utilities, -~ B
1t is, of course, possible that recent solutions to the natural-monopoly & M

probiem. while interesting from the standpoint of public goods or public- - g

utility pricing theory, may have less relevance than once thought to the s D

practical economics of public utilities. In fact, the new approach was ;

developed for its possible applicability to the provision of a broad range of i of

public goodt other than utility services, which are more clearly subject Lo in- - D

divisibilities and increasing returns to scaie. -

In the case of public utilities and absent natural-monopoly conditions of s 15
supply, simple dereguiation could be a preferred aliernative, at lcast when
compared with the results of existing state public-utility rate-of-return -
regubation. In sum, it 5 possible thal the best immediately practical decision -~
rule for achieving both sacially efficient results and the effective provision
of information may in some cases be through simple competition. However,
if dereguiation is a socially desired remedy, recent experience with federal
interventions in state economic regulation indicales that there are problems
in getting from here to there, .

Although all the lessons that will be learned from our recent expericnce
with PURPA have yet to be learned, one basic conclusion is already clesr.
Just as the federal povernment has been a poor producer of hydroelectric
power, the federal establishment can be 2 poor producer of competition as
well as the means of regulating 1. Society may need decision rules other :
than those presently used in Washington, D.C., for producing competitive : T
decision rules that are workable and adequate for the needs of public
utilities and the consumers they serve,

Al T O B

sd -

£

A small city in Texas has found a rather simple decision rule for, at 2 E
minimusm, protecting competition. In Lubbock, Texas, two utilities-Lub- * ol
bock Power and Light and Southwestern Public Service Company--¢ach - &

provide services st very low rates. The city charter states that any change in 4 R
the competition between these two companies must be approved by three-
fourths of the registered voiers.
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