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Irwin M. Stelzer is a senior fellow and director of the Hudson
Institute’s regulatory studies programme. Prior to joining the
Hudson Institute in 1998, Stelzer was resident scholar and director
of regulatory policy studies at the American Enterprise Institute.
He also is the US economic and political columnist for the Sunday
Times (London) and the Courier Mail (Australia), a contributing
editor of the Weekly Standard, a member of the Publication Com-
mittee of The Public Interest, and a member of the board of the Reg-
ulatory Policy Institute (Oxford).

Stelzer founded National Economic Research Associates, Inc.
(NERA) in 1961 and served as its president until a few years after its
sale in 1983 to Marsh & McLennan. He has also served as manag-
ing director of the investment banking firm of Rothschild Inc. and
director of the Energy and Environmental Policy Center at Har-
vard University.

As a consultant to several US and United Kingdom industries
with a variety of commercial and policy problems, Stelzer advises
on market strategy, pricing and antitrust issues, and regulatory
matters.

His academic career includes teaching appointments at Cor-
nell University, the University of Connecticut, and New York Uni-
versity, and an associate membership of Nuffield College, Oxford.
He is a former member of the Litigation and Administrative Prac-
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tice Faculty of the Practicing Law Institute. He served on the Mass-
achusetts Institute of Technology Visiting Committee for the De-
partment of Economics, and has been a teaching member of
Columbia University’s Continuing Legal Education Programs.

Stelzer received his Bachelor and Master of Arts degrees from
New York University and his doctorate in economics from Cornell
University. He has written and lectured on economic and policy
developments in the United States and Britain, and written exten-
sively on policy issues such as America’s competitive position in
the world economy, optimum regulatory policies, the conse-
quences of European integration, and factors affecting and imped-
ing economic growth. He has served as economics editor of the
Antitrust Bulletin and is the author of Selected Antitrust Cases: Land-
mark Decisions and The Antitrust Laws: A Primer.
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For many years, Dr Irwin Stelzer has been a leading economic
commentator, both in Britain and the United States. He is known
to many because of his weekly column in the Sunday Times, and he
has been very active as a lecturer in different parts of the world.

There is never any problem in attracting audiences to lectures
given by Irwin. Not only are they based on sound and fundamental
economic principles, but they are invariably delivered with such
wit and good humour that even his opponents find it hard to dis-
agree. In this Occasional Paper, some of Dr Stelzer’s lectures – from
the late 1980s to the recent past – are reprinted for the benefit of a
wider audience than they have already reached. The lectures (some
given to IEA audiences) cover three broad fields in which the au-
thor’s views are widely respected – competition policy, regulation
and policy towards the energy industries and the environment.

Dr Stelzer places himself firmly within the free market tradi-
tion in economics. When confronted with a problem, his instinct
is to look for a market solution rather than advising the govern-
ment to intervene. For him, regulation is a last resort: attempts to
extend competition should always take priority. Moreover, he has
a gift not all economists possess: he expresses his ideas in lucid,
jargon-free English so they are comprehensible to anyone with an
interest in economic issues, whether formally trained in econom-
ics or not. His essays are a pleasure to read.
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Of course, ‘free market economics’ is a broad church. Some of
those within that tradition will disagree with specific proposals
made by Irwin. Some, particularly those of an Austrian persua-
sion, will not share his enthusiasm for competition policy; others
will be more wary of the US regulatory regime than he is; others
may be critical of his ideas for dealing with the Organisation of
Petroleum Exporting Countries.

But whether one agrees with everything Irwin proposes is
irrelevant. These essays leave three overwhelming impressions
with the reader. The first is that the author provides a carefully
considered, powerful and deeply felt exposition of the benefits of
letting markets work; the second is that he exposes the fallacies
which underly the ‘market failure’ tradition; the third is that, using
economic principles and his own experience, he demonstrates the
prevalence of government failure and the unintended conse-
quences which flow from government action.

As in all Institute papers, the views are those of the author, not
of the Institute (which has no corporate view), its Managing
Trustees, Advisory Council members or senior staff. But the Insti-
tute is delighted to publish Dr Stelzer’s provocative, good-
humoured and stimulating insights into some of the most
significant economic issues of the day. 

c o l i n  r o b i n s o n
Editorial Director, Institute of Economic Affairs

Professor of Economics, University of Surrey 

July 2001
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To Cita who sat, uncomplaining, through these lectures





I was delighted when the Institute of Economic Affairs decided
that it might be of use to economists and students engaged in the
difficult task of developing competition, regulatory and, more im-
portant, deregulatory policies to have these lectures available to
them in handy form. In each of these talks I try to apply basic eco-
nomic principles to the issues facing those charged with the re-
sponsibility for crafting general policies to promote competition
(Part 1); to issues facing regulators (Part 2); and to the quagmire
into which successive generations of legislators and pundits have
fallen and continue to fall – energy policy (Part 3). 

The recurring theme in these talks is that markets are a more
efficient instrument for allocating resources than even the wisest
of regulators or legislators. But for markets to function efficiently
they must be effectively competitive. That is why – but not only
why – the most important of all policies is competition policy,
which must aim to root out barriers to competition among exist-
ing competitors, and practices that deter new entrants, functions
that take on added importance in so-called ‘high-tech industries’,
in which companies have a great incentive to erect shelters from
the gale of creative destruction that is the key to better products
and lower prices. Where competition is effective, the chore of de-
ciding which businesses shall succeed and which shall fail, and
how society’s resources are deployed to satisfy consumer wants,
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can be left to Adam Smith’s invisible hand.
Where competition is ineffective, the long arm of government

comes into play. Its first goal should be to eliminate impediments
to competition, to make on-going government intervention un-
necessary. But there remain industries in which effective competi-
tion is not an immediately available alternative to the existing
market structure. Such is the case at present in the so-called wires
industries – in telephony, the ‘last mile’ of wire from the kerb into
the home; in electricity, the transmission grids and distribution
wires that connect consumers with the plants in which their power
is generated. 

I say ‘at present’ because if history teaches anything it is that
many of the industries that we have considered to be ‘natural
monopolies’ never were, or were at some point transformed by
technology into industries in which effective competition is feasi-
ble. Such has been the case in the generation of electric power,
where it was once thought that economies of scale were so exten-
sive as to preclude more than a single seller from serving a market;
in the production of natural gas, where concentrated control of
large gas fields combined with lenders’ insistence that pipeline
projects be backed by 20 years of known reserves at one time made
price regulation necessary; in the airline industry, where it was
once believed that competition would lead to skimping on safety.
New knowledge and new technology have combined to change our
view, and we now have in both the UK and the US reasonably com-
petitive generating and natural gas sectors, and a highly (although
far from perfectly) competitive worldwide airline industry. 

It is this process of constant change in industry structure and
the possibility of competition which makes the economist’s chore
so interesting. He must resist the pleas of regulators and the com-
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panies that often exist cosily under the regulatory umbrella to re-
tain embedded systems of price and other controls, while at the
same time rejecting the arguments of those of his brethren who
contend that all monopoly power is transitory, and that attempts
to regulate it only delay the day when competition will emerge.

I contend in these talks that the presence of ‘market failure’
does not necessarily justify government intervention, and that
‘government failure’ is a danger lurking in any regulatory pro-
gramme. But those facts, as powerful as they are in tipping us in
the direction of preferring market forces to regulatory edicts, can-
not obviate the need for consumer protection where market power
is sufficient to permit exploitation in the form of inflated prices or
degraded service. At times, as I point out in one of these lectures,
consumer protection must come, not from the government, but
from private sector lawyers acting on behalf of client-plaintiffs
seeking awards of threefold the damages inflicted upon them, as
American law prescribes. In order to reach decisions about the na-
ture and extent of such injury, it is necessary to engage in the
highly technical art of defining the markets in which real rivalry is
occurring or may soon occur, a subject also covered in these talks.

The trick for the student of competition and regulatory policy,
and one I hope these lectures will elucidate, is to include in any reg-
ulatory schemes that are deemed necessary to prevent monopoly
exploitation such programmes as will foster competition, so that
the eventual goal of the regulator can be to turn out the lights of his
agency, and to go on to better things, as was the case with the Civil
Aeronautics Board in the United States. After hard work by a
group of academic economists fostered a legislative consensus that
competition would serve consumers better than a system in which
regulators determined which airlines might serve which markets

i n t r o d u c t i o n
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at what prices, the regulators ceded the field to the market, with
enormous benefits to consumers.

Another theme of these lectures is that men, and more recently
women, matter. Just as great teachers can increase the probability
that students will leave the lecture hall wiser than when they en-
tered, and talented corporate executives can make a difference in
the performance of an enterprise, so talented regulators can make
a difference in the way any given set of rules is applied. In the
hands of a knowledgeable economist, regulation based on ‘cost’
can come to mean marginal cost, a concept with real economic
content, while in the hands of a less able person, perhaps one af-
flicted with an excessive devotion to accounting techniques, ‘cost’
can mean something quite different – and be useless as a guide to
setting economically efficient prices. A regulator devoted to ex-
tending the scope of competition will hunt relentlessly for ways to
encourage new entrants; another less visionary regulator might
see his job to be the preservation of the viability of the monopoly
service provider. Our two nations may be governments of laws,
not men, but the way the laws are administered (and, indeed,
drafted) by men will determine the balance drawn between regu-
lation and competition as protectors of consumer interests. 

A word about the form of these lectures. I have taken the lib-
erty of lightly editing them to eliminate grammatical errors that
crept in here and there, to delete what in retrospect seem to me to
have been irrelevant asides or examples that are no longer perti-
nent, and to clarify some of the semi-technical terms that I care-
lessly allowed to creep into these talks. I have also deleted the
declarations of interest with which it is my custom to precede each
presentation, warning the audiences of my relevant consulting re-
lationships. Let me state them here: I have over the years consulted
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with numerous firms in a variety of industries in antitrust and reg-
ulatory matters.

I have not attempted to eliminate the duplications that appear
in some of these lectures, as I am assuming that they will not be
read in a single sitting. But I have added a few footnotes to reflect
important events that have occurred since the preparation of these
talks (indicated by asterisks). And I have retained the footnotes
that appeared in my original talking notes (indicated by superior
figures). It might strike the reader as strange that my lecture notes
contain these footnotes. After all, one can hardly read footnotes to
an audience. I include such notes in the texts from which I speak
because the audiences on which these talks have been inflicted are
typically very, shall we say, inquisitive, and I find it a comfort to
have supporting authorities and data handy for the robust discus-
sions that typically follow my talks. 

The vigour of these discussions is, I think, due to the fact that
the positions I take seem to satisfy no one. Those who oppose reg-
ulation in all circumstances, and who view all market power as
transitory and more likely to be preserved than contained by regu-
lation, find my willingness to abide regulatory regimes in certain
circumstances unsettling. Which may be why none of these talks
has been delivered on the campus of the University of Chicago! In-
deed, it is a testimonial to the ecumenism of my IEA colleague Pro-
fessor Colin Robinson that I am permitted to utter words in
support of regulation in the hallowed hall of the Institute of Eco-
nomic Affairs, and to the geniality of some of my associates at the
Hudson Institute that they still find me an acceptable colleague.

Others find my bias against government intervention equally
disturbing. There are a great many able and honourable men and
women who sincerely believe that they can protect consumers
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better than can an unregulated marketplace. They see market im-
perfections under every bed, and do not believe that imperfectly
but nevertheless effectively competitive markets can do a good job
of balancing the interests of consumers, producers and investors.
So they find my notion that we should call on their talents only in
extreme circumstances, and my frequent critiques of the manner
in which they exercise their vast powers, more than a little annoy-
ing. It is a tribute to their willingness to listen to my tales of regu-
latory horrors that we remain in close and interesting contact, an
association that unnerves some of my colleagues in what are called
conservative circles in Washington, DC, and in Britain.

Adding to their discomfort and to that of my many friends and
clients in the business community is my support for stringent
penalties for violation of competition laws, set forth most com-
pletely in a lecture delivered under the auspices of the Adam Smith
Institute at the request of the Chancellor of the Exchequer. In the
view of some of my critics, the imposition of jail terms on price fix-
ers treats the business executives who engage in such practices as
equivalent to the fraudster or common crook. Since price fixers are
illicitly lightening the pockets of consumers every bit as much as
any highwayman ever did, I see no distinction, except perhaps in
the stringency of security required in the prisons to which they
may be sent. My British colleagues tell me that their country is not
‘culturally ready’ for such penalties, while my American colleagues
in the antitrust community assure me that only such criminal
penalties can constrain the temptation of rivals to connive to-
gether for their mutual betterment, at high cost to consumers. In
this instance, I side with my American friends.

Stirring up a bit of opposition from thoughtful colleagues, I
must confess, is one of the goals of these lectures. After all, several
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of these talks were delivered to sleepy audiences at breakfast sem-
inars, others to dozing scholars, businessmen and politicians after
the ample lunches provided by the IEA as an inducement to attend
its ‘working lunch’ series. The most intensely interested students
of the subjects I cover do not seem to find a bit of scratchy stimu-
lation out of place in those circumstances, judging by their lively
response to my provocations. Such discussions, I believe, fulfil the
purpose of the think tank that sponsors this little volume, and the
one with which I am now affiliated: they make us think – me, as
well as the audience. 

It is my hope that the wider distribution of these lectures made
possible by their publication will further one of the goals of both
the Institute of Economic Affairs and the Hudson Institute – to
show that a sensible application of the tools of the economist can
maximise human freedom by demonstrating the desirability of
steadily increasing the role of markets, and diminishing the areas
of the economy controlled by regulators. 

These remarks are the result of many wonderful advantages I
have had over the years. The Hudson Institute has given me the
freedom to muse on these topics, without any accompanying ad-
ministrative burdens. The Institute of Economic Affairs has gener-
ously allowed me to participate in its stimulating seminars and
meetings, and provided a UK platform for my talks. And many
people have been generous with their wisdom: my late colleague
Herman Roseman subjected me to his special form of scepticism
about fashionable ‘truths’; William Hogan, a professor at Har-
vard’s Kennedy School of Government, taught me what should
have been obvious but was not – that the prerequisite to a sensible
answer is asking the right question; Alfred Kahn, now retired from
Cornell University but still a leader in regulatory and antitrust
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economics, and John Shenefield, formerly head of the Antitrust
Justice division and now in private practice, have patiently shared
with me their knowledge of regulation and competition policy, re-
spectively; and Gertrude Himmelfarb and Irving Kristol, historian
and philosopher-king, respectively, have reminded me that eco-
nomic efficiency ought not be the sole goal of public policy, and
that man does not live by GDP alone.

Indeed, that point is one that must be kept in mind in all de-
bates about competition policy. As John Shenefield and I have
pointed out, competition policy has laudable social and political,
as well as economic, purposes. Effective competition policy con-
tributes to the diffusion of economic power and the maximisation
of opportunities for all.1 The removal of artificial impediments to
entry is one of the prerequisites to a society that allows new, un-
rich entrepreneurs to pursue ideas that threaten the economic
wellbeing of those who are astride an industry. Competition is the
deadly enemy of class rigidity, a fact to which Great Britain is now
awakening, thanks in good part to its Chancellor, Gordon Brown. 

I would be remiss were I not also to thank Leyre Gonzalez, my
assistant, who has laboured to put these lectures into proper order
for publication.

Finally, these lectures owe much to my wife, Cita, who has
helped with the research that underpins them, and whose grim
fate it has been to read early drafts and insist that obscure passages
be clarified, and then to sit dutifully through many of these talks.

l e c t u r e s  o n  r e g u l a t o r y  a n d  c o m p e t i t i o n  p o l i c y
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Procedures for private antitrust enforcement in the
United States

This lecture was delivered at the Second Oxford Antitrust Law Confer-
ence at Queen’s College on 12 September 1983 at a time when the
notion that private parties might be permitted to sue to recover dam-
ages inflicted on them by dominant firms using anti-competitive tac-
tics was, to put it mildly, anathema to the British bar and the business
establishment. In it I attempted to explain that competition policy has
a social objective, described in the introduction, above, and that sole
reliance on government to enforce the laws is not as effective as is en-
listing the aid of thousands of ‘private attorneys-general’ and their fee-
seeking lawyers. British and European attitudes towards competition
at the time of this talk should be compared with what I would term the
more enlightened views that had evolved by the time of the last lecture
in this section.*

This is a particularly good time to consider the basis and efficacy
of private antitrust treble-damage actions, for just as the Euro-
pean Community has begun to give serious thought to the

21
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advantages of such actions,1 antitrust enforcement officials in the
United States have begun to voice serious reservations about
them.2 I propose, today, to review the reasons private parties
were granted what Senator Sherman described as ‘some remedy
in a court of general jurisdiction in the United States to sue for
and recover the damages they have suffered’.3 Then I would like
to review the relative importance of such private actions in
achieving the goals of US antitrust policy. Third, I would like to
discuss the question of how the magnitude4 of damages inflicted
by antitrust violators can be measured. Fourth, I will attempt to
appraise the defects and advantages of current US policy. Finally,
I shall consider the applicability of the US experience to Euro-
pean competition policy.

The basis for US policy

Section 7 of the original Sherman Act – now Section 4 of the Clay-
ton Act, as modified – created a private right of action not present
under common law: any person ‘injured in his business or prop-
erty’ by a violation of the Act could recover treble the damages in-
flicted on him, plus reasonable attorney’s fees. As with other
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provisions of our antitrust statutes, this section was rooted in con-
cepts of both equity and economics.

One of the notions of equity that impelled Congress to adopt
the treble-damage provision was revealed clearly in Senator Sher-
man’s remarks during the Senate debate on his bill. He referred to
the situation in which ‘a humble man starts a business in opposi-
tion to them [the trusts], solitary and alone’ and is forced out of
business by a monopolist’s predatory acts.

Why, sir, I know of one case where a man in good
circumstances, a thrifty, strong, healthy American was . . .
met in just the way I have mentioned. If he had had the right
to sue this company in the courts of the United States under
this section he would have been able to indemnify himself
for the losses that he suffered.5

So we have here the idea that the ‘little fellow’ should have an
opportunity to recover from the ‘big bully’ any losses inflicted by
the latter’s illegal activity. Additionally, equity seemed to demand
that something be done to equalise access to the courts: large cor-
porations, with their bevies of lawyers, clearly had such access as a
practical matter. But the small businessman did not. By providing
the possibility that he might recover threefold damages and attor-
ney’s fees, the antitrust laws increased access to the judicial
process by less well-heeled parties: ‘This section opens the door of
justice to every man, whenever he may be injured by those who vi-
olate the antitrust laws . . . ’6

It is, of course, now fashionable for economists, particularly
those of the Chicago School, to make light of these considerations,
and to argue that antitrust policy has a purely economic objective:

t h o u g h t s  o n  c o m p e t i t i o n  p o l i c y
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to improve the efficiency with which resources are allocated.7 I
have elsewhere8 argued the contrary, and will touch on that issue
later, showing that a respectable body of opinion exists that sup-
ports the thesis that social goals – the preservation of numerous
independent businesses; diffusion of economic power; a percep-
tion that the economic system is fair – are a valid basis for antitrust
policy.9

But the treble-damage provision has economic goals as well.
First, it changes the cost-benefit calculus of potential violators.
The trebling of proved damages was and is designed to ‘up the
ante’, to make violators know that they have a great deal to lose, if
caught and assessed for damages. Of course, trebling is a crude
punishment, not as precisely calibrated to fit and deter the crime
as modern economists might prefer. But, as I shall discuss below,
it seems to work. Some payment in excess of the mere return of
ill-gotten gains is an important deterrent to illegal activities. Since
the probability that the violation will be discovered at all is less
than one, it would always pay to break the law if the penalty for
doing so were merely the return of ill-gotten gains.

Second, trebling provides an incentive to bring suit – perhaps
so great an incentive as to encourage the bringing of ‘unfounded
actions . . . in the hope that the cost of defending, plus the possible
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1983.

9 Hans B. Thorelli, Federal Antitrust Policy: Origination of an American Tradition
(1955); Joel B. Dirlam and Alfred E. Kahn, Fair Competition; the Law and Econom-
ics of Antitrust Policy (1954); Stephen M. Axinn, ‘Time to Rethink Antitrust
Views’, 5 The Nat’l L. J. 13, 1983.



penalty of having to pay treble damages and attorneys’ fees, will
bring about a settlement’.10 Of that, more later.

Finally, the treble-damage and legal cost provisions give in-
jured parties the means to pursue redress. If a plaintiff were certain
of winning, single damages for him, plus incurred fees for his
counsel, might be sufficient recompense to enable a small plaintiff
to obtain counsel. But no such certainty exists. Hence, a plaintiff
who cannot afford to finance a protracted antitrust suit must be in
a position to promise his counsel something extra if the suit is suc-
cessful – not only normal fees, but a portion of the punitive assess-
ment.

To summarise: in addition to its social purposes, the provision
for trebling damages has three economic bases: it raises the cost of
violations; it provides injured parties with a strong incentive to
pursue their grievances; it provides injured parties with the means
with which to obtain representation.

The importance of private actions

The number of private actions brought under the antitrust laws
has exceeded by ten times the number brought by the government
since 1941.11 Indeed, the number of private actions has exceeded
the number of government-instituted proceedings since the early
days of enforcement: between July 1890 and December 1903 some
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23 government cases and 34 private cases were brought.12 The
number of private suits brought does not, of course, necessarily re-
flect their relative importance in affecting business behaviour.
And many private actions ‘ride hard on the shoulders of a govern-
ment criminal or civil case’;13 witness the numerous cases follow-
ing government actions in the movie and electrical equipment
industries. But the fact remains that private treble actions have
clearly accomplished several purposes.

First, as Senator Sherman predicted, they have often permit-
ted individual plaintiffs whose injury was too small to attract the
resources of governmental enforcement authorities to seek and
obtain redress. This ability has been augmented by resort to class
actions, whereby individual plaintiffs with a common grievance
pool their resources.

Second, the availability of this remedy has effectively supple-
mented the resources devoted to antitrust enforcement. As one
Congressman stated during the debate on the Clayton Act, the
right of private action was designed to take ‘the business public
into our confidence as allies of the Government in enforcing the
antitrust laws . . . ’14 It succeeded, as Phillip Areeda has pointed
out: treble damages ‘enlist private plaintiffs in the work of detect-
ing, punishing, and thereby deterring wrongdoing’.15
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Third, private actions have not only been numerous, but effec-
tive deterrents to some business actions (critics would say to some
competitive as well as anti-competitive activities). One critic of
such actions and their consequences has pointed out that ‘the pri-
vate plaintiff had become the most important agent of enforce-
ment’.16 And my own experience has been that businessmen,
especially when considering changes in marketing techniques,
spend more time worrying about the possibility that competitors
and dealers will file treble-damage actions than they do worrying
about a Department of Justice (DOJ) initiated proceeding.17 And
this fear is well founded. As I pointed out earlier, the number of
private actions far exceeds the number of government-instituted
proceedings. These private actions are highly concentrated in the
area of vertical relationships – relationships between dealers and
their suppliers. My firm’s study [at the time of this talk I was pres-
ident of National Economic Research Associates] of 352 of the pri-
vate antitrust cases filed in the Southern District of New York
between 1973 and 1978,18 undertaken for the Bar Association, re-
vealed that almost three-quarters of those private actions alleged
vertical price fixing and market allocation, exclusive dealing or
tying requirements, or dealer terminations.19
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16 Congressman Webb, op. cit., pp. 467, 468.
17 My own experience seems to parallel that of antitrust practitioners. ‘There is no

doubt that the possibility of treble damages is the aspect of American antitrust
enforcement that is most feared by senior corporate management . . . [T]here can
be little doubt that the spectre of treble damages does deter – the debate is over
how much benefit is received for how much cost.’ Joe Sims and Christopher L.
Lawlor, ‘Treble Damage Remedy Deserves Re-examination’, Legal Times of Wash-
ington, 26 October 1981, p. 40.

18 This sample represents 58 per cent of all antitrust cases filed in those years.
19 ‘Statistical Analysis of Private Antitrust Litigation: Final Report’, prepared by
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Association Section of Antitrust Law (30 October 1979). For a convenient 



So it seems clear that the disciplining effect of the antitrust
statutes would be much diluted, particularly in the area of vertical
arrangements, if sole reliance were placed on government actions.
Private actions permit many businessmen to obtain a hearing in
cases that are too small to attract DOJ action; or that rely on doc-
trines historically accepted by the courts but not in favour with the
Reagan Administration enforcement officials;20 or that hold out
the prospect of profitable settlements.21

Businessmen and their sophisticated counsel know when
some planned strategy is in that grey area between per se illegality
and clear lawfulness. The fear of treble-damage actions by affected
competitors makes them think twice, perhaps reshape the strategy
to move it closer to the clearly unassailable category. Whether that
threat also causes them to abandon some economically efficient
and otherwise desirable business activities, as William Baxter has
apparently concluded,22 we will consider later.

Virtues and defects of US policy

At various points in this talk, I have already referred to some of the
advantages of our policy decision to allow private parties to sue for
recovery of threefold damages. Let me summarise those:
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summary and discussion, see James P. Melican, Jr, ‘The Treble Damage Case:
Fact and Fiction’, Antitrust L. J., vol. 49, issue 3, pp. 981–8, especially 984–6.

20 Note here Walton Hamilton’s observation: ‘A man knew when he was hurt better
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Till, Antitrust in Action, 1974, p. 10.

21 See Note 9 above.
22 See William F. Baxter, Presentation to the National Association of Manufactur-
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1. The availability of this remedy to small businesses opens up
the judicial system to those whose grievances are deemed too
small to warrant government action.23

2. The treble-damage remedy, by providing an incentive to sue
and the means for financing such antitrust suits, increases the
resources devoted to enforcement.

3. The possibility of private actions makes the intensity and
direction of antitrust enforcement less subject to the attitudes
of the administration temporarily in control of the
government’s enforcement apparatus.

4. The threat of private actions clearly influences business
behaviour, especially in the area of vertical relationships: ‘. . .
It is perfectly clear that such actions do serve as a deterrent to
violation of the statute . . . ’;24 and that the treble-damage
action is ‘a powerful and growing factor in the effectiveness of
antitrust . . . ’25

The disadvantages of the availability of this remedy are
claimed to be:

1. Nuisance suits are filed to obtain settlements that may be less
costly to defendants than the litigation necessary to obtain
vindication.26

2. Measurement of damages is virtually impossible. As one critic
has put it, ‘. . . I challenge anyone to state with a straight face
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24 Stelzer, op. cit.
25 Thorelli, op. cit., p. 418.
26 See Note 9 above.



that there is a single, objectively certain answer in cases of this
sort as to what ill-gotten gains were pocketed or what damage
was suffered, if any. With all due deference to those who wave
the magic wand of expert testimony or sampling or other
supposed sure-fire techniques for ascertaining damages . . .
those aids to resolution of the issue are uncertain at best, and
outright deception at worst.’27

3. Proliferation of suits that serve private, but not public,
interests is encouraged. 

4. The threat of treble damages creates the possibility of a
penalty unrelated in size to ‘the anti-competitive effects of the
conduct involved’, and this overkill will create ‘deterrents to
efficient conduct’.28 There are, in other words, ‘Inefficient
levels of deterrence’.29

5. The treble-damage remedy, when applied to cases involving
other than per se violations such as ‘conduct that is clearly
anti-competitive and is carried out in secret, as in the case of
price fixing among competitors’, is ‘counterproductive’.

Because treble damages greatly increase the costs associated
with the risk that some court might incorrectly condemn a
particular procompetitive practice, the remedy can inhibit a
wide variety of procompetitive arrangements. The remedy
has a particularly pernicious effect on the incentives to
innovate because it tends to overdeter licensing of intellectual
property, an activity that usually increases efficiency and
thereby increase[s] the returns to investments in R&D.30
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That some of these criticisms are justifiable there can be little
doubt. Lawyers, greedy for trebling and an award of attorney’s
fees, do bring antitrust actions (or attempt to convert ordinary
contract disputes into antitrust actions) in the hope of receiving a
settlement from defendants who find that course less costly than
pursuing legitimate defences, or who seek to avoid unfavourable
publicity.31

But this is a problem that can be solved without forgoing the
advantages of private treble-damage actions. Courts can distin-
guish nuisance suits from other, more legitimate actions; they can
or should be able to impose the costs of such suits on those who
bring them. Neale and Goyder have made the quite sensible sug-
gestion that the courts be empowered to allow costs against any
plaintiff bringing a suit ‘in bad faith or vexatiously’ – this remedy
was made available against state Attorneys-General by the 1976
Antitrust Improvement Act, and could readily be ‘extended to the
normal antitrust case, so as to conform with the rule for costs
under English law’.32 Indeed, aggrieved competitors or customers
who bring unsuccessful antitrust actions under the Export Trad-
ing Company Act of 1982 are already required, by that Act, to pay
the reasonable attorney fees of the defendant.33

Similarly, the charge that damages cannot be measured ‘objec-
tively’, or with precision, does not justify eliminating the damage
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remedy. GNP and unemployment are not capable of precise mea-
surement, yet we do not abandon efforts to distinguish between
recessions and recoveries. And the Chicago School does not seem
willing to abandon monetarism simply because it can neither de-
fine ‘money’ nor measure the money supply. As I stated earlier,
economists and the courts have done a tolerable job of avoiding
both the search for unavailable precision and reliance on sheer
guesswork. With greater judicial control in the early stages of cases
involving thwarted entrants, further improvement is attainable.
Here, as in other areas of the law, we cannot let the perfect be the
enemy of the good.

The other criticisms of treble-damage actions are based on the
false assumption that the goal of antitrust policy is solely to im-
prove the efficiency with which resources are allocated: ‘Since the
aim of competition – and of antitrust policy – is to achieve an effi-
cient allocation of resources, a plaintiff should not be permitted to
recover for the injury from an antitrust violation that does not fos-
ter inefficiency.’34 That is wrong. As Dirlam and Kahn have
pointed out:

Clearly we are not devoted to a competitive system only for
‘economic’ reasons. It is also associated with such social and
political ideals as the diffusion of private power and
maximum opportunities for individual self-expression. If
the economy will run itself, governmental interference in
our daily life is held to a minimum.35

This social purpose includes not only the promotion of effi-
ciency, but of a system perceived to be fair, a concept that ‘embod-
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ies values other than those usually conceived by economists in
defining maximisation of economic welfare . . . ’36 A competitor
disadvantaged by some act of a larger rival may indeed seek a so-
lution, at law, that is inconsistent with consumer interests in more
output at lower prices. But where has it been decided that conflicts
between producers and consumers are to be resolved in favour of
the latter? Economists – once proud of the fact that their discipline
was known as ‘political economy’ – should be willing to concede
both that they cannot with certainty predict that this or that inef-
ficiency will flow from a given kind of antitrust enforcement and
that, since equity is a goal at least equal in importance to effi-
ciency, a wrongful injury to a competitor ‘is itself an evil to be
avoided’.37

In the field of treble damages, this may mean permitting an in-
jured competitor to recover for damages inflicted by a rival’s pur-
suit of what he may feel to be greater efficiency.38 Just as we cannot
be indifferent to theft of property because it merely represents a
redistribution of income, a dispute between private parties, so we
cannot be indifferent to the ‘theft’ of business opportunities by
powerful from less powerful firms. The wide acceptance accorded
to antitrust policy in the United States – described as ‘so astonish-
ing’ to outsiders39 – is due to the fact that ‘Antitrust has a broader
base than the findings of economists as to the conditions required
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for optimum economic performance.’40 We simply care more that
economic power be dispersed, that the economy remain open and
fair, than we do that price equal marginal cost – although we quite
properly want to know the cost of deviating from optimally effi-
cient solutions.

This can perhaps be made clearer by reference to the current
turmoil in our telephone industry. As you know, we have decided
– for better or worse – to dismember the Bell System, and to sepa-
rate the companies providing local telephone service from those
doing research, manufacturing equipment and providing
long-distance service. This means the more rapid end of the al-
ready doomed massive subsidy to local users that has historically
been paid by long-distance callers. Economists generally applaud
this, but, if they are sensible, not because they oppose subsidies as
such. Rather, the economist’s objection should be to the fact that,
given acceptance of universal service as a desirable social goal, the
current method of subsidisation is a wasteful and inefficient way
of achieving that goal. We certainly can find more efficient ways of
achieving that goal than by having long-distance business users
saddled with the burden of subsidising unlimited local calls by af-
fluent, chatty teenagers. We can, in other words, accept the social
goal of universal service and then devise the most efficient means
of achieving that objective.41
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This does not mean that we must abandon economic analysis
in antitrust cases in order to pursue goals of equity. For, like eco-
nomic efficiency, equity is an elusive concept:

Equity in Law, is the same that the Spirit is in Religion, what
every one pleases to make it. Sometimes they go according
to Conscience, sometimes according to Law, sometimes
according to the Rule of Court.

Equity is a Roguish thing: for Law we have a measure,
know what to trust to; Equity is according to Conscience of
him that is Chancellor, and as that is larger or narrower, so
is Equity. ’Tis all one as if they should make the Standard for
the measure, we call a Foot, a Chancellor’s Foot; what an
uncertain Measure would this be? One Chancellor has a
long Foot, another a short Foot, a Third an indifferent Foot:
’Tis the same thing in the Chancellor’s Conscience.42

Rather, the economist must accept the fact that, in the bal-
ancing of interests that is the essence of the political process, ef-
ficiency must at times be sacrificed to other goals. It then
becomes the economist’s job to measure that sacrifice, to point
it out, to help society make its choice of some non-economic
goal in full knowledge of the economic cost associated with that
choice.

Fortunately, this conflict between efficiency and equity is not
nearly as great or as frequent as is often thought. Most economists
agree – as do thoughtful legislators – that, most of the time, com-
petition generates more favourable economic results than any
other system. Even where there are economies of scale, it is gener-
ally believed (rarely well proved) that the dynamic advantages of
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competition outweigh all but the very greatest static economies of
scale. Thus, by giving consumers a wide range of choices, competi-
tion leads to greater efficiency in satisfying consumer needs.
Equally important, giving choices to consumers is itself an impor-
tant social goal of competition. The general presumption, there-
fore, is that competition is both more efficient and more socially
desirable than monopoly, and that the burden of proof in any
given case must rest on the defender of the monopoly if he wants
to allege that circumstances make monopoly the preferable indus-
try structure.

For both economic and social reasons, then, our antitrust laws
are aimed at preserving the competitive process for its own sake,
subject only to specified legislative exceptions. The competitive
process, with those exceptions noted, is generally believed to be
best for the public as a whole. To ensure that the competitive
process works properly, the laws are designed to prevent the
achievement of monopoly by any means other than those most
strictly consonant with competition. The notion of fair competi-
tion refers to the kind of competitive process that gives the prize to
the firm that operates most efficiently to satisfy public needs. Un-
fair competitive methods are proscribed by the law to prevent the
same kind of distortion of the competitive process that would re-
sult were fraud and violence permissible competitive tools.

It seems not unreasonable to conclude our review of the
virtues and defects of US treble-damage policy as follows. The
availability of this remedy has greatly increased the resources de-
voted to, and has probably increased the effectiveness of, our anti-
trust policy. It has also probably led to some useless litigation, a
defect which can be corrected by a combination of greater willing-
ness of judges to grant summary motions for dismissal and other-
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wise control these cases in their early stages,43 and increased use of
the English system of imposing some costs on unsuccessful plain-
tiffs, and high costs on frivolous ones.

Applicability of US experience to Europe

While it may be the case that the availability of private remedies,
and of treble damages, has made an important contribution to the
vigour of US antitrust policy, it does not necessarily follow that
European competition policy can effectively incorporate this rem-
edy. I would like, now, to explore that question, or at least open it
to discussion by those more expert in European competition pol-
icy than I.

It seems safe to begin with two assumptions. The first is that,
in the end, European policy-makers will decide that increasing the
range and vigour of the competitive process is in the public inter-
est. I recognise, of course, that support for competition as a way of
business life has far less general acceptance in Europe than in the
United States. And pressures from specific industries to sacrifice
long-run, dynamic efficiency goals in the interests of short-term
job protection will continue to be severe. But the advantages of
competition are becoming increasingly obvious – consumers are
more restless when their choices are restricted, and opinion lead-
ers increasingly vocal in their opposition to many forms of carteli-
sation, rationalisation and bars to competitive entry.*
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If this attitude in favour of competition prevails, decision-
makers in Europe should welcome the additional resources that
would be devoted to enforcement if the treble-damage remedy
were made widely available to private parties.44

A second assumption that seems not unreasonable is that the
American interest in preserving the competitive process will, on re-
flection, prove attractive in Europe, and particularly in the UK,
precisely because it is a process-oriented rather than a
results-oriented approach to economic policy. The entire
Anglo-American system is, after all, strongly process-oriented.
What we look for is a fair trial, one in which truth and justice will
result from the fairness of the process. In the field of economics, the
competitive process provides the fair trial – in the marketplace
rather than in the courtroom. If the rules governing that competi-
tive process are sensible and are enforced, efficiencies will follow.
Just as truth and justice cannot be expected to come out of a court-
room in which there is no fair process, efficiency cannot result
from an inadequately competitive market process.

But even if these assumptions are correct – even if there is
increasing support for European competition policy and for the
competitive process – serious problems face those who would urge
the adoption of United States treble-damage policy in Europe.
First, and most important, is the residual European ambivalence
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towards competition as a goal in and of itself.45 European
competition policy is encrusted with other objectives, ranging
from expanding the degree of economic integration46 through the
bewildering range of objectives of UK merger policy,47 objectives
which seem to include such exalted goals as ‘Keep Sotheby’s
British’.48 To permit private parties to recover threefold damages
for contravening a vague and unclear set of policies would be quite
unfair.49 On the other hand, the availability of this remedy
might itself attract sufficient additional resources to antitrust
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don School of Economics, 1983, p. 50 (mimeo).



enforcement to accelerate the development of a body of case law
that would reduce the current vagueness and lack of clarity.

A second problem one faces in urging Europeans to consider
permitting private treble-damage actions is that, in order to be ef-
fective, that remedy should be coupled with permission for coun-
sel to accept assignments with the fee contingent upon the
outcome. I understand from my British friends that such a practice
is viewed with horror by the British Bar.* But how else is the penu-
rious plaintiff, unable to finance a lawsuit, to obtain able represen-
tation? The somewhat snobbish attitude of old-line American law
firms towards the practice is diminishing somewhat, because it
has become more respectable for large, blue-chip corporate clients
– and, therefore, large, blue-blooded corporate law firms – to be
plaintiffs in antitrust proceedings, because even large corpora-
tions are trying to develop lower-cost litigation techniques, and
because law firms now must compete more vigorously for busi-
ness, both with other law firms and with in-house law depart-
ments. Perhaps European counsel might also want to reconsider
their attitudes towards contingent fee arrangements, as part of a
reappraisal of the possible advantage of introducing a treble-
damage remedy.

Third, one hesitates to recommend importation of this remedy
because of the current debate over its efficacy in the United States:
an extraordinarily able group of critics, mostly of the Chicago
School, is arguing that treble-damage actions have costs far in ex-
cess of their benefits.

Finally, one is somewhat cowed by the violence of the parlia-
mentary rhetoric that emerged during the debate over the Protec-
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tion of Trading Interests Act.50 During that debate one Conserva-
tive member ridiculed American proclivities to export antitrust
policy: ‘. . . the Sherman and Clayton Acts in the United States are
the equivalent of holy books . . . ’ and Americans believe that such
‘gospel has to be spread to the pagan and the heathen’.51 He went
on to characterise the treble-damage remedy as ‘a well-known de-
vice of rather primitive governments who wish to enlist the ser-
vices of private citizens to police the public order that they think
they are unable to police under the public services’.52 A dispas-
sionate observer can only hope that the high quality of expression
does not conceal the considerably lower quality of the underlying
logic. First, if one believes in the efficacy of the competitive
process, then one has to believe that the laws designed to preserve
it are more effectively enforced when many interested parties are
allowed to be prosecutors than when the prosecutorial function is
placed in the hands of only one. Does anyone seriously consider
that it would be appropriate that all breach-of-contract suits be
dealt with only by the public prosecutor, rather than by private
parties? Does anyone think that individuals should be deprived of
the right to sue those who have physically attacked them, even if
the public prosecutor decides not to bring the perpetrator to trial? 

Second, the implied analogy to the criminal law is inapt. In the
criminal law, there are very serious penalties that the public en-
forcer can impose on a violator: he gets something more than an
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injunction from the court directing the defendant to stop shooting
that victim. While it may be adequate in some private antitrust
cases to conclude with nothing more than an injunction against
continued illegal activity, in cases where the activity in question
has already done all of the damage that it can do, only the possi-
bility of penalties can deter the offender and their award compen-
sate the victim. Probably the fairest way to set the size of such
penalties is to relate them to the size of the damage done to the vic-
tim, and only the private antitrust suit can have any real hope that
an appropriate estimate of such damages will be made by the in-
jured party.

These cautions notwithstanding, one is inclined to feel that the
right of private parties to bring actions for some multiple of dam-
ages inflicted on them by an anti-competitive act, combined with
the use of contingent fee arrangements, would have the effect of
extending the scope and reach of competition policy in Europe,
and soon prompt a clarification of that policy.53

These would be substantial advantages.
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Changing antitrust standards, with special reference to
predation

This talk was delivered at a meeting of the Conference Board in New
York City on 5 March 1987, when the bulk of the economics profession
had become convinced that there was no such thing as predation, or at
least that the instances in which a firm could drive out a competitor and
then recoup its losses by barring future entry were extremely rare. I ar-
gued that this excessively theoretical approach ignores the real-world
fact that potential entrants would note the demise of their predecessor,
and refuse to enter into combat with a dominant firm employing preda-
tory pricing and other tactics.

When Tom Campbell* invited me to participate in this pro-
gramme, I hesitated. Antitrust economics is, after all, a subject
that is less well regarded now than it has been – practised by econ-
omists who, it is charged, would stifle the upward progress of the
economy, prevent American firms from combining to compete
against Japan, and encourage greedy plaintiffs’ lawyers to seek
damages as reimbursement for their clients’ inefficiency. Besides,
this view continues, since all markets are in the end ‘contestable’,
antitrust enforcement efforts are unnecessary, at best, and coun-
terproductive, at worst. Since I want neither to oppose progress,
nor to support the anti-antitrusters, I thought it best to decline.

But Tom is persuasive: he argued, desperately, that I was the
only economist he knew who could say everything he knew about
market power, predation and capital markets in fifteen minutes.
Let me try.
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Given the wide acceptance of the view that predation is not a
serious problem – indeed, that rational businessmen operating in
contestable markets (and most markets are so characterised, these
days) would never employ predatory competitive tactics – it is per-
haps most instructive to begin by adopting a rebuttal posture, the
thesis of which is that the ‘there is no such thing as predation’
school is wrong for two reasons. The first source of error is the as-
sumption that antitrust policy is concerned solely with questions
of economic efficiency. As Joel Dirlam and Alfred Kahn pointed
out what now seems long ago:

Clearly we are not devoted to a competitive system only for
‘economic’ reasons. It is also associated with such social and
political ideals as the diffusion of private power and
maximum opportunities for individual self-expression. If
the economy will run itself, governmental interference in
our daily life is held to a minimum.54

This social purpose includes not only the promotion of effi-
ciency, but of a system perceived to be fair, a concept that embodies
values other than the maximisation of economic welfare. A com-
petitor disadvantaged by some act of a larger rival may indeed seek a
solution, at law, that is unrelated to consumer interests in more out-
put at lower prices, Judge Easterbrook to the contrary notwith-
standing. Why not? Economists – once proud of the fact that their
discipline was known as ‘political economy’ – should be willing to
concedeboththattheycannotwithcertaintypredictthatthisorthat
inefficiencywill flowfromagivenkindofantitrustenforcement,and
that, since equity is a goal at least equal in importance to efficiency, a
wrongful injury to a competitor is itself an evil to be avoided.
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Just as we cannot be indifferent to theft of property because it
merely represents a redistribution of income, a dispute between
private parties, so we cannot be indifferent to the ‘theft’ of busi-
ness opportunities by powerful from less powerful firms. The wide
acceptance accorded to antitrust policy in the United States – de-
scribed as ‘so astonishing’ by outsiders – is due to the fact that
‘Antitrust has a broader base than the findings of economists as to
the conditions required for optimum economic performance’.55

We simply care more that economic power be dispersed, that the
economy remain open and fair, than we do that price equal mar-
ginal cost – although we quite properly want to know the cost of
deviating from optimally efficient solutions.

I recognise, of course, that this notion that efficiency über alles
is not the goal of antitrust policy is unfashionable, certainly to
many Chicago economists and their adherents on the bench.
Judge Posner, for example, speaks approvingly of the shift in em-
phasis of antitrust policy ‘from the protection of competition as a
process of rivalry to the protection of competition as a means of
promoting economic efficiency . . . ’ (Olympia Equipment Leasing
Co. et al. v. Western Union Telegraph Co., 797 F.2d 370 (7th Cir.
1986)). If that statement means anything – I am unsure of its
meaning because I am uncertain that Judge Posner’s sharp distinc-
tion between process and result is realistic – it means that effi-
ciency has, by some process of intellectual historical evolution,
displaced the once-multiple objectives of antitrust policy, and be-
come the sole goal of such policy. I hope not.

Those who feel that predation is a non-problem err for an-
other reason: even if we assume, with the Chicago School, that
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preservation of efficient competition is the sole goal of antitrust
policy, predation can be a threat to the achievement of that goal.
This is so for several reasons:

1. Predation is said to be irrational because, in the end, most
markets are contestable. Drive out a competitor with
below-cost (somehow measured) price cuts, or costly
advertising, or some other tactic, and a swarm of new entrants
will appear before the forgone profits can be recouped. The
uncontestable father of contestability recently stated, in a
discussion of the airline industry, that ‘Once an incumbent
predator attempted to raise its price to make up for an earlier
loss, entrants would swarm into the market to take advantage
of the opportunity’.56 Would they? Only if this swarm of
entrants, and their backers, were unaffected by the previous
practices of the incumbent firm. As I have said before, a hiker
might not pay much attention to a no-trespassing sign,
standing alone; but if the field behind it is littered with the
corpses of previous trespassers, he would most likely decide
the sign meant business. And it would matter very little
whether the sign had clear legal title to the field.

2. Predation is said to be irrational because it is not
profit-maximising behaviour. As I have noted above,
predation may, indeed, maximise long-run profits. But
assume, for the moment, that it does not. It is not necessary
to assume that the business managers who run most modern
corporations are irrational or stupid to accept the possibility
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that they will find non-profit-maximising, predatory pricing
to be very much in their own interest.

This is so partly because, as Professor Baumol has pointed
out, managers will at times prefer to maximise gross sales
rather than net profits. It is so also because Berle and Means
were right in suggesting that managers, often beyond the
reach of the shareholder-owners of the business, may have
objectives of their own that have little to do with profit
maximisation.

Indeed, as Alfred Kahn has pointed out, it is the
Chicagoans who argue – correctly, in my view – that
corporate raiders perform a valuable economic function
because managements so often fail to adopt that mix of
pricing and other practices that would maximise the current
discounted values of future revenue streams. It seems to me
impossible to argue both (a) that corporate managers are
driven to maximise profits and are aware that most markets
are sufficiently contestable to make predation irrational, and
hence will not engage in predatory pricing; and (b) that
corporate managers so often fail to maximise profits that the
securities of the companies they run are undervalued,
requiring hostile takeovers and the booting of the managers
to get these companies back on the profit maximising track.

In short, predation may not maximise profits. But it may
nevertheless be a rational, far from unthinkable policy for
business managers seeking to maximise their own career
opportunities.

3. Finally, predation is a realistic danger because businessmen
don’t behave in a manner consistent with the simplistic
descriptions of the Chicago School. The world does not
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consist of businessmen concentrating on pricing policy to the
exclusion of other competitive weapons, or coolly comparing
profitability with and without a price cut. Rather, it consists
of managers in many instances aware that they possess
significant market power, and that their actions will affect the
future structures of their industries. These managers view
pricing policy as only one part of their overall business
strategies, which might include, as well, policies aimed at pre-
empting markets by expanding capacity, or by developing
and exploiting bottlenecks, or by buying competing or, in the
case of airlines, business-feeding firms.

Once we accept this fact – that business strategy is a rich mix-
ture of tactics and policies, some aimed at profit-maximising in the
static, narrow sense, others at longer-run, dynamic objectives – we
begin to understand why economic analysis in antitrust cases most
often cannot usefully employ ‘bright line’ tests: this price is preda-
tory because it falls below some conception of cost, that price is a
legitimate competitive response because it does not. Rather, eco-
nomic analysis, in the context of antitrust cases, involves a detailed
understanding of the particular facts in each case: a particular
practice can properly be characterised as anti-competitive only
after studying it in the entire context of the firm’s activities.

This analysis is made more difficult by the complicating need
to determine the presence or absence of market power. As our dis-
tinguished chairman, Tom Campbell, has pointed out, ‘Antitrust
law now divides the business world into two types of firms: those
with market power and those without.’57 In short, whether a given
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business practice is anti-competitive, a given price cut predatory,
depends on the market power of the firm engaging in that tactic. A
small, under-financed firm may cut prices to gain market share,
but we need spend little time worrying whether that price cut is in
any sense predatory. But an identical price cut by a large,
well-financed, multi-product firm may indeed be predatory. How
can we tell? By an analysis of the entire pattern of the firm’s con-
duct, informed by an examination of intent.58 Does this mean that
there should be a double standard, one by which to judge compet-
itive practices of small firms, and another by which to judge those
of firms with market power? Let me answer that question with a
question: if, in the course of a minor street altercation, Muham-
mad Ali* punched someone, would the law treat him the same as it
would treat me if I did the punching? I think not: his hands are
lethal weapons; mine can do little harm to any adversary.

I must confess, in the end, to a feeling of dissatisfaction with
this talk. Most economists would be more comfortable telling you
that price cuts to a certain level, relative to some conception of
cost, are competitive, while others should be proscribed. Very pre-
cise, very professional. But they would also have to tell you that
they would have great difficulty measuring cost, however defined
– goodbye, precision – and that they would have to see whether
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the cuts ‘deliberately’ (to use Professor Baumol’s term) drove firms
from business, or were ‘calculated to’ (Judge Posner’s phrase)
make consumers worse off in the long run.

So I suppose that I can give you only this vague guidance: sig-
nificant market power, although far from pervasive in our world of
international competition and dynamic technology, can exist –
not all markets are contestable. Where a dominant firm has driven
rivals from a market, that market becomes less likely to be the
scene of a ‘contest’: small incumbents, potential entrants and
providers of capital are capable of learning from experience.
Where a firm with market power engages in price cutting or other
competitive tactics, those practices should be examined against
evidence of intent, market power and the entire pattern of conduct
of that firm in the market. Then and only then can one reach a
judgement as to whether the broad goals of antitrust policy would
best be served by proscribing the practices under review.

If the vagueness of my conclusion inclines you to prefer the ap-
parent precision of Baumol-Areeda-Turner-Posner et al., I will cer-
tainly understand. But I would, in that case, urge you to review
your position from time to time, keeping in mind the following in-
junction:

Recent antitrust jurisprudence teaches that rules of law
incorporating prevailing economic doctrines have often
required revision, and sometimes reversal, after experience
reveals the shortcomings of the theory upon which those
rules were based. In short, harsh legal rules predicated on
economic policy are dangerous because the economic policy
may simply be wrong.59
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The parameters of product and geographic markets

This lecture was delivered on 18 September 1989 at Emmanuel College,
Cambridge, at the eighth Annual Conference on International
Antitrust Law. Its aim was to explain how economists attempt to
define the area of combat in which competition takes place, and to
show that the tools of microeconomic analysis are sufficiently robust to
perform this chore so that enforcement authorities can have confidence
that they are dealing with alleged anti-competitive acts in a realistic
manner.

My assignment today seems relatively straightforward: to tell you
how markets are to be defined in antitrust cases. According to the
brochure, I am to answer the question ‘What is a market?’. To do
this, I am to discuss ‘delineation of product and market bound-
aries – the effect of different market structures and fiscal regimes,
etc.’. The most encouraging part of that description is the ‘etc.’, as
it gives me licence to interject some interesting material into what
I fear is an otherwise turgid subject.

It is important to understand, at the outset, that the process
of market definition is rarely an exercise in precision: the tools of
economic analysis are not nearly good enough, the available data
not nearly exact enough, to permit an honest economist to come
up with a definition of a product market so precise that he can be
absolutely certain that he has included all reasonable substitutes,
and excluded only products that are in no circumstances effective
alternatives to the ‘product’ he has decided upon. Nor can he be
precise about the extent of the geographic area within which
effective competition is played out. As D. H. Robertson pointed
out over 65 years ago, ‘The Theory of Economics . . . is a method
rather than a doctrine, an apparatus of the mind, a technique of
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thinking, which helps its possessor to draw correct conclu-
sions.’60

This should come as no surprise to even the most casual read-
ers of the financial press. Economists specialising in macroeco-
nomic analysis can no longer measure the level of economic
activity (revisions often swamp original estimates) or define the
rate of inflation (should it include or exclude mortgage rates?).
They cannot define ‘money’, and don’t know whether higher in-
terest rates restrain inflation by discouraging spending, or acceler-
ate it by raising costs and by encouraging higher wage demands.
They can’t even decide whether government revenue can be in-
creased by raising taxes, or by lowering them.

Yet when the context is litigation, or in this country the variety
of informal proceedings that substitute for that much-despised
American art form, all of that is ignored. Lawyers, administrators
and judges want economists to define markets, identify sources of
market power, predict whether a merger will lessen competition
and otherwise wring from often conflicting data answers that per-
mit them to make important policy decisions.

Fortunately, the tools of microeconomic analysis are so supe-
rior to those of macroeconomic analysis that it is possible for me
to present a framework within which those questions can be
answered.

I will do so, first, by describing how the product and geo-
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graphic dimensions of a ‘market’ can be defined. This will be of
some use to those of you new to the subject, and of little use to
those among you who are experienced antitrust practitioners. Sec-
ond, I will describe how an economist gathers the information he
needs to inform his judgement. Third, I will discuss a dimension of
market structure that has attracted attention recently – the struc-
ture of companies’ finances. Finally, I will offer a few comments on
the value of the entire exercise.

Defining a market

The object of defining a relevant market is to determine the arenas
within which effective competition occurs or, conversely, market
power is exercised. In order to make such a determination, several
dimensions of the competitive arena must be delineated.

First, the product engaged in the competitive battle must be de-
fined: is the market battle one of tin can v. tin can, or tin cans v. all
containers; is the fight between coal from different mines, or be-
tween all fuels? Second, the contestants must be identified: who
are the actual and potential suppliers of the product in question?
Third, we must know where the arena is, its geographic dimen-
sion: is the fight between domestic companies only, or are foreign-
ers effective contestants for the consumer’s favour? Finally, all of
these analyses must have a time dimension: substantial short-term
monopoly power may melt away in the face of changes in the prod-
uct and geographic dimensions of a market resulting from adapta-
tions by existing firms; entry; or changes in technology,
government regulation, or consumer tastes and preferences.

A product market can be defined as a set of goods or services
that represent reasonable alternatives to one another. In America,
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that is now taken to mean goods or services sufficiently alike so
that ‘a significant and nontransitory price increase (usually five
per cent for one year)’ would drive enough customers to use a sub-
stitute so as to make such a price increase unprofitable.61

A geographic market sets the boundary ‘that roughly separates
producers that . . . would frustrate an attempt by a firm or firms to
exercise market power’ from those too distant to do so.62

Let me expand a little on each of those dimensions of the
market – the product, and the geographic area.

a. Product market
A product market includes all goods that, in the view of con-
sumers, are realistic substitutes, one for the other. The suppliers of
these goods include all producers currently producing and selling,
and/or realistically able to produce and sell, in the product mar-
ket.

The definition of demand substitutability should not be so
broad as to include products that are only remotely possible sub-
stitutes for one another, but should include goods or services con-
sumers actually substitute for one another, or could easily
substitute. Economists do not define product markets in terms of
isolated instances of substitutability; nor do they require that sub-
stitutability be universal, that is, applicable to all consumers.
Rather, we look to consumer reactions sufficient to affect suppli-
ers’ pricing and production decisions. What guides the behaviour
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of those firms is the possibility that customers, faced with
higher-than-competitively-determined prices, will choose to sub-
stitute lower-priced alternatives realistically available in the mar-
ket. Of course, not every customer will be willing to switch brands
or find alternatives when prices are raised. But it is the presence of
a significant number who are willing to make such substitutions
that will guide the conduct of sellers in the market. We are, in
other words, interested in competition at the margin, in the pres-
ence of a significant number of each firm’s customers for whom
there are realistic substitutes for that firm’s product.

Competing in this product market are all the firms that supply
that product or that could do so ‘easily and economically’, to use
the words of the Antitrust Division.63 In the short run, this would
include all firms having the ability to supply the product in ques-
tion, using existing personnel and equipment. In the longer term
we would include all firms with ultimate ability to shift from the
supply of one good to supplying the product in question by adding
at least some significant new equipment or new personnel.

b. Geographic market
A geographic market, like a product market, is defined to include
the area over which consumers can realistically turn for alternative
sources of substitute products and over which alternative suppli-
ers realistically can make the product available. In this connection,
many of the considerations applicable to product market defini-
tion apply here as well: substitutability must be a realistic option –
given the prevailing economic and institutional environment – for
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suppliers to be included in a given geographic market. They must,
for example, be able not only to manufacture the goods in ques-
tion, but to market and distribute them. And profitably.

Lest this description leave a question in anyone’s mind about
whether imports should be included in the definition of a relevant
product and geographic market, I would like to answer that ques-
tionwithaneconomist’sversionofanunequivocalanswer:perhaps.

If there are tariff or other barriers that effectively exclude for-
eign products, those products do not constrain the pricing behav-
iour of domestic producers and should be excluded from the
market definition. And if procurement policies do not permit im-
ports, such imports are not a competitive factor and should be ex-
cluded. But if imports can and likely will flow into a country in
response to a given price increase by domestic firms, those im-
ports are properly included in any realistic market definition. As
Sir Gordon Borrie has said, ‘. . . competition – and potential com-
petition – from imports’ are part of any ‘examination of how far
the market is “contestable”.’64 This position parallels that of Amer-
ica’s authorities: the Justice Department’s latest merger guide-
lines, unlike their predecessor, ‘allow specifically for the possibility
of imputing market share to potential foreign suppliers . . . ’65

c. The time dimension
All of the competition to which we are referring must occur within
a given time dimension. For purposes of convenience, the US Anti-
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trust Division suggests that substitutes that can effectively be
available within one year to dampen price increases be included in
product and geographic markets, and that the ‘competitive signif-
icance’ of firms that can enter within two years of a price increase
also be considered.66

d. UK compared with US
Note that I have, until this point, been relying on thinking in
America. This is not due to excessive provincialism. Rather, it is
because our antitrust authorities have, until recently, been more
explicit than yours on the subject of market definition. That situa-
tion may be changing. This summer’s White Paper67 by the Secre-
tary of State for Trade and Industry begins to sketch a British
position on this complex subject.

The White Paper makes the optimistic assumption that ‘What
is the “relevant market” for a particular product or service will be
established through economic analysis’.68 Factors to be consid-
ered will include ‘normal patterns of supply’; ‘the availability of
substitutes’; and ‘barriers to entry’ – all factors referred to by the
Department of Justice.

The principal difference is that America’s antitrust authorities
have a compulsion to seem explicit, while Britain’s have an equal
compulsiontoseemflexible. Infact, thesubstantivedifferenceisnot
great. Our Department of Justice, in its 86-page report on antitrust
guidelines for international operations, included 299 footnotes,
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many of these constituting qualifications of clear sentences in the
text.So,too,intheAntitrustDivision’sMergerGuidelines:thetextde-
fines as the offending ‘small but significant and nontransitory price
increase’ a 5 per cent rise lasting one year. This it dubs ‘an objective
standard’. But read footnote seven: a larger increase ‘may be appro-
priate’ insomecircumstances.69

So it is not unfair to say that the authorities in both countries
are heading in the same direction, using maps of differing degrees
of detail. But they are aboard very different vehicles. The Ameri-
can authorities are making decisions within the context of litiga-
tion or, in the case of mergers, potential litigation. Britain’s
competition policy is enforced, if that is the correct word, by a se-
ries of hints, nudges, meetings and other devices opaque to the
outsider.* This has the advantage of expedition – and of prevent-
ing the importation of American-style litigation, a barbarism
feared as much in some circles as American-style television,
American-style airline deregulation and American-style fast food –
all objects of derision by the élite – and sources of delight to British
consumers.

Market structure

Having defined the products to be included in a market, and its
geographic scope, the next step is to identify the firms operating in
that market, a subject to which I have already alluded.
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The universe should, as we have said, include firms already
serving the market, and firms ‘that could easily and economically
do so’ in a reasonable period of time. Clearly, that involves an ap-
praisal of ease of entry, which in turn involves a host of considera-
tions: the length of life of assets; the availability of distribution
facilities; the presence or absence of excess capacity.

That small chore done, we then have (1) a definition of the
products contesting for consumers’ favour; (2) a delineation of the
geographic area in which the contest is being fought; and (3) a list
of the contestants.

That information in hand, we can proceed to a description of
the structure of the market. The most significant structural fea-
tures considered are the current degree of concentration (the por-
tion of total sales capacity, assets, etc., accounted for by the largest
firms operating in a given market); the degree of dispersion in
market shares among the market’s participants, e.g. as measured
by the Hirschman-Herfindahl Index (HHI);70 trends in concentra-
tion over time (changes in the size distribution of existing firms
and the extent of entry and exit); the height of barriers to entry
(the disadvantages of potential entrants vis-à-vis established
firms); and the structure of customer and factor markets (the mar-
ket power possessed by suppliers to and customers of the market
under investigation). Other factors, such as the physical character-
istics of the product itself (e.g. perishability, weight, fungibility)
are often considered under the ‘market structure’ heading.
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Data gathering

To list the ingredients of a market structure analysis is easy. To
gather data on each dimension is not. Consider the question posed
in America: will a 5 per cent price increase attract so many new
competitors as to prove unprofitable? I suspect that most busi-
nessmen would pay a great deal for the answer to that question –
whether or not they were faced with an antitrust challenge.

Or think about responding to the challenge laid down in the
White Paper. The DTI suggests that ‘In a complex case, evidence of
the degree of response in the demand for one product, given
changes in its price relative to that of another, might be brought to
demonstrate’ the extent of the availability of substitutes and of
barriers to entry.71

The first problem, of course, is that data are usually not readily
available to permit many of the computations needed.72 Or are not
available for a recent year. Or for potential as well as existing com-
petitors. Or for historic price movements.

So one must make do with such data as one can get, supple-
mented by the all-important set of trade press and industrial doc-
uments that permit the discerning analyst to get a sense of what
the business being examined is all about. Recall that I began this
talk with a reference to D. H. Robertson’s long-ago admonition
that the ‘main task of the professional economist’ includes ‘a wide
knowledge of relevant facts’. Those facts can, in America, be ob-
tained by the process of discovery.
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That process, at least in American antitrust cases (and appar-
ently in British securities fraud cases), is so time-consuming, so ex-
pensive,thatitoftenappearstobeanendinitself fordominantfirms
and otherwise underemployed antitrust lawyers in both the public
and private sectors. So I hesitate to point out that it might, after all,
have some small use in reaching a conclusion or two. Discovery
should reveal how firms in an industry perceive their markets, and
who they perceive to be their major competitors. If IBM follows the
activities of firm A, it must feel that it is a competitor; if it monitors
the performance of product X, it must feel that X is in one of its own
product markets. Does it monitor developments in the Japanese
abacus, or in disk drives? All of these facts rest in company files –
sometimes in deliciously detailed competitive market reports.73

Another approach, of course, is to attempt to develop econo-
metric measures of the cross-elasticities of demand between prod-
ucts, to see if those cross-elasticities are high enough to make price
increases unprofitable in one of the product markets, i.e. if, for
purposes of analysis of the force of competition, the apparently
separate products belong in one product market. The DTI hopes
that ‘in the majority of cases’ such an analysis will prove unneces-
sary, because ‘the relevant market should readily be capable of
identification’.74 Perhaps. But if my dictionary is correct in defin-
ing ‘readily’ as ‘without difficulty’ I am sceptical.

This does not mean that I think that econometric studies of
demand elasticity will become the principal tool of market
definition. But I do think that the chore of defining markets will
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not be an easy one. Let me illustrate by reference to a highly
controversial study in which I have very recently participated: that
of the media business.

An example

The task was complicated, first, by the fact that competition in the
business is two-dimensional: media firms compete for audiences,
and for advertisers. Furthermore, these markets are interrelated:
to compete successfully for advertisers, a newspaper or a broad-
caster must have an audience.

A second complication arose from the difficulty of defining the
product. Is there a market for media, with print and electronic de-
livery systems competing with one another? Or is print a separate
product? And, within the print business, do national and regional
newspapers compete with one another? And with magazines? Or
are these separate markets?

I won’t bore you with the details of our analysis: I can provide
copies to anyone interested.75 It suffices for my purposes here to
cite three conclusions that are applicable to most studies. First, the
data available are imperfect; second, dynamic technologies make
change so rapid that any snapshot of the situation is necessarily a
bit blurred; and, third, notwithstanding these difficulties, an econ-
omist can develop a reasonably realistic picture of the nature and
vigour of competition in media markets by discovering the col-
lapse of entry barriers, the absence of power over prices, and the
intensity of the rivalry for advertisers and audience.
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Leverage

No discussion of market structure would be complete these days
without some mention of leverage, and its use in hostile takeovers,
if for no other reason than that such takeovers now seem to domi-
nate discussions of merger policy. This is, of course, in sharp con-
trast to the concerns that once dominated such discussion. Until
very recently, merger policy in most countries was designed to ex-
amine friendly mergers – the voluntary coming together of firms
that had once been rivals. This was the case with most mergers
proposed in the Britain of the 1960s, when mergers were consum-
mated in an effort to gain the benefits thought to accrue to size.76

The acquisitions of the 1980s have the opposite purpose: to de-
merge, or deconglomerate, or otherwise shrink large, often diver-
sified firms on the theory that the value of the sum of the parts
exceeds the whole.

I won’t here try to persuade you to agree with my view, and
those of many academics and businessmen, that such hostile
takeovers and the threat of such takeovers are an important goad
to efficiency. I state that conclusion merely to alert you to what
some of you might consider my bias.

But I do want to consider the effect government actions to pre-
vent highly leveraged, hostile takeovers might have on competi-
tion. It seems to me self-evident that such rules would reduce
competition in two important markets.

The first of these is the market for corporate control. Leverage
permits the likes of entrepreneurs such as Goldsmith, Murdoch
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and others to vie for the control of existing assets in opposition to
incumbent managers. Such competition, whatever else it does,
produces the same pressures for efficiency and maximum earnings
as does the more traditional competition among producers oper-
ating in a relevant product and geographic market.

The second form of competition that the imposition of arbitrary
limitations on leverage would stifle is the competition of the poten-
tialentrant.Solongasvigorousentrepreneurscanenter,orthreaten
toenter,amarketusingborrowedfundsmadeavailablebyinformed
lenders, existing firms must worry – and offer good products, at rea-
sonable prices, while earning profits satisfactory to investors.

So, at least from a competition policy perspective, limitations
on borrowings by potential entrants should be avoided.

The values of market structure analysis

I have now bored you for almost as long as any reasonable person
would consider decent. And I fear I must conclude with the admis-
sion that your time may have been poorly spent. For I am not at all
certain that exercises in defining markets are very useful – at least
taken alone.

Recent developments in economic analyses support a view
long held by more sophisticated antitrust economists: that the de-
terminants of the competitiveness of a market include far more
than the number of firms that occupy it, or the concentration in
that market.77 Even firms in highly concentrated industries, pro-
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tected by ‘insurmountable barriers to entry’, may not ‘agree on a
mutually acceptable cooperative outcome’ in the absence of what
we call ‘facilitating devices’.78

So market structure information tells a highly incomplete story
about market power. The structure statistics might tell you the cur-
rent portion of the defined market occupied by a firm, and the
trend in that share. But they alone cannot give an unambiguous in-
dication of the presence of market power because they do not tell
enough about the power to exclude, to erect barriers to entry.79 A
firm with 70 per cent of the market, down from 95 per cent a few
years earlier, may have less market power than one with a stable
60 per cent share (although both may have substantial power).
Two firms, in different industries, may have high market shares,
the one because of economies of scale, the other because of preclu-
sively high advertising budgets. The structure statistics shed little
light on these problems – the presence and sources of market
power. For an economist to conclude that high market share
means market power he must, first, look to the causes of that high
share. And here he must rely on a detailed analysis of the docu-
ments and explanations of the firm’s business methods and con-
duct over time – no small chore. Unless counsel makes it possible
for his expert to do that, he will be left with a record which reads as
follows:
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Q. What share of the relevant market is occupied by the
Scoundrel Timepiece Corporation we here seek to break up?
A. 80 per cent.
Q. For what year is that statistic?
A. 1970, the last for which data are available.
Q. Has anything happened since then that might have
affected that figure?
A. Other than a flood of imports, the development of digital
watches and a price war, nothing comes to mind – so I’ll
stick with my 80 per cent.
Q. What conclusion do you draw from that 80 per cent?
A. Eight out of ten watches sold in 1970 were made by
Scoundrel Timepiece Corporation.
Q. Anything else – please?
A. There may be terrible political consequences of such
power.
Q. Did you say ‘power’?
A. Sorry: I meant to say high market share.
Q. What about power?
A. That’s a different question.

Clearly, not very persuasive. What is required, in addition, is
an examination of behaviour, particularly with respect to price.
The fundamental difference between a firm with monopoly power
and one without such power is power over price. The firm with
monopoly power can choose the price that it wishes to charge,
given the demand characteristics of the market in question and the
monopolist’s perceptions of the behaviour of its existing rivals and
potential entrants. The firm with monopoly power can set a high
price, relative to its costs, to maximise its profits. Or the monopoly
firm may charge a very low price in an effort to drive rivals out of
the market or discourage entry into the market in the hope that
the associated reduction in competition will allow it to charge
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much higher prices in the future. The firm with monopoly power
and substantial resources might even charge prices so low that it
loses money, driving smaller, equally efficient firms from the mar-
ket, financing the losses from its cash hoard, all with the hope of
charging much higher prices in the future when competition has
either been eliminated or constrained.80

Substantial power over price is the fundamental characteristic
of a firm possessing monopoly power. Find that and you can spare
yourself a great deal of anguished analysis of market structure sta-
tistics.
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Market power and competition in the age of technology

The following lecture was delivered at a meeting of the Federalist Society
for Law and Public Policy in Washington, DC, on 14 November 1998, at
a time when the Microsoft case was in full contention, in the courts and
in the think tanks and the academic press. Query: has the emergence of
a ‘new’ high-tech economy made the antitrust laws obsolete?

It is important to approach the subject of ‘Market Power and Com-
petition in the Age of Technology’ with some care – for two rea-
sons. First, while there are many important American industries
that can be classified as ‘high-tech’ by one definition or another,
many have not changed very much in recent years in those aspects
that are important to makers of competition policy. Automobiles
may be produced by robots, and the geographic reach of suppliers
in our increasingly ‘globalised economy’ may have increased in re-
cent decades, but neither of these changes suggests that tradi-
tional antitrust policy, which includes economically sensible
definitions of markets, needs revision. So, too, with oil, cement,
steel and other important components of America’s present-day
economy. In short, we may be in ‘The Age of Technology’, but it is
an age that requires review of competition policy as applied to
some, not all, industries, despite the efforts of all industries to
argue that they are indeed candidates for inclusion in the new
high-tech world in which competition policy can be relaxed or,
better still, suspended.

Second, it is important to remember that almost every change
in the circumstances in which our industries operate has led those
who have never met an antitrust case they like to call for a major
revision – read, relaxation – of competition policy. 
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• When the nation found itself in the throes of the great
depression, many policy-makers urged that the solution to
the perceived ills – low prices and high unemployment – was
a relaxation or repeal of the laws that prevented businesses
from conspiring to raise prices and moderate the pace of the
introduction of what were seen as job-destroying new
technologies. 

• When some markets became more global, we were told that
the antitrust laws had become obsolete; never mind that
traditional antitrust policy can easily accommodate in its
definition of relevant markets – the geographic arena in
which competition is occurring – an expansion of the scope of
the market in the light of changed circumstances that may
broaden the area from which consumers may draw the
product in question.

• When faced with a cartel of oil-producing nations, and
temporary supply cut-offs, we were told that the antitrust
laws were impediments to our ability to cope with the new
geopolitics of energy; if only the oil companies could be freed
from the shackles that prevented them from co-operating –
read, colluding – all would be well. 

Now we are faced with the emergence of a host of new indus-
tries that have as their principal assets something known as ‘intel-
lectual property’, created by entrepreneurs whose youth and
ability to convert the future potential of their ideas into instant
fortunes through the magic of IPOs have propelled them to the
covers of the leading business magazines, where we see the faces of
young, jeans-clad, mother-and-apple-pie businessmen smiling out
at us. No scowling J. P. Morgan or J. D. Rockefeller, watch chains
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gleaming on buttoned-up waistcoats, to suggest greed and a whiff
of evil.

Add to the benign image surrounding the creators of the new
technology the new emphasis on international competitiveness.
Never mind that Paul Krugman* and other economists have
debunked the notion that the concept of rivalry among firms can
be translated into a theory of rivalry among nations –
international trade, after all, is not a zero-sum game. The popular
perception is that America is in a struggle for survival, and that the
troops on which it must rely in this commercial battle are the
creators of intellectual property. After all, the Japanese proved
that we cannot rely on our auto industry, the Koreans and
Russians are proving that our steel industry is not up to the battle,
and the Chinese and others are in a position to send our apparel
industry to the same graveyard in which rests our shoe industry.
So we must rely on our high-tech industries to preserve our
international economic position, and anything that interferes with
the ability of those industries to operate free from government
oversight is against the public interest.

I would like to persuade you that all of the developments that I
have just discussed make vigorous enforcement of the antitrust
laws more, rather than less, crucial to the continued success of the
American economy, and to the preservation of the social values
that underpin our entrepreneurial economy – that to go ‘soft’ on
antitrust would be bad public policy.81

In a world in which intellectual capital is rapidly replacing

l e c t u r e s  o n  r e g u l a t o r y  a n d  c o m p e t i t i o n  p o l i c y

70

* Professor of Economics at MIT, and a columnist for the New York Times.
81 The following half-dozen paragraphs rely on John H. Shenefield and Irwin M.

Stelzer, The Antitrust Laws: A Primer, AEI Press, Washington, DC, 1998 (third
ed.), pp. 81–3.



physical capital as the cornerstone of the wealth of nations, noth-
ing can be more important than getting the application of the anti-
trust laws to intellectual property right. That is no easy chore.
Intellectual property is developed both by corporate research de-
partments and the fabled lone inventor working in his garage in
response to the prospects of substantial rewards. The risks that a
research effort will come to naught, that some other inventor will
beat the putative innovator to the finish line, that an invention or
innovation will seem feasible in the laboratory but prove too costly
or perhaps even impossible to produce in marketable quantities,
all point to the need to protect intellectual property so that its
owner can reap his just rewards.

Unfortunately, the level of those rewards is directly related to
the innovator’s ability to deprive others of the use of his invention
or trade secret. Make the intellectual property available to all who
would use it, and you hasten its introduction; but at the same time
you seriously reduce the incentive to create such property in the
first place. It is this tension between the desire to encourage inven-
tion, innovation and the on-going march of technology and pro-
ductivity, and the desire to maximise the diffusion of new
discoveries, that the antitrust laws must accommodate. 

Thefirstofthesegoals–maximisingthepaceofinnovation–calls
for the absolute protection of intellectual property rights. To the ex-
tent that an innovator cannot appropriate to himself the benefits of
his work, his incentive to struggle on is diminished. When ‘free rid-
ers’canusetheresultswithoutsharinginthecostsofresearchandde-
velopment,theprivatesectorwill investlessinresearchthanisinthe
nation’s interest. So we have laws granting innovators the absolute
right to the fruits of their efforts, laws that provide for the patenting
of inventions and the perpetual protection of trade secrets.
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The second goal – rapid diffusion of new inventions and tech-
niques – is met in two ways. The law permits the inventor to gain
the benefits of economies of scale by licensing his invention to oth-
ers, thereby spreading the fixed costs of research and development
over the output of those licensees. At the same time it protects his
stake in his invention by permitting him to restrict licensees’ use of
his work in any way that maximises its value. Without such a guar-
antee, the inventor’s incentive to license his work to others would
be diluted.

Equally important, rapid diffusion of innovation is assured by
preserving a competitive marketplace. The developer of a new
product or process may wish to control the pace at which those
innovations are introduced, and to maintain the price of the prod-
uct or process at a level that yields monopoly profits. But he must
always reckon with the possibility that some equally talented
innovator or equally well-funded research laboratory will come up
with a superior product, or a more efficient method of production.
And that the antitrust laws will ensure that channels of distribu-
tion are not unfairly denied, and that those with a stake in the sta-
tus quo cannot use their market power or conspire with others to
make it difficult for the new product to obtain such manufacturing
and financial support as it may be able to command in an open
marketplace.

These policy goals can be achieved only if the antitrust laws are
applied in all their aspects to high-tech as well as to low-tech in-
dustries. 

• A firm with substantial market power, even power fairly won
in the marketplace, cannot be allowed to leverage that power
by tying other products to the one that it dominates. 
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• A firm with substantial market power cannot be allowed to
use that power to bludgeon independent manufacturers not
to deal with its competitors, or impose a pricing system that
accomplishes that same result. 

• A firm with substantial market power over a product, access
to which is crucial for firms that compete with it in other
product markets, cannot be allowed to deny access unless
potential competitors agree to cede other markets to it.

Surely, nothing in the nature of high-tech industries obviates
these long-standing policy truths. Indeed, they seem to me more
compelling in the case of industries in which waves of creatively
destructive innovation are to be relied on as the principal engines
of progress. In many of these industries, newcomers – the pizza-
eating graduate student with a bright idea and a zero bank balance
– rely on venture capitalists for the seed capital needed to take
their ideas from concept to marketable product. These venture
capitalists are notably hard-headed realists. If they believe that an
entrenched incumbent will be allowed to snuff out incipient com-
petition by inducing manufacturers to boycott the new product,
or by using technological legerdemain to tie its own competing
product to its monopoly product, venture capitalists will suggest
to the newcomer that completion of his doctoral dissertation or a
job with the entrenched incumbent is his best option. 

So I would urge you to think long and hard before jumping to
the conclusion that we must abandon the competition policy that
has contributed so much to the growth of the American economy,
and conferred on us the socially stabilising consequences of a
policy that promises the upwardly mobile a fair field with no
favours. Of course, antitrust policy will have to be applied with the
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economic sense that has enabled it to remain a viable tool for the
preservation of competition for over a century. That will require
that at least two areas of application be applied with sensitivity. 

• If it is indeed the case that high-tech products have short
economic lives, that fact will have to be factored into any
appraisal and measurement of market power. Antitrust policy
has never been aimed at demonstrably transient market
power, and there is no reason to fear that it will be in the
future, especially since enforcement agencies have learned
what some take to be the generalisable lesson of the
protracted IBM case.

• The question of relief will have to be given even greater
consideration in the future than in the past. The notion that
the antitrust laws are proscriptive rather than prescriptive is
less compelling than it once was: if an enforcement agency
doesn’t know what remedy to propose, it should stay its
hand. And that remedy cannot require on-going judicial
supervision of the practices of a company specialising in the
creation of intellectual property, for the obvious reason that
we do not want to slow the pace of innovation to
accommodate the more leisurely one of the judicial process.
This may mean that relief will have to be more radical in the
case of high-tech violators of the antitrust laws than in the
case of lower-tech ones, with divestiture and structural
solutions playing a larger role relative to the prohibition of
specific practices. Application of this policy to the Microsoft
case would require the company, if it has done what it is
accused of having done, to spin off its operating system. That
would surely be more efficient than burdening judges with
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the chore of deciding which products are intrinsic parts of
that system, and which are separate products being entangled
in the operating system merely or primarily to stifle
competition.

I do hope these brief remarks will persuade you that the poli-
cies that have stood us in such good stead in the past can, if applied
with economic nous, serve us well in the future. After all, if Judge
Robert Bork, one of the nation’s leading antitrust scholars, is per-
suaded that the laws that are applicable to old-economy newspa-
pers are equally applicable to new-economy Microsoft, we should
surely hesitate before concluding that the world has so changed
that price fixing, tying, boycotts and other practices are unexcep-
tionable, so long as they are practised only by high-tech firms.
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Comments on competition policy

The Institute of Economic Affairs has the delightful practice of schedul-
ing ‘working lunches’ at which interested parties exchange views on a
variety of topics, after brief remarks by an invited speaker. On 18 May
2000 I led off the discussion with these comments.

I would like to make five points this afternoon:

1. Vigorous competition policy, one that seems on its surface to
be anti-business, is good public policy.

2. Penalties under the new UK Competition Act are insufficiently
severe to discourage a large number of violations.

3. The new emphasis on consumer protection is unnecessary
and may be counterproductive.

4. It is especially important that competition policy be
vigorously pursued in the so-called ‘high-tech’ industries, and
that structural rather than procedural remedies be used when
anti-competitive behaviour rears its ugly head in these
industries.

5. People matter.

Let me treat those points in order:

1. Vigorous competition policy is good public policy for several reasons.
First, by preventing incumbent firms from conspiring to share
markets and keep out intruders, and by preventing dominant
firms from using their market power to exclude new entrants, it
encourages entrepreneurship and risk-taking. Newcomers know
that they will have recourse if prevented from competing on their
merits with existing firms. 
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This general tone, this spirit that all is possible, contributes
importantly to a culture that denies protection to those unable to
win favour in the marketplace, on the assumption that the oppor-
tunities offered by a growing and open economy are a better cure
for the problems of those who lose the competitive race than are
government subsidies. 

So your Chancellor is quite right in linking vigorous competi-
tion policy to risk-taking, to economic dynamism, and to rapid in-
novation. 

Second, and related to the first advantage, vigorous competi-
tion policy contributes to social mobility, to a sense that no one is
doomed to live out life in the same economic circumstances as did
his or her parents. This, in turn, minimises any sense of ‘class’, and
the accompanying resentments that plague societies in which
those born at the top of the heap are assured that that is where
they will stay.

Finally, vigorous competition policy is good public policy be-
cause it prevents the accumulation and abuse of monopoly power,
thereby eliminating the need for direct government regulation of
prices and output. Where the invisible hand operates, the heavy
hand of government is not necessary to establish prices that yield
a competitive return and no more. Where competition is absent –
where monopoly exists either because dominant firms have used
their power to exclude competitors, or because an industry is a
‘natural monopoly’ – direct regulation will inevitably be called
upon to protect consumers from extortion. Regulation, we all
know, has its place in any capitalist economy: but its place should
be limited to instances in which competition policy cannot pro-
duce effective competition.

These advantages of a successful competition policy are
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important to keep in mind because it has become fashionable to
think of competition policy as having a single objective: the max-
imisation of economic efficiency. At least in the American context,
that is incorrect. As John Shenefield and I point out in our little
book (The Antitrust Laws: A Primer), in our country the goals of
antitrust policy include the diffusion of private power and max-
imisation of opportunities for individual enterprise. These are
social/political goals – murky in concept, difficult in application,
but very real bases for American antitrust policy.

So much for the advantages of a vigorous competition policy –
it prevents the accretion of monopoly power, thereby performing
both an economic function (the efficient allocation of resources)
and a social function (markets open to thrusting newcomers). If
the captains of industry are annoyed, if some choose to call this
government interference, so be it.

2. Current remedies are inadequate to discourage many violations of
the law. Let me now spend a moment on my second point – that
Britain’s new competition policy, although a much greater deter-
rent to anti-competitive behaviour than the predecessor regime, is
still not tough enough. 

Start with penalties. Much has been written about the huge
penalties that might be faced by those found to be engaging in
anti-competitive behaviour. I would agree, of course, that such
fines, and the threats of ‘dawn raids’, will have some effect on the
propensity of business executives to fix prices and otherwise
undermine market forces. But in the case of price-fixing
conspiracies, large fines are a less effective deterrent than small jail
sentences. In America, it is the threat of a stretch as a guest of the
government that keeps many an executive out of a smoke-filled
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room (actually, price fixers probably now meet in the smoke-free
environments of various hotel suites) in which prices can be
discussed and co-ordinated. 

Britain has no such deterrent, which is doubly surprising now
that your Home Secretary* has decided that miscreants should be
jailed only by day, and then let loose at night. Just as this will free
garden-variety crooks such as burglars and muggers to pursue
their trade after a day’s rest and three square meals at the govern-
ment’s expense, so would this regime leave executives convicted of
price fixing free to complete their social and dinner commitments. 

Seriously, I believe you will find that it will be a long while be-
fore mere fines will destroy the culture of price fixing that perme-
ates British business.

And I doubt, too, that the threat of damage suits, as provided
for in the new Act, will be an effective deterrent. As I understand it,
an injured party can bring a suit to recover damages. If he wins, the
miscreant pays back his ill-gotten gains – and no more. Given that
the probability of being sued is less than one, and that the proba-
bility that the complainant will prevail is also less than one, it pays
to chance paying such damages – nothing to lose, and all to gain.
In America, of course, damages are trebled, so that a violator of the
law must reckon that he might indeed lose a great deal if he is
found to have illegally injured a competitor. 

3. Consumer protection is the wrong goal. I start with the premise that
the ultimate protection consumers have is choice – a variety of
competitors vying for their patronage. If we get the rules right, and
if the right rules produce the effectively competitive market
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structures that we have every reason to expect that they will, if
advertisers are not prohibited from hawking their wares, and if the
anti-fraud laws are enforced, consumers are amply protected. To
raise consumer protection to a separate policy objective has two
disadvantages.

First, it invites government to opine on which prices it deems
just, and which unjust; and it invites government to squander
scarce resources hunting for ‘rip-offs’ in competitively structured
industries.

Second, the notion that consumers need more from govern-
ment than the preservation of competitive markets (or the regula-
tion of prices in those markets in which competition is
unattainable) encourages consumers to look to government rather
than to their own knowledge and skill as their ultimate protector.
British consumers are in the process of learning that they can pro-
tect themselves by voting with their dollars and their feet; they
should not now be told that government will take over the chore of
seeing to it that they receive quality products at reasonable prices.

4. Vigorous enforcement of competition law is especially important in
new, high-tech industries. It has become fashionable, especially in
conservative circles, to profess amazement that something as old-
fashioned as antitrust laws that first saw the light of day in 1890
should be applied to the super-modern, high-tech industries of the
21st century. But it is precisely these ‘high-tech’ industries, based
on intellectual capital, to which competition law should be applied
with the greatest force, not only in America, but in Britain – per-
haps especially in Britain, where the entrepreneurial spirit is just
beginning to push its way through the historic barriers to risk-
taking and daring.
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The so-called high-tech industries – and I use the term ‘so-
called’ because I am not certain just which industries to include
and which to exclude from that category (are the robot-driven as-
sembly lines of the auto industry and the highly computerised
steel manufacturing process high or low tech?) – are driven by
pizza-eating, very young, ill-dressed entrepreneurs. These entre-
preneurs, some of them due to become billionaires or mere mil-
lionaires, others running out of cash or due to do so very soon,
often threaten the very existence of incumbent firms – not just a
bit of their market share, but their very survival. If those incum-
bent firms have substantial market power, they can crush the new
entrants unless they are barred from using a variety of tactics that
artificially raise barriers to entry. 

This is, of course, true in all industries. But more so in the case
of high-tech start-ups. In these industries we rely on waves of cre-
atively destructive innovation to be the principal engines of
progress. In many of these industries, newcomers rely on venture
capitalists for the seed capital needed to take their idea from con-
cept to marketable product. These venture capitalists are notably
hard-headed realists. If they believe that an entrenched incumbent
will be allowed to snuff out incipient competition by inducing
manufacturers to boycott the new product, or by using pricing
schemes that make it uneconomic for manufacturers of hardware
to adopt new software, or by using technological legerdemain to
tie its own competing product to its monopoly product, venture
capitalists will suggest to the newcomer that completion of his
doctoral dissertation or a job with the entrenched incumbent is his
best option. 

So it is important to keep the flow of innovations coming, and
to make sure that powerful incumbents cannot erect artificial
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roadblocks to their introduction and diffusion. To do that will re-
quire not only that cases be brought when threats to the competi-
tive process emerge, but that remedies be fashioned that are
effective. 

That is why the Department of Justice has it right in seeking
structural relief – divestiture – in the Microsoft case.

Given the business practices of Microsoft, which were nothing
more modern or high-tech than tying the availability of a mono-
poly product to the customer’s willingness to use the Microsoft
entry in more competitive markets, Judge Jackson didn’t have to
make new law to find that Microsoft was in violation of the anti-
trust laws.

But what to do about it? If the government attempted to fash-
ion a remedy that regulates Microsoft’s future business conduct, it
would find itself in the impossible position of reviewing techno-
logical advances, deciding what should and what should not be in-
corporated in the operating system, and which of Microsoft’s
future contractual terms went beyond commercial necessity and
became instruments for stifling competition. That would mean
having the court sit in judgement for years to come on the details
of Microsoft’s daily operating decisions. No court is competent to
do that: the pace of innovation would be slowed, and competitors
of Microsoft would forever be petitioning the judge to stop Micro-
soft from doing first this and then that.

In short, an efficient remedy in the case of a high-tech violator
of the antitrust laws cannot require on-going judicial supervision
of the practices of a company specialising in the creation of intel-
lectual property, for the obvious reason that we do not want to
slow the breakneck pace of innovation to accommodate the more
leisurely one of the judicial process. This means that relief will
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have to be more radical in the case of high-tech violators of the
antitrust laws than in the case of lower-tech ones, with divestiture
and structural solutions playing a larger role relative to the prohi-
bition of specific practices.*

5. People matter. It is blindingly obvious to those of us who are in-
volved in the application of competition law that no legislation is
better than those charged with its enforcement. As George Yarrow
has pointed out, ‘A high burden of responsibility will . . . fall upon
the enforcement agencies.’ 

This is a semi-polite way of saying that a major upgrading of
the economic skills of the various bodies charged with the enforce-
ment of the competition laws is badly needed. This is not a game
for the amateur, no matter how gifted. It is a game for the eco-
nomically literate, which category need not be restricted to profes-
sional economists.

Nor is it a macho game, in which a highly visible competition
cop takes on an equally visible corporate chieftain, to the delight of
the media and politicians. One of Microsoft’s many mistakes was
to personalise its antitrust case by gambling that Bill Gates’s nerdy
looks and soft-sell personality would trump the reality of his dis-
tinctly un-nerdy and hard-line behaviour as reflected in his e-mails
and his company’s practices. 

And one of the early problems Britain faced in regulating its
newly privatised industries was the tendency of some regulators
and some CEOs to personalise the regulatory process, rather than
to view it as an impersonal process of the application of law to
business behaviour.
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Which is why the Secretary of State for Trade and Industry has
it right when he attempts to ‘depersonalise’ the enforcement
process.

But because the quality of the enforcement authorities import-
antly influences the effectiveness of competition policy, there is
more to be done than ‘depersonalisation’. Those toiling at the
enforcement agencies would, I am sure, welcome a systematic
programme to better acquaint them with the latest economic
thinking as to market definition, the measurement of monopoly
profits, the tools for separating predatory from merely tough
competition, and the host of other concepts that are constantly
being re-examined and refined by academic economists.*

Surely, working seminars sponsored by the OFT and other
agencies, and by outside organisations such as the IEA, would be
useful supplements to the internal training programmes of the
OFT, for example, as Britain struggles to match the competence of
its enforcement agencies with the magnitude of the task they face.
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Competition policy and superior macroeconomic
performance: you can’t have one without the other

The following lecture was delivered on 15 November 2000 at No. 11
Downing Street under the auspices of the Adam Smith Institute and at
the request of Chancellor of the Exchequer Gordon Brown. It explores
the relationship between competition policy and such macroeconomic
indicators of performance as productivity growth, economic growth and
the diffusion of economic opportunity.

It is a great pleasure to be with you this morning; I admire the
willingness of people in this country to attend breakfast-time
conferences and hope that this barbaric practice doesn’t spread to
my more relaxed country.

This might seem to be an odd venue in which to be having a
discussion of competition policy. Traditionally, there has been a
clear separation between macroeconomic policy, considered the
purview of the Treasury, and microeconomic policy, to be left to
the Department of Trade and Industry and a variety of enforce-
ment agencies. The Treasury would see to fiscal and monetary pol-
icy, the big picture, and leave to others the problem of working out
a policy that would create competition, if indeed such a policy
were deemed desirable – a view not unanimously held in the busi-
ness community or in ministries that see their role as sponsoring a
variety of national champions.

Thanks to the efforts of the Chancellor, this gap between
macroeconomic and microeconomic policy is now being bridged.
The motives for constructing this bridge are clear: long-term
growth in productivity is a necessity if the economy is to grow
without significant inflation, if living standards are to rise, and if
the Treasury’s coffers are to bulge. Also, the programmes of a
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centre-left government require money to pay for them. And it is in-
creasingly clear that governments of all political stripes are reach-
ing the outer limits of their ability to extract from their citizens a
larger portion of their hard-earned money – at least, they are
reaching the limits of their ability to do so overtly. It is deemed by
all save a very few to be politically impossible to raise income taxes
openly; and recent events [this was a reference to the protests over
high petrol taxes, which protests disrupted transport, food deliv-
eries and the lives of commuters] suggest that indirect taxes are in-
creasingly unpopular, and difficult to conceal from notice. 

To the political difficulties add the economic fact that capital
and labour are increasingly mobile and willing to migrate to more
hospitable climes from jurisdictions in which taxes have become
vexatious. 

So any government of the centre-left, interested in expanding
the role of government, either by spending more on existing pro-
grammes in the hope that greater inputs will translate into greater
outputs (a hope not borne out by experience), or by initiating new
programmes, must rely on economic growth to throw off the huge
sums of taxes that might at least partially satisfy the appetite of its
Treasury for an ever-increasing portion of the nation’s GDP – one
is reminded of Queen Gertrude, whose appetite for the charms of
King Hamlet increased ‘by what it fed on’! 

This growth can be generated in two ways. More people can
be put to work turning out goods and services, and the produc-
tivity of the workforce can be increased. This government is at-
tempting to increase the workforce by a number of measures
designed to make work more attractive than malingering, in-
crease the training of those with too few skills to participate in
the workforce, maintain a stable economic environment, and, of
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late, by relaxing some of its restrictions on immigration.
And it has emphasised the need to increase productivity. Just

last week the Chancellor repeated his plea to what I believe are
called your ‘European partners’ to reform their economies so that
they might ‘achieve what I believe is now the prize within our
grasp – US levels of productivity and thus long-term prosperity for
all’. This is not the place to share with you my views on the level of
enthusiasm in some European countries for the reforms the Chan-
cellor quite correctly advocates, or on the likelihood that the
French and some other ‘partners’ will rally to the call to be more
like Americans. But it is the place to comment on the key role of a
vigorous competition policy in achieving, here in Britain, the
rapid, inflation-free economic growth that, in the end, will add
more to the wealth of the nation and welfare of its citizens than all
of the redistribution schemes combined. A larger and larger eco-
nomic pie is likely to prove more satisfying than thinner and thin-
ner slices of one of fixed size.

Which is one reason why the Chancellor has been so keen to
couple his redistribution programme with one that raises the UK
trend growth rate by increasing productivity.82 There is, of course,
a danger when governments take an interest in microeconomic
policy: they tend to tinker in the belief that a bit of taxation here, a
bit of tax relief there, a subsidy or two, regulatory intervention,
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some exhortation, and none-too-subtle pressure on business lead-
ers can produce the productivity gains they seek, in the places they
think most important. 

Such programmes are generally counterproductive. Not so a
vigorous competition policy, which has certain advantages that
are worth rehearsing briefly:

1. A policy that makes it difficult for businessmen to collude to
fix prices guarantees consumers that the prices they pay for
goods and services will reflect only the costs of producing the
goods and services they buy, including a reasonable return on
the capital committed to the production of those goods and
services. As Alfred Marshall long ago stated, in the days when
the economic literature consisted of clear, equation-free
prose, ‘If the producers of a commodity are many in number
and act without any concert, it is to the interest of each of
them to increase his supply of it whenever he expects to
obtain a price greater than its Expenses of production. So that
the price of a commodity cannot long exceed its Expenses of
production, if there is free competition among its
producers.’83

2. A concomitant result of an effective competition policy is that
competing businesses will be under pressure to produce in
the most efficient manner – minimising costs so that they are
in a position to meet or beat the prices of their competitors.
This of course is one reason why competition policy has not
been uniformly popular in Britain: it discourages
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overmanning, and runs counter to several government
policies such as that designed to preserve jobs in the coal
industry by preventing the construction of gas-fired power
stations. In short, if efficiency and high productivity are your
goals, competition policy is for you; if preserving jobs at the
expense of efficiency is what you prefer, it (rather like free
trade) is not for you.

3. A vigorous competition policy should maximise the rate of
innovation and the rate of introduction of new technologies,
in the process denying what Hicks identified as the greatest
monopoly profit – a quiet life.84 I recognise that the economic
literature on this point is ambiguous, since it recognises the
possibility that competition in product markets might deny
innovators the ability to appropriate to themselves the fruits
of their inventions, thereby discouraging expenditure on
research and development.85 But here I would like to draw on
John Vickers’ formulation, offered in a paper considering the
relation between competition and productive efficiency:
‘Competition seems very well in practice, but it is not so clear
how it works in theory.’86 For a commonsense appraisal of
real-life experience – the comparison of efficiency in countries
with and without competitive market systems; Microsoft’s
efforts to deny innovators access to markets and the effect
that had on potential competitors’ access to venture capital;
the rapid introduction of new electric generating technologies
when competition was opened up in the electricity market;
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the innovative services offered by the airline industry when
competition replaced regulation – suggests to me that
competition means a fiercer gale of creative destruction than
does the cosier world of cartels and monopoly.

This is especially important in this age of the Internet and
related technologies. I recognise that the claims for this
technology are somewhat overblown, and that electricity, the
telephone, the automobile and perhaps other inventions can
claim to have had a greater impact. No matter: we are in the
midst of what Schumpeter referred to as a ‘cluster’. Some 65
years ago Schumpeter wrote, ‘Why should the carrying into
effect of innovations . . . cluster at certain times . . . ? One
answer suggests itself immediately: as soon as the various
kinds of social resistance to something that is fundamentally
new and untried have been overcome, it is much easier not to
do the same thing again . . . so that a first success will always
produce a cluster . . . This is indeed the method of competitive
capitalism . . . ’87

If we are indeed entering into or are in the early stages of a
‘cluster’ of innovation, we should be especially alert to efforts
by those threatened by change to deploy anti-competitive
weapons in order to thwart the diffusion of new inventions
and techniques. 

4. A vigorous competition policy also provides a tool with which
to judge which mergers are in the public interest, and which
are not. The dividing line is simple to describe, if not always
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easy to discern: any merger that unduly reduces competition
or threatens to do so should be halted. Note: it is not
necessary for the minister to decide whether he thinks the
merger is a good idea, and is likely to produce the anticipated
savings (most do not). Nor is it for him to decide how many
football fans might be offended, and how many pleased; or
how a specific marginal constituency might react; or whether
he regards the executives and boards of the acquiring
companies as good chaps. All he need do is satisfy himself
that he has so structured, funded and staffed the relevant
competition authority that it is competent to appraise the
competitive impact of mergers. Issues of national defence, of
course, might be an exception, although I have never seen
proof that a nation’s defence effort is enhanced by forcing the
military authorities to purchase in non-competitive markets.

5. Effective competition makes regulation unnecessary. It is
important to distinguish competition policy from regulatory
policy. Some industries contain significant natural monopoly
elements, and therefore must have their prices, performance
and profits regulated lest they exploit their customers. In other
industries, competition is possible but can be snuffed out or
seriously diluted by the exercise of market power that in no
sense flows ‘naturally’ from the economic structure of the
industry. By preventing the untoward exercise of market power,
the competition authorities preserve the market’s ability to
determine prices and allocate resources, making regulation
unnecessary. In short, ad hoc interventions to preserve
competition make on-going regulation unnecessary, for where
the invisible hand operates, the heavy hand of government is
not necessary to assure consumers against exploitation.
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6. Finally, a proper competition policy produces a variety of
desirable social effects – the diffusion of economic power and
the maximisation of economic and social mobility. In an
economy in which incumbent firms cannot create artificial
barriers to entry, either by deploying their own market power
or by colluding with others, fledgling entrepreneurs are likely
to flourish. This is important not only to maintaining a high
rate of invention and innovation – competitive entry, after all,
inevitably destroys the value of existing investments – but to
maintaining a society that is deemed to be fair and open by its
citizens.88 In America, the relative ease of entry has
contributed to the mobility among income groups that has
prevented the class warfare so common in other countries.
Note, however, that it is precisely this result of competition
policy that generates opposition to it by those in government
who prefer to manage the rate of change in society, by those
classes that prefer the status quo to a society in which
arrivistes can eventually despoil the neighbourhoods of those
with ‘old money’ by moving there, and by businessmen with
undepreciated sunk investment that will never be recovered if
barriers to entry are eliminated. 

Let me turn now to the ingredients of a successful competition
policy. They are three.

First, the legislation mandating it must be properly drawn.
Second, the agency or agencies established to enforce that policy
must be staffed with able men and women: economically literate,
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free of biases against business in general and big business in par-
ticular, and independent of the politicians who appoint them.
Third, the procedures followed by these agencies must be con-
ducive to ascertaining all of the facts and competing interpreta-
tions of those facts that a conscientious agency staff and director
need in order to reach considered judgements on very difficult
issues.

Let me treat each of those in turn:

1. Legislation: In Britain, the legislation now embodying the
competitive rules of the game is likely to be significantly more ef-
fective than was the old regime. But that new legislation neverthe-
less is seriously flawed. Those businessmen who decide whether to
compete or collude, and whether to compete fairly or abuse their
market power, have all to gain and little to lose by violating the
law. True, there is the possibility of financial penalties equal to 10
per cent of UK group turnover for up to three years if the infringe-
ment lasted for at least that period. But fines are paid by the share-
holders, not by the executives who concocted the anti-competitive
schemes. And unless you believe that the same executives who
blithely decouple their compensation from their success in build-
ing value for their shareholders worry excessively about mere
fines, which they will not pay from personal resources, you must
agree that fines may not be a serious deterrent to anti-competitive
behaviour.

I agree, of course, that fines, the leniency89 now offered to
‘whistle-blowers’, and threats of irritating and unsettling ‘dawn
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raids’ will have some effect on the propensity of business execu-
tives to fix prices and otherwise undermine market forces. But in
the case of price-fixing conspiracies, big fines are a less effective de-
terrent than small jail sentences. In America, it is the threat of a
stretch as a guest of the government that keeps many an executive
out of a smoke-filled room (actually, price fixers probably now
meet in the smoke-free environments of various hotel suites) in
which prices can be discussed and co-ordinated, as John Shene-
field, formerly head of the antitrust division, pointed out to me
earlier this week. 

Britain has no such deterrent, which is doubly surprising now
that your Home Secretary has decided that miscreants should be
jailed only by day, and then let loose at night. Just as this will free
garden-variety crooks such as burglars and muggers to pursue
their trade after a day’s rest and three square meals at the govern-
ment’s expense, so would this regime leave executives jailed for
price fixing free to complete their social and dinner commitments. 

Seriously, I believe you will find that it will be a long while be-
fore mere fines will destroy the culture of price fixing that perme-
ates British business.

And I doubt, too, that the threat of damage suits, as provided
for in the new Act, will be an effective deterrent. True, an injured
party can bring a suit to recover damages. These suits are expen-
sive, and the ‘loser pays’ doctrine is likely to deter all save the best-
financed firms from pursuing this remedy. The larger,
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better-financed firms, of course, are more likely to be members of
the ‘club’, and therefore less likely to attack their golfing partners
in court.

Even if a plaintiff does prevail, the miscreant pays back his ill-
gotten gains – and no more. Given that the probability of being
sued is less than one, and that the probability that the complainant
will prevail is also less than one, it pays for a potential conspirator
or monopolist to chance paying such damages – nothing to lose,
and all to gain. In America, of course, damages are trebled, so that
a violator of the law must reckon that he may indeed lose a great
deal if he is found to have illegally injured a competitor.

2. Staffing: There are two aspects to staffing: quantity and quality.
Since even the best of economists, lawyers, accountants and other
professionals cannot do good work if overtaxed (a phrase I use
with some trepidation in this venue!), it is good that the staffs of
the various agencies are being expanded. Even a conservative
(small ‘c’) such as I, who believes that that government is best
which governs least, recognises that a more vibrant competition
policy warrants the expansion of the Competition Policy Division
now under way.90 Good competition policy cannot be bought on
the cheap, and pays for itself many times over. 

Then there is the question of quality. Constitutionalists are
fond of saying that yours is a government of laws, not men. They
make the same point in my country. Even a brief descent from the
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ivory tower, however, introduces those of us who work in the com-
petition policy field to the reality that the quality of mind and the
views of the men and women charged with enforcing the competi-
tion laws have a major effect on the effectiveness of those laws. 

Start with ministers: some believe that cases should rise or fall
on the single question of the effect of the questioned practice or
merger on competition; others posit broader ‘public interest’
goals, such as the effect on jobs, or the relative economic health of
regions (by which I believe they mean constituencies). To the ex-
tent that competitive criteria are more susceptible of definition
and measurement than is the concept of the public interest, re-
liance on those economic criteria is more likely to produce consis-
tency and certainty, and less likely to produce political lobbying,
than is the introduction of a public interest test. So my own pref-
erence is for a policy that relies solely on economic criteria. 

But before you say, ‘He would, wouldn’t he; after all he is an
economist’, let me add one thought. I am fully aware that eco-
nomics is not a value-free discipline. When we say that we prefer
competition to regulation, we are saying that we are elevating the
interests of consumers over other, competing interests; when we
say that prices and the allocation of goods, services and resources
are best left to the market, we are assuming that the current dis-
tribution of income is in some sense ‘fair’, or at least fairer, and
incomes certainly higher, than they would be if politicians re-
placed markets as the allocators of the nation’s resources. We
would add that it is more efficient for societies dissatisfied with
the way income is distributed, or the balance that competition
produces between consumer and producer interests, to make the
desired adjustments directly, by direct subsidies and income
transfers, than it is to distort markets. In short: better to pay a

l e c t u r e s  o n  r e g u l a t o r y  a n d  c o m p e t i t i o n  p o l i c y

96



fuel allowance than to distort electricity and gas markets by man-
dating artificially low prices; better to arrange direct income
transfers if a region is adversely affected by a merger that does
not substantially reduce competition, than to prevent the
merger.

So one must applaud the efforts of the Secretary of State for
Trade and Industry to extricate himself from the process of decid-
ing which mergers may go forward, and which may not. That
should leave the competition issues with the competition authori-
ties. If politicians then wish to inject considerations other than
competitive impact into the mix to counter or modify the results of
a decision, they have the legislative tools to do so.

Ministers, of course, also play a role in the selection of those
who direct the enforcement of competition policy. This group in-
cludes members of the Competition Commission; the Director-
General of the Office of Fair Trading; the sector regulators;91 and
the boards that will soon be named to advise the various directors-
general on the policies of their respective agencies. As I have
pointed out elsewhere,92 Britain has been extraordinarily fortu-
nate in its staffing of these important posts – not uniformly fortu-
nate, of course, but in general quite well served.

And there is no question that two relatively recent develop-
ments will improve the quality of enforcement. The first is the
training programme instituted by the Office of Fair Trading in
May of last year to educate its staff and the staffs of the sector reg-
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ulators in the law and economics of competition policy.93 The sec-
ond is the increased reliance on the best sorts of people to enforce
competition laws – economists. Since the alternative is usually a
lawyer, I am doubly relieved to see that policy is in the hands of
economists. After all, lawyers’ devotion to competition is some-
what diluted by the anti-competitive practices they have found so
useful in imposing on society their own view of the proper distrib-
ution of the nation’s income. I find it wholly appropriate that an
agency headed by an economist will be carrying out the Secretary
of Trade and Industry’s request ‘to undertake a review of restric-
tions on competition in the professions, including restrictions on
entry to a profession, reserving categories of work to certain pro-
fessions, and advertising’.94

My hope is that the increasing economic sophistication of this
generation of decision-makers – and I mean no offence to their
predecessors such as Sir Bryan Carsberg who, although afflicted
with an accountant’s training, somehow managed to rise above it
and think like an economist – will bring greater clarity to ques-
tions such as the definition of relevant markets and the distinction
between competitive and anti-competitive behaviour.

These are difficult questions, to be sure. As Donald Hay and
Derek Morris point out, ‘There are rather few examples of market
structure or conduct which we can condemn unambiguously as not
being in the public interest. Similarly, there are few market prac-
tices to which we can give a definitive assent. In most examples, “it
all depends” on the particular circumstances under consideration
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. . . The investigation of the particular circumstances will be no
easy task.’95 It is not easy to determine the outer limits of a product
market – which products limit the pricing discretion available to
producers of other products. Nor is it easy to determine whether a
firm has achieved a dominant position, ‘as a consequence of a su-
perior product, business acumen, or historic accident’,96 to which
sound competition policy does not object, or by the use of anti-
competitive tactics. Nor is it easy to distinguish predatory behav-
iour from the normal competitive give-and-take one hopes will
animate rivals in their efforts to attract and retain consumers.

But I think it not unfair to say that the market definitions cho-
sen have too often been driven by the results sought, rather than
by rigorous analysis, and conclusions concerning the propriety of
competitive tactics too often reflect a desire to conclude an investi-
gation with a self-applauding press release, rather than an effort to
construct a coherent analysis of the real facts prevailing in the
marketplace.

These missteps can be made less frequent by an improvement
in procedures, to which I now turn.

3. Procedure: Here, there is considerable room for improvement.
My own experience is that the procedures used in arriving at deci-
sions could benefit from the introduction of more adversarial
techniques. I am aware, of course, that the nature of the relation-
ship between a firm being investigated and the investigating
agency is quite adversarial. But the method of gathering evidence
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and expert opinion is not. The OFT will tell a firm under investiga-
tion that it has received complaints from unnamed parties about
certain behaviour, but will not make the complaint and its sup-
porting evidence available. Experts will appear before the Compe-
tition Commission, offer differing interpretations of the facts, but
never be required to confront one another so that a discussion of
the differences can reveal to decision-makers the strengths and
weaknesses of each position. The staffs of the agencies are not re-
quired to undergo cross-examination by private parties in the
presence of their directors-general so that these directors-general
can fully appraise and understand the quality of the advice they
are being given; instead they generally rely on the staff’s version of
the other party’s contentions. 

As I said earlier, the issues in these cases are extraordinarily
difficult, once we get beyond cases of overt price fixing, replete
with smoking guns. The quality of decisions can only benefit from
a full vetting of the facts and analysis underlying the contentions
of the opposing parties.

And the consistency of policy can only benefit from a reduc-
tion in the opaqueness that often characterises decisions. These
documents are extremely important, not only because they resolve
the case at issue, one way or the other, but because if well drafted
they provide businessmen and their counsel with a guide to future
behaviour.

Let me now turn to a question that is increasingly raised:
Should traditional competition policy be applied to the new, so-
called high-tech industries? The short answer is ‘yes’97 [for reasons
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set forth in my lecture to the Federalist Society, reprinted herein].
I would like to close on this final note. Thanks to the Chancel-

lor, we are witnessing a recognition of the fact that competition
policy has an important role to play in achieving the macroeco-
nomic goal of sustained non-inflationary economic growth. We
now look at this aspect of microeconomic policy through the
prism of the goals of macroeconomic policy. But we must also do
the obverse, and recognise that macroeconomic policy, and most
notably taxation, must not inhibit our ability to achieve the micro-
economic goals of greater entrepreneurship, efficiency and pro-
ductivity. High and rising taxes on what to left-leaning politicians
seem like ‘high earners’, limitations on share option schemes, tax
regimes so complex that no small businessman can hope to cope
with them, taxes that discourage the lone entrepreneur working
from his home – all of these offset the beneficial effects of a vigor-
ous competition policy. If microeconomic policy is to be put to the
service of macroeconomic policy, macroeconomic policy must not
be so crafted as to offset the gains that vigorous competition policy
can bring.
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Lessons for UK regulation from recent US experience

This lecture was delivered at the Royal Society of Arts, London, on 7 De-
cember 1995 as part of a series of lectures on regulatory policy sponsored
by the Institute of Economic Affairs.* By this time I had overcome my re-
luctance to hold American experience up as a model from which British
policy-makers might have something to learn. It is satisfying to note
that British regulatory policy has recently moved in the direction of
American policy, especially in the matter of procedure, with single regu-
lators now benefiting from advisory boards, and the process of decision-
making becoming more transparent.

I have three reasons for approaching the assignment of concluding
this most distinguished lecture series with great trepidation. First,
it is daunting to follow so distinguished a group of speakers, all of
whom were able to enrich the knowledge of an audience already as
well informed as this one. Second, it is somewhat awkward for an
American to appear before a British audience to suggest ways in
which its members might improve – by being more like Ameri-
cans! Third, my assignment is fraught with peril. I am asked to

2 THOUGHTS ON
REGULATORY POLICY

* Subsequently published in M. E. Beesley (ed.), Regulating Utilities: A Time for
Change?, Readings 44, Institute of Economic Affairs, London, 1996.



extract from recent American experience with regulation some
‘Lessons for UK Regulation’. This assignment rests on two rather
dubious assumptions:

1. It assumes that a foreigner can understand just what is going on
in Britain’s regulatory arena. That is an heroic assumption, since
the regulatory process here is not as transparent as the one in my
country, a point to which I shall return in a moment. In his won-
derful book on your country’s constitution, Peter Hennessy refers
to ‘. . . this curious compound of custom and precedent, law and
convention, rigidity and malleability concealed beneath layers of
opacity and mystery . . . ’1 I won’t go so far as to argue that Britain’s
regulatory process is as opaque and mysterious as its constitution.
But I will suggest – by way of exculpation for any errors I am about
to make – that an outside observer such as myself does not always
find the published decisions of regulators, the competition au-
thorities and the Department of Trade and Industry a crystal-clear
guide as to what really went on, what was really decided, and what,
in apparently similar circumstances, might be decided in the fu-
ture.

2. A second, and even more problematic, assumption underlying
my topic, ‘Lessons for UK Regulation from Recent US Experience’,
is that it assumes that someone in Britain believes that it is indeed
possible to learn from American experience. Experience teaches
me, however, that an American imprimatur does not guarantee
that an idea or product will be well received here. It is not the
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equivalent of a royal warrant. Indeed, it has been my experience
that my British friends very often succeed in scuppering an idea
they find disagreeable by the simple expedient of labelling it
‘American-style’, as in the phrase ‘American-style fast food’. Thus,
when the debate about aviation policy was raging here, anyone
who suggested that American experience with free and open com-
petition might contain lessons for Britain was accused of propos-
ing ‘American-style deregulation’, code words for anarchy and
chaos. And when the various ‘OFFs’ – wat, gas, er and tel – were
being established, any suggestion that procedures be adopted to
make the regulatory process transparent and accessible to all af-
fected parties was derided as an invitation to ‘American-style liti-
gation’, a fate that would eventually doom regulators to be
harassed by (a) silly consumers who presumed to know when they
were receiving poor service and when they were being held to ran-
som, and (b) potential new entrants who thought that a willing-
ness to risk their capital somehow gave them the right to compete
with incumbent service providers.

True, ‘the litigious nature of the American [cost-plus] system
. . . might have posed less acute problems in the more secretive
British framework’, as one leading British academic has argued.2

But it was, nevertheless, to be avoided. (I am not here arguing in
favour of a full-employment act for lawyers. Or even for econo-
mists, although such legislation would have one major advantage:
economists involved in regulatory proceedings would have less
time to unburden themselves of economic forecasts.)

Indeed, so great was and is the fear of ‘American-style litiga-
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tion’ that one would think that acceptance of the American proce-
dural model would doom Britain to a situation in which it would
be impossible for ambulance drivers to respond to emergency calls
lest they run down the horde of fee-crazed lawyers that would be
spawned as the American disease spread from the offices of the
regulatory bodies onto the streets of Britain’s cities and towns like
some noxious plague.

This decision to establish a decision-making process that, to all
intents and purposes, excluded consumers from participation re-
lied on the very English notion that responsible chaps know what
is best for the public. So the government established a regime in
which the director-general of this or that ‘OFF’ would sit down
with his counterpart in the regulated company and come to a mu-
tually agreeable determination of just where the public interest
lies.

This had – and still has – two serious drawbacks. First, it se-
verely limits the range of inputs available to the regulator. Second,
it denies to the regulators’ decisions the credibility that only open
systems can provide.

Another error was to rely on a single decision-maker, the
director-general. This tends to personalise the regulatory process,
producing a stream of ‘look what Bryan Carsberg has done now in
his mad effort to inject competition’; ‘how could Professor Lit-
tlechild be so unworldly as to suggest he might review regulatory
policy when such a review might move markets’; ‘look how much
Ms Spottiswoode is being paid’; and ‘why is Don Cruickshank try-
ing to wreck BT?’ A good example of this personalisation is re-
flected in a recent report on page one of the Financial Times (24
November 1995): ‘the war of words’ between Don Cruickshank,
Director-General of Oftel, and Sir Ian Vallance, Chairman of BT,
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said the paper, escalated as Sir Ian wondered ‘what lies behind the
director-general’s ambitions’ and Mr Cruickshank questioned
BT’s business ethics. Policy becomes obscured by personality.

This personalisation of the regulatory process might have been
avoided had the government looked to US experience and chosen
one of the two alternative regulatory formats available to it. It
could have set up multi-member commissions to monitor each of
the regulated industries, or it could have established a single,
multi-member regulatory body to monitor them all. Consider, for
a moment, the advantages of the latter structure, one which is
used in almost all states in America.

The problems facing regulators in the gas, electric and tele-
coms industries have much in common – water, I believe, may be
a special case. Each of these industries is regulated so that the
prices it charges change in line with the Retail Price Index (RPI)
minus some X factor to account for productivity improvements.
Initially, X was of necessity set quite arbitrarily. As Professors
Beesley and Littlechild so elegantly put it, ‘There is nothing
unique, optimal, or mechanical about the initial choice of X.’3

After all, who could tell just how much fat had accumulated on the
bones of the publicly owned utilities during their long, slothful pe-
riod of inactivity in the public sector? And who could tell just how
much improvement in productivity it would be possible to obtain?

But as time passed, the staffs of the regulatory agencies should
have been able to move to more reasoned determinations of X.
They became familiar with various studies of total factor pro-
ductivity, and of the advantages and limits of using benchmarks,
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perhaps even benchmarks derived from international data of the
sort recently used by Oftel to raise questions about BT’s efficiency.
The underlying techniques involved in doing such productivity
studies are quite the same, whether one is dealing with the electric
industry, the gas industry or the telecoms industry. Surely there
must be advantages to having one regulatory body perform these
analyses for all of the regulated industries?

So, too, with questions of access. The competition policy and
other economic issues involved in determining the terms of access
to the telecoms, gas and electric networks are certainly not identi-
cal. But they have sufficient similarities so that there are
economies of scale in the process of learning how to deal with
them – a regulator who has confronted the problem in one indus-
try has moved up the learning curve sufficiently to have a head
start when he confronts it in another.

In the event, the government decided that the American proce-
dural model – open hearings, multi-member regulatory bodies, an
overall OFREG, instead of OFTEL, OFGAS and OFFER* – was not to
be adopted in Britain. It decided, too, that the American method of
setting prices on the basis of cost-plus-a-reasonable-return was not
acceptable, and that it was preferable to develop a system in which
the prices charged by the newly privatised utilities would be related
to the rate of inflation with adjustments for projected improve-
ments in productivity. The reasons for rejecting use of cost-of-
service regulation were two: a fear that cost-plus pricing provides no
incentive to efficient operations, and a feeling that the ‘plus’, i.e. the
cost of capital, could not be determined with acceptable precision.
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The first of these fears has some basis in fact – but only some.
For it gives no weight to what is known as ‘regulatory lag’. Outside
observers see the sometimes leisurely pace of America’s regulatory
proceedings as an unambiguous evil. They miss an important
point: regulatory lag provides the incentive to efficient operation
that would be absent were cost-of-service regulation instanta-
neous. For regulated companies know that if they succeed in low-
ering their costs it will be some time before the regulator will
initiate hearings, and even longer before he concludes them. Dur-
ing that time, the increased profits resulting from the lower costs
will flow through to the bottom line and to the shareholder. Simi-
larly, if the companies allow costs to rise, it may be some time be-
fore the procedure for obtaining relief is concluded, during which
time profits will fall.

Thus does regulatory lag provide an incentive to efficiency that
would otherwise be absent from a cost-based regulatory system. In
short, cost-of-service regulation provides some of the advantages
that British policy-makers thought inhered only in the RPI-X for-
mula. And it avoids the problem created by a lack of explicit atten-
tion to the possibility of monopoly profits.

The second factor that led to the rejection of a cost-based regu-
latory scheme was the perception that it would be difficult to de-
termine the rate of return investors should be allowed to earn on
the capital prudently committed to the business. That important
conceptual and data problems face anyone charged with the re-
sponsibility for determining what is known as a fair rate of return
there can be no question, as both Alfred Kahn4 in my country, and
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John Vickers in yours, have pointed out, the latter calling profit
measures ‘subjective, open to manipulation, and prone to an in-
herent problem of circularity’.5 But neither can there be any ques-
tion that the theoretical and data problems facing anyone
attempting to determine the appropriate rate of anticipated pro-
ductivity improvement, X, make those faced by a seeker after the
cost of capital, k, seem trivial by comparison. In part this is be-
cause the resources-rich financial community has long had a stake
in sharpening the analytical tools with which to measure the cost
of capital and such of its components as the financial and other
risks faced by investors. In part, too, it is due to the fact that gen-
erations of regulatory hearings in the United States have invited
those with different theories of cost-of-capital measurement to
thrash out their differences, while efforts to measure such con-
cepts as total factor productivity are a relatively new element of
regulatory proceedings.

But there is a more fundamental and enduring reason why it
will always be more problematic to determine X than k. There are
real transactions involving real money in real, competitive finan-
cial markets to guide us towards at least reasonable approxima-
tions of what any regulated firm must pay to attract capital. But
when we turn to X we set sail on a sea of doubt. We are trying to
capture the cost reductions that would have occurred naturally, as
the result of exogenous forces and the intrinsic character of the in-
dustry under examination, and without any particularly distin-
guished management effort. That natural or automatic portion of
any improvement in productivity will go to customers in the form
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of lower prices. (I leave aside, as requiring a separate paper, the
question of which customers should be selected by the regulator as
beneficiaries of this natural rate of productivity improvement.)
Any productivity gain in excess of the natural rate is assumed –
and I do mean assumed – to be attributable to some extraordinary
skill and effort on the part of management, and therefore flows
through to shareholders – after, of course, the managers appropri-
ate a modest portion for themselves by way of self-congratulation.

Unfortunately for the British consumer, it was impossible for
anyone in authority to imagine just how inefficient the public sec-
tor utilities had become. As John Reynolds, electricity analyst with
James Capel, has pointed out, ‘. . . everyone underestimated the
inefficiency of nationalised industry’.6 That is not surprising, since
the wild overmanning, egregious insensitivity to consumer wants,
and inflated prices had all occurred under the supposedly watchful
eyes of the very ministers who were now setting up the regulatory
system under which X would be determined; they could hardly be
expected to recognise the full extent of the inefficiencies accumu-
lated on their watch. Of course, it was conceded, the monopoly
electric service had chosen a capital-wasting means of generating
electricity; true, the chaps at British Telecom had taken on rather
too many staff; and there could be no denying that the manage-
ment of British Gas so intimidated ministers that they dared not
question the gas monopoly-monopsonist’s decisions. But these
minor excesses would surely disappear as the newly liberated
managers pursued the incentives provided by that wondrous reg-
ulatory tool, RPI-X.

Or so everyone thought. In fact, the public sector companies
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were so bloated, so inefficient, so unconcerned with that annoying
creature, the customer, that it was what teenagers now call a ‘no-
brainer’ for managers to increase efficiency at a far more rapid rate
than any propounder of a specific X could imagine, with conse-
quences I shall discuss in a moment.

Add to that the government’s political calculation that Tory
rule would be assured well into the next century if it could create a
nation of shareholders, or at least a nation in which there were more
shareholders than trade union members. This prompted it to sell
off British Gas as a vertically integrated monopolist-monopsonist;
to protect British Telecom from all save peripheral competition
with its duopoly policy and a cable television franchising system
guaranteed to prevent vigorous competition for the right to provide
alternatives to BT; and to moderate the pace at which competition
could be introduced into the electric supply business.

This, despite warnings and complaints from Colin Robinson,7

George Yarrow,8 John Vickers9 and a host of others. I well recall
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joining Ralph Harris in a visit to the appropriate minister to plead
that the gas industry be restructured before it was privatised and
turned loose on an unsuspecting public. I recall, too, being told
that the goals of privatisation were (1) to maximise the number of
shareholders, (2) to give ‘Sid’ [the small shareholder] a good run
for his money, and (3) to be sure not to antagonise British Gas’s
management. Effective regulation was notably absent from the
list. All three goals were, indeed, achieved, although the last only
temporarily.

These interrelated errors – closed procedures, single regula-
tors, refusal to control profits – have now come back to haunt the
government in the following ways:

1. By rejecting America’s open procedural model in favour of
what Professor Price calls ‘the more secretive British
framework’, the government has denied the regulatory
process the public credibility on which its success and
acceptance crucially depend.

2. By rejecting the American multi-person commission in favour
of a single regulator, policy-makers have personalised the
regulatory process, causing issues to be fought out in the
atmosphere of High Noon.

3. By rejecting the use of profit controls, and relying on
necessarily wild and, in the event, incorrect guesses as to
attainable productivity improvements, the creators of
Britain’s regulatory system have permitted the utilities to
earn monopoly profits and to overpay executives, all of whom
had somehow managed to avoid having international
recruiters pound on their doors during their tenure in the
public sector.
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4. By avoiding restructuring, the government created a tangle of
regulatory and competition policy problems that have been
the subject of some of the earlier lectures in this series, and to
which I now turn, with special reference to recent American
experience in the electric industry.

In my country, as in yours, we are on the verge of an era in
which it should be possible for all electricity customers to shop for
supplies, mercifully reducing the need for direct regulation, at
least in the generation sector. Entry into the generation business is
now technically possible, especially in this era in which low-priced
natural gas combines with new technologies to make a nonsense of
old arguments that there are overwhelming economies of scale in
power generation. And, perhaps after some irritating delays of the
sort you seem to be facing here, billing and other arrangements
will be sorted out.

So natural barriers to entry and customer-billing problems are
not barriers to competition in electric supply. In my country, the
principal barriers to competition are four:

1. Stranded assets. Ours is an industry characterised by vertically
integrated suppliers operating pursuant to monopoly franchises in
specified geographic areas known as service territories. All utilities
have an obligation to serve all comers, pursuant to which they built
expensive plant in anticipation of demand which, in many cases,
did not materialise. So long as the utility operates under the
protection of its monopoly franchise, it can charge prices high
enough to permit it to recoup its investments, and a reasonable
return thereon, assuming, of course, that the investments were
prudently made – again, a subject for another paper. Allow
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competitors to enter, offering prices based on low-cost, gas-
burning generating equipment, and the incumbents will have what
has come to be called ‘stranded assets’ – to the tune of billions of
dollars. And they will also be burdened with still more
unrecoverable costs in the form of high-priced power purchase
contracts, often signed at the insistence of the regulators. To force
them to swallow these costs, argue the incumbent utilities, would
be unfair, since the now-excess capacity was built pursuant to a
social contract between regulator and regulated: you invest enough
to serve all possible customers, and we will allow you a reasonable
return on your investment. I have elsewhere analysed the economic
and equity issues surrounding the arguments about ‘stranded
investment’;10 what is relevant here is that the presence of this
stranded investment is the source of the American utilities’ bitter
fight to delay the introduction of competition in retail markets.
And with good reason. The mere consideration of a competitive
model by California’s regulators caused a 20–30 per cent sell-off in
the shares of the state’s utilities. Indeed, if the generating assets of
electric utilities were marked to market – valued at what they
would be worth if the power they produce were sold at competitive
prices – many US utilities would have negative book value.

2. Vertical integration. The second barrier to competition is the ver-
tically integrated structure of the electric utility industry. New en-
trants into power generation must move their electricity over
transmission and distribution wires owned by the very utilities
with whom they aim to compete. With reason, they worry that the
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terms and conditions of access might be so stringent as to make it
impossible for them to compete, even though they are more effi-
cient at generating electricity. As Harvard Professor William
Hogan, who has studied this problem more intensely and intelli-
gently than any American observer, noted in a privately circulated
but not confidential memorandum, ‘. . . Competition in genera-
tion can be sensitive to the transmission and pricing rules.’ In
recognition of that fact, the Federal Energy Regulatory Commis-
sion, which regulates the interstate transmission of power, has hit
upon the rule of ‘comparability’. Broadly stated, this means that
any vertically integrated utility that comes before the Commission
to have a merger approved, or for almost any reason, must agree to
move the power of any competitor on terms comparable with
those on which it transmits the power produced by its own gener-
ating stations.

This is a solution that might commend itself to your Monopo-
lies and Mergers Commission when it examines the proposed rein-
tegrating mergers now before it. It certainly has considerable
support in many segments of the American industry and in the
regulatory community. But I would urge the MMC to consider,
too, the possibility that comparability is unattainable. The dimen-
sions of wires service are complex; the owners of the wires have a
strong incentive to manipulate the terms of access when they also
own generation facilities; and, as John Vickers reminded us last
week, ‘A vertically integrated firm that dominates one level of pro-
duction has an obvious profit incentive to distort downstream
competition by raising rivals’ costs and discriminating in favour of
its own downstream unit.’11 Professor Vickers went on to note,
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‘if conduct regulations were perfect and costless, the anti-
competitive behaviour problem could be solved without resort to
structural remedies. But it isn’t so.’ And this is not to criticise the
regulators. Information asymmetry disadvantages them; as does
an enormous difference between the resources available to the reg-
ulated and those at the disposal of the regulator; as does the inher-
ent difficulty of defining the service that is being regulated, costed
and priced. In the end, if emerging competition at the retail level is
not to be strangled at birth, structural separation of the generating
and wires businesses will probably prove necessary where there is
substantial market power at either vertical level. And just such
separation has been proposed by several American utilities as part
of a ‘grand bargain’, the quid pro quo being permission to recover
their stranded investment.

So, too, in the telephone industry. So long as BT controls the
telecoms network, two problems, both insoluble, will bedevil the
regulators. The first is the terms on which competitors should be
granted access. The second is determining the dividing line be-
tween fair and unfair competition, between vigorous competition
and predation, between practices that protect a market position
and those that erect unreasonable barriers to entry. Don Cruick-
shank’s willingness to seize the poisoned chalice of monitoring
BT’s competitive behaviour is admirable, but it represents, I fear,
the triumph of hope over experience – experience with efforts to
regulate vertically integrated companies.

3. The greens. The third barrier to emerging competition in
America’s electric supply industry is the political clout of the
environmental movement. So long as each utility had a monopoly
of its service territory, it could acquiesce in the demands of
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environmentalists for a host of economically inefficient con-
servation arrangements, and for wider use of environmentally
benign but high-cost power supply technologies. After all, the costs
could be passed on to captive customers. But times have changed.
Competition from new, low-cost producers makes continuation of
the anti-consumer, utility/environmentalist alliance impossible.
So the environmentalists have enlisted in the anti-competition
cause, or at minimum are demanding that a ‘green surcharge’ be
added to prices imposed on new power producers for the use of
transmission and distribution wires. I believe you will find similar
pressures developing in Britain if competition forces incumbent
suppliers to cut back on environmental expenditures.

4. State regulators. The fourth barrier to competition is the state
regulator. These regulators, many elected to office, worry that
competition will benefit only large, industrial customers, who can
threaten to move their plant or expand in some other state; lower
rates to these customers, they worry, will force utilities to recoup
lost revenues from the small householder who does not have much
bargaining power. So, in many states regulators have specifically
rejected the idea of subjecting the utilities they regulate to compe-
tition from outside suppliers.

Despite these obstacles, competition is breaking out all over.
Large customers have begun shopping for power supplies, and are
being offered substantial discounts. Some regulators are consider-
ing how to develop more competition in wholesale markets, with
California serving as the battleground for those who would force
all generators to sell into, and all customers to buy from, a pool,
and those who would allow bilateral deals between customers,
producers, brokers and aggregators.
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This dispute, of course, is simply a specific variant of the old,
general argument about the virtues of co-ordination v. competi-
tion, with co-ordination advocates having the advantage of seem-
ing to be able to predict the consequences of their proposals, while
market advocates cannot. But, in my view, that is precisely why
market advocates should prevail: their inability to predict the re-
sults of competition stems from the fact that those results will be
determined by consumers expressing their price and quality pref-
erences in unpredictable ways. It is they who will decide how much
power is needed, where, at what prices, and in what combination
of firm and interruptible supplies. Central planners need not
apply.

Questions of how to apply competition policy have not yet
arisen, but will soon: the Antitrust Division of the Department of
Justice has only now begun to take a serious interest in the electric
utility industry. That interest has been reflected, first, in a greater
inclination to examine the competitive impact of the mergers that
are occurring in the utility industry. It is reflected, second, in
queries about the operation of some of the regional power pools,
and in particular the terms on which the co-operating competitors
who are members of the pool are willing to make transmission and
other services available to non-members. Remember: in America
the Federal Energy Regulatory Commission and state regulatory
bodies have, in a sense, primary jurisdiction in these matters. But
the heightened interest of the competition authorities should in-
crease the weight given to competitive impacts by the regulators.

Let me now summarise the five lessons to be gleaned from
American regulatory experience:12
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1. Structure matters. Business historian Thomas McCraw put it well
in his wonderful study of regulation and regulators: ‘More than
any other single factor . . . underlying structure of the particular
industry being regulated has defined the context in which regula-
tory agencies have operated.’13 Both British and American experi-
ence suggest that a vertically integrated monopoly is the most
difficult of all beasts to regulate: integrated companies can use the
natural monopoly of their transmission grids – gas pipelines, elec-
tric transmission lines, the telephone network – to deter entry into
other strata of the business.

2. Competition matters. Even limited competition provides regula-
tors with some benchmarks against which to measure the
performance of a dominant firm; gives consumers some alterna-
tives; spurs the dominant firm to reduce costs, improve service,
and innovate.

3. People matter. In the regulatory game, people matter. While
regulators are limited by the economic forces at work at any time,
their biases, intellects and perseverance can affect the regulatory
process in important ways. In America, Alfred Kahn’s penchant
for economically sensible pricing was a powerful force for rate
restructuring in the electric business, and his preference for
competition hastened the demise of airline regulation. In Britain,
Sir Bryan Carsberg rose above his training as an accountant to
adopt an economist’s attitude towards such concepts as cost. So
far, Britain has managed to find a set of quite able, fair-minded
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regulators. Americans have little to offer by way of suggestions for
improvement.

4. Procedure matters. Open processes add credibility to the result,
and give regulators access to varying points of view. Expedition at
the expense of a full presentation of all viewpoints is very dearly
bought.

5. Profits matter. A regulatory formula that ignores the profit levels
it produces cannot survive politically. Nor should it, for a formula
that produces profits that are inadequate to attract capital will re-
sult in a derogation of service, and one that produces monopoly
profits will unduly enrich shareholders and managers at the ex-
pense of customers. This may be why Britain’s regulators have
been driven to an explicit examination of the cost of capital in de-
termining a proper figure for X. But this obscure and merely tan-
gential use of profits in the regulatory formula still leaves
regulators open to the charge of condoning excess profits – a not
unreasonable reaction from a public untutored in the arcane
niceties of regulatory computations.

Finally, I would like to touch briefly on competition policy, since I
believe there are important lessons to be learned from US experi-
ence. These are:

1. Competition policy functions best when it is not overlaid with
other objectives. If a practice is anti-competitive it should not be
condoned; for example, because it creates jobs, since such jobs will
exist at consumer expense and will in the long run make the econ-
omy less competitive in world markets. Nor should mergers that
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create dominant firms be justified on the basis of a need to create
‘national champions’ to compete in world markets. If such ‘cham-
pions’ can’t compete at home, they won’t in the long run be able to
compete abroad.

2. Competition is desirable in and of itself, and not only because it
produces an efficient allocation of resources, or because multiple
players, particularly in industries subject to rapid technological
change, are likely to produce a greater variety of products and ser-
vices, at lower cost, than is a single, all-dominant firm. It is desir-
able, too, because (a) it eliminates the need for government to set
prices and otherwise involve itself in business matters; (b) it dif-
fuses private economic power and creates an atmosphere that en-
courages entrepreneurs to take the risk of challenging
incumbents, who they know will be restricted only to responses
stemming from their efficiency, rather than their sheer power; and
(c) it produces enough players to minimise the political power of
the largest firm.

3. Certainty is not attainable, at least not if competition policy is to
remain a flexible instrument. A few per se rules are possible, the
outlawing of conspiracies to fix prices being the most notable. But
attempts to limit market shares penalise success, and attempts to
ban certain competitive practices, without inquiring into their
competitive impact, stifle competition. In the end there is no
avoiding a careful analysis of competitive impact, on a case-by-
case basis.

4. A modicum of predictability is attainable. This necessarily
means that a body of precedent must be developed to provide
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some guide to businessmen and their counsel, some means of sep-
arating acceptable from unacceptable behaviour. The deliverers of
such decisions carry the burden of being clear and explicit, of care-
fully setting forth their reasons for rejecting this argument, for
adopting that one, for defining a market one way and not another.
A simple recitation of each party’s contentions, followed by unex-
plained conclusory paragraphs, is not enough.

I hope these few remarks have not offended you. It is always diffi-
cult for an outsider to be in the position of telling an audience that
‘we do it differently, and better, where I came from’. That has not
been my intention. Indeed, it is we who have borrowed from you
the notion of introducing more incentives into the regulatory sys-
tem, and we who are trying to benefit from your experience with a
power pool as we restructure our own electric utility industry. So
my goal was merely to offer you a few bits from the American sys-
tem by way of reciprocation. I hope that I have succeeded, at least
in small part.
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Vertically integrated utilities: the regulators’ poison’d
chalice

This paper was presented at a Seminar on Vertical Issues in Public
Utilities, sponsored by the Regulatory Policy Research Centre, Hertford
College, Oxford, on 6 January 1997. It argues that vertically integrated
utilities are difficult if not impossible to regulate, and that structural
changes may often be the only way of achieving efficient performance
where one horizontal level of an industry possesses substantial monop-
oly power.

It was my hope, when we first agreed that a paper on recent
experience in the US electric industry might enrich a seminar on
vertical integration in the utility industries, to present some em-
pirical tests of the effect of vertical integration on various indica-
tors of the vigour of competition. After all, in my country we now
have fully integrated electric companies; we have companies that
are spinning off some or all of their generation; and we have non-
integrated generators. It would be wonderful to compare the per-
formance, prices and profitability of these variously structured
entities. Alas, we cannot – those familiar with my limited econo-
metric skills will want me to substitute ‘I cannot’ for ‘we cannot’ –
for three reasons.

First, not enough time has elapsed to give us a database that
has any meaning. Indeed, some companies are still in the process
of demerging, spinning off some or all of their generating plants,
and concentrating on the ‘wires business’. Others are remaining
vertically integrated, and some of these are merging with neigh-
bours, allegedly in search of economies of scale and scope but, in
my view, more in the hope of becoming so big as to be immune to
a hostile takeover. Still others are trying to become total energy
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companies by acquiring natural gas companies. Some electric util-
ities are diversifying into such lines of business as the provision of
securities services, rounding up customers by pointing out that a
burglary occurs every five seconds in America. The stated theory
behind these purchases is that the customers of security services
firms are potential customers of Western’s energy and energy-
related products and, in the case of the ADT acquisition, that the
merger’s successful conclusion will provide a well-known brand
name that will facilitate the marketing of energy services. 

Many utilities are making overseas acquisitions. Stated mo-
tives vary, and include a hunt for growth no longer seen as avail-
able in America’s electricity market, the desire to gain experience
operating in a competitive environment, or in foreign markets,
and the hope of finding regulatory environments more benign
than those in the United States. (The likelihood that these hopes
will be realised would make an interesting subject for another
paper.)*

All of these developments, most of them very recent, mean we
do not have meaningful and readily classifiable performance data.
Perhaps some day we will have a wonderful database with which to
analyse the efficiency gains attendant upon these various strate-
gies. But that day is yet to come.

A second reason why it would be difficult to assess the relative
performance of variously structured companies is the fact that all
price and cost data reflect the prevalence of excess capacity, what
Harvard Professor William Hogan calls ‘the hangover of old mis-
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takes’. Lower prices, by this reckoning, cannot be taken as evi-
dence of the benefits of competition or of some structural change
in the industry; they may as well be attributable to the presence of
excess capacity constructed years before reformers fired a whiff of
competition across the industry’s bow.

A third reason why an empirical analysis of the effects of verti-
cal integration in the utility industries is not possible – and may
never be – is that costs, prices and profits are determined by men,
not markets – that is, by federal and state regulators. Low rates –
that is, our American term for what in Britain are called prices –
may be due to stricter-than-average regulation rather than better-
than-average efficiency. High costs may be due to relaxed cost-plus
regulation, or to regulators with a penchant for loading environ-
mental costs on the companies they supervise. High profits may be
due to managerial efficiency in bringing costs down, or to incom-
petent regulators who allow companies to over-earn relative to
their costs of capital. 

Even if it were possible to engage in some empirical compari-
son of, say, the performance of power stations owned by vertically
integrated utilities and pure generators, I am not sure the exercise
would tell us much about a future in which competition is sched-
uled to replace regulation in the generation sector. The more in-
teresting question is what kind of performance we can expect in
the future, under various assumptions about the vertically inte-
grated nature of the electric utility industry.

So I fear you will have to bear with me while I share impres-
sions rather than data with you, and rely on anecdotes rather than
systematic data sets.

As many of you know, America’s electric utilities own many
large generating stations, among them many nuclear stations. It is
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worthwhile for students of the regulatory process to consider just
how these plants came into being. Economists were forecasting
that oil prices would soon reach $100 per barrel, and policy-
makers were concerned about the Arabs’ use of their so-called ‘oil
weapon’ to cut off supplies of oil. So, oil was a disfavoured fuel.
Natural gas, it was thought by Washington’s energy planners, was
likely to be a scarce resource, and as such should be reserved for its
highest and best use, seen to be house-heating and cooking. So the
federal government prohibited its use as a boiler fuel to generate
electricity. Coal was considered a dirty, polluting fuel, especially in
the Northeast, and its use interdicted or frowned on by the au-
thorities. That left nuclear power, energy that was going to be ‘too
cheap to meter’. 

The electric utility industry, of course, did not exactly resist the
idea that nuclear was the wave of the future. After years of being
considered stodgy, utility executives had an opportunity to be on
the cutting edge of a new technology. And the regulatory system
seemed to promise them a guaranteed return on any investment
they made in this capital-intensive technology. Never mind that
regulation only provided them with an opportunity to earn a fair
rate of return on their investment; or that regulators might later
decide that the investments being made were for some reason ‘im-
prudent’. Nuclear was the fashion: it held out the promise of limit-
less supplies of electrical energy at prices immune from inflation,
since those prices would be set largely with reference to the his-
toric cost of the capital interred in the nuclear stations.*
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So we had a combination of bad forecasts; regulatory discour-
agement or outright prohibition of the use of oil, gas and coal; and a
regulatory system that seemed set to reward the most capital-
intensivetechnologieswithareturnonallinvestment,whilepenalis-
ing expense-intensive technologies by allowing only a flow-through
of expenses into prices, with no profit add-on. Add to that a belief in
economies of scale and the excitement of a new, quintessentially
‘modern’ source of electricity, and you get nuclear power.

In the event, many of these plants proved to be more expensive
to build and to operate than originally thought. In part this was an
inevitable consequence of the learning process associated with
new technologies; in part it was due to the insistence by smaller
utilities, with no opportunity to move up a learning curve, that
they build and own one of these modern structures; in part it was
due to the electric companies’ reliance on contractors with little in-
centive to operate efficiently; in part it was due to the unhappy co-
incidence of unduly protracted licensing proceedings and a period
of rapid inflation that drove nominal costs through the roof. One,
budgeted at something like $245 million, cost $5.5 billion – and
then never went into service, the victim of appalling business deci-
sions, and of regulatory and political machinations that would
make a wonderful novel, one in which the last chapter is being
written as we sit here, as politicians, desperate to redeem a pledge
of cheaper electricity for an important constituency, concoct a
merger of Brooklyn Union Gas Company and the Long Island
Lighting Company, with a quasi-state takeover to follow to permit
the substitution of tax-free bonds for the existing debt, which
bears a higher interest rate.*
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The prevalence of cost overruns such as this led to an acrimo-
nious round of regulatory battles known as ‘prudence reviews’,
from which few emerged with honour. Regulators who had enthu-
siastically supported nuclear power and issued certificates to elec-
tric companies to permit them to build these plants suddenly
reversed field and disallowed some of the construction costs on
the grounds that they were imprudently incurred. Utility execu-
tives who persisted in building these plants long after it became
clear that they were an expensive alternative to fossil fuels or, so
the greens promised, to conservation measures, argued that con-
sumers should bear the full cost of these power plants. Environ-
mentalists who had opposed the use of fossil fuels, the only
realistic alternative to nuclear power, leaped in to criticise the
companies that had tried to meet their obligations to serve by
building ‘clean’ nuclear stations, suddenly deciding that they
didn’t like nuclear power either, and discovering sun and wind.
And politicians who had meddled in markets – discouraging the
use of fuel oil so as to reduce dependence on the Middle East;
frowning on coal as a ‘dirty’ fuel; and controlling natural gas prices
in a way that created a shortage, which shortage begat further in-
tervention in the form of a prohibition on the use of natural gas as
a boiler fuel – professed shock at the complicity of regulators and
utility executives in the construction of nuclear power stations.

So much for background. The battles over what portion, if any,
of the industry’s investment in nuclear plants it should be allowed
to recover in rates were mere skirmishes until recently. Generally,
the state regulators disallowed some portion of the investment, or
permitted the companies to amortise some of it without earning a
return, but did not (with a few exceptions) adopt attitudes so puni-
tive as to threaten the companies with bankruptcy. After all, each
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company retained a monopoly in its service territory, and did not
have to fear that its rates would be so high as to threaten it with a
significant migration of customers. Those few customers who
might leave the area in pursuit of lower rates elsewhere, or might
turn to self-generation, could be and were given special discounts.
And if rates got high enough to attract the attention of politicians,
special rates for the poor could be put in place. So there was no
market constraint on the ability of companies to recover a good
part of their investment in even very costly nuclear plants.

Then, everything changed. Technological advances produced
small generating stations that could compete successfully with the
giant central stations. Natural gas prices fell, making gas-fired gen-
eration attractive. To give you some idea of the problem faced by
owners of capital-intensive plants, consider these very rough num-
bers. The full cost, including capital costs, of a nuclear plant is
something like 7–11 cents per kilowatt hour. The full cost of a new
gas-fired generator is 2.5–3 cents per kilowatt hour. 

Obviously, if newcomers were permitted to compete, they
could build plants that would produce electricity cheaply enough
to win business from incumbents, unless those incumbents were
willing to charge less than average total cost for their power, i.e. to
write off a substantial part of their investment. In some cases even
this would not be good enough: I am told that running costs of nu-
clear stations vary from less than 2 cents to more than 5 or 6 cents
per kilowatt hour – and this does not include the on-going capital
investments for which these plants seem to have an insatiable ap-
petite. The lower-cost units can recover operating costs, plus a bit
of a margin, competing with new gas-fired units; the higher-cost
plants would have to sell at below marginal cost to continue oper-
ating if competition were given free rein or, if reason prevails over
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some regulatory fix-up, be shut down. Indeed, seven nuclear plants
have been shut down in the past eight years, and several utilities
are now agonising over decisions about whether to retire nuclear
plants, perhaps even before their operating licences expire.* Anti-
nuclear activists estimate that 25 of the nation’s 110 nuclear reac-
tors will be forced by competition to shut down; industry analysts
put that number at closer to a half-dozen.

The industry’s first reaction to this difficult situation was to
deny newcomers access to transmission and distribution facilities,
to use its vertically integrated structure to preserve its monopoly
of generation. This position proved untenable, for several reasons,
two of which are worth mentioning. The first is that the intellec-
tual/political climate in America is mightily influenced by the suc-
cess of airline deregulation and, to a lesser extent, natural gas
deregulation. The notion that a regulatory system should deny
customers the benefits of choice – customers who had flown to
Hawaii for vacations at fares that only competition could produce
– was untenable. And legislators and consumer advocates see no
reason why the electric industry should be treated any differently
from the natural gas industry, in which 25 per cent of residential
customers will be able to select their own supplier by the year
2000.

Second, and more specifically, industrial customers and inde-
pendent power producers led a political and regulatory assault on
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the utilities’ use of their control of the wires to restrain competi-
tion. These customers want to shop the country for electricity.
They want to buy it from new suppliers, and they want to have it
delivered to their factories. But the vertically integrated compa-
nies that own the delivery system – the transmission grid – are the
same companies whose electricity is being displaced by the new
power providers. Fortunately, the newly liberated shoppers have
sufficient political clout to have persuaded Congress in 1992 to
pass the Energy Policy Act, beginning the process of opening up
transmission lines. 

Keep in mind that in America we have both federal regulation
of the interstate movement of electricity, and state regulation of
intrastate sales. The division of authority is, needless to say, far
from clear-cut, but it suffices for our purposes to know that at both
levels regulators are groping for ways to allow competition to
flower. Some 47 of the 50 state regulatory agencies have imple-
mented or at least are considering plans to open their markets to
competition,* while at the national level the Federal Energy Regu-
latory Commission has put pressure on owners of interstate trans-
mission lines to grant access to all unaffiliated generators on the
same terms that they grant access to their own generators. 

So we have the federal regulators trying to open the transmis-
sion lines to non-integrated generators, and the regulators at the
state level trying to do the same with distribution systems. But in
both instances, regulators will be regulators, professing to believe
in competition – and not insincerely – while at the same time
wanting to retain control of the industry.
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On the federal level, FERC is establishing cartel-like structures
to manage the grid. More on that in a moment. On the state level,
competition is being introduced on a controlled, phased-in basis,
with first large and then progressively smaller customers eligible
for freedom to choose. This desire to experiment to see if Adam
Smith and successive generations of economists knew whereof
they spoke, or wrote, is deemed appropriate prudence by regula-
tors who view those calling for unbridled or unfettered competi-
tion (what, one wonders, is ‘bridled’ or ‘fettered’ competition?) as
slightly mad. Competition, they worry, may result in inadequate
capacity, or lower standards of reliability, or a lower standard of
customer service – problems less blinkered folk associate with
monopoly, not with competition, and which the regulated indus-
try avoided, but only at enormous cost.

They worry, too, about the environmental consequences of
more competition. For example, wide-open competition would re-
sult in lower-cost, coal-based power from the Midwest replacing
more expensive nuclear power in America’s Northeast. This,
environmentalists contend, will add to pollution of all sorts, and
increase the danger of global warming. Naturally, Midwestern
producers don’t agree: the CEO of American Electric Power argues
that the Northeast’s air quality problems stem from mobile
sources (automobiles and trucks), and that his Northeastern col-
leagues’ new concern with the environment is merely an attempt
to prevent competitive power from entering their high-cost re-
gion.

And America’s regulators are introducing such competition as
they deem safe for the public to have only after paying a huge
bribe. Let me explain. The lower costs available to new entrants
left the incumbents with what has come to be called stranded in-
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vestment. This is the investment in generating stations that can-
not be recovered in prices if utilities are forced to match the prices
on offer by new entrants. In most industries, such a situation
would result in write-offs and even bankruptcies. But the utilities
argued that they had made these investments in order to meet
their legal obligation to serve all comers, and that they are there-
fore entitled to recover that investment. And, they add, some of
their stranded costs result from high-priced purchase contracts
imposed upon them by regulators eager to promote some
favourite generating technique, such as geothermal steam, or solar
energy; still more of these costs result from deferral of cost re-
coupment imposed by regulators and recorded on the books as
‘regulatory assets’. 

I have elsewhere dealt with the arguments concerning appro-
priate policy towards these various stranded costs, and won’t bore
you with a rehearsal of my analysis of the industry’s position. Suf-
fice it to say, many of the propositions advanced by the utilities are
debatable; others, such as New England Electric John Rowe’s con-
tention that complete deregulation of all strata of the industry
would leave no stranded costs, should appeal to the Chicago
School devotees among you; still others, particularly those relating
to the high-priced (above avoidable cost) power-purchase con-
tracts imposed upon them, and to the regulators’ promises to
allow them to recover certain deferred costs, are not without their
appeal. 

Billions hinge on the outcome of this dispute over the treat-
ment of stranded costs. But just how many billions it is difficult to
determine. Many companies which claim that instant competition
would be ruinous for them may quite possibly be correct. Take
Texas as an example: regulators in that state estimate that the
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introduction of full competition by 1998 would create stranded in-
vestment totalling $14 billion. 

But beware of these and other estimates of the calamity facing
the industry. To predict just how much investment will be
‘stranded’ when competition rears its lovely head, we have to be
able to predict the competitive price that will force the stranding.
That means we have to predict the price of natural gas, the fuel
predominantly relied upon by new entrants into the business, and
of coal, the fuel primarily relied upon by those utilities eager to
burst the bounds of their service territories and invade those of
their now-higher-cost neighbours.

In the end, the level of stranded costs may not matter, since
most regulators have decided to allow the utilities to recover all or
a major portion of their now-uneconomic investments. Some do
so for reasons of equity: the utilities, they reason, made these in-
vestments pursuant to a ‘regulatory contract’ that promised them
a fair return as compensation for meeting the burden created by
their ‘obligation to serve’. 

Other regulators allow stranded-cost recovery in order to get
the utilities to stop their war against the introduction of competi-
tion, a war that the companies could protract by fighting the issue
all the way up to the Supreme Court. Still other regulators are al-
lowing recovery of stranded costs as part of a package that requires
the utilities to continue environmental programmes that the mar-
ket would force them to abandon if they were exposed to full-
blown competition, and permits them to impose a wires charge on
new entrants to provide funds to finance these uneconomic envir-
onmental adventures.

So deals are being cut, many of them in the British manner –
largely out of public view, others so broadly consultative as to in-
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vite paralysis. These deals differ in detail, but are similar in broad
outline. Some customers will be allowed to choose their suppliers.
But utilities will be allowed to levy a competitive transition charge
for the use of their wires, that charge to be paid by all customers,
regardless of the source of their electricity, and used by the utilities
to recover their uneconomic, stranded investment. So a customer
who chooses a new supplier will have to pay a form of ‘exit fee’ – an
extra charge, over and above cost (including a return on invest-
ment) for using his former supplier’s wires – to compensate the
utility for the cost of capacity being idled – even though that cus-
tomer had no explicit contract to remain on the system; only
customers who pack up their homes or factories and move to an
area served by a different utility can escape this exaction.
(Whether such a wires charge may be justified as having the effect
of bringing transmission rates closer to the economically efficient
level is a subject for another paper.)

That is the solution devised to solve the stranded investment
problem – or at least that part of it that is relevant to our discus-
sion today. And it is also in some instances part of the solution to
the problem created by vertical integration. For in return for the
establishment of a mechanism to permit stranded cost recovery,
some utilities have agreed to spin off their generating plants, and
confine themselves to the transmission and distribution busi-
nesses. Where such divestiture is complete, the price – stranded
cost recovery – is said to be justified as being the bribe needed to
get the utilities to agree to a more competitively structured indus-
try. 

Basically, the utility can sell its plants at market prices, which
in many cases are well below book value, but will not have to write
off the difference between book and market values because the
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competitive transition charge it will collect for the use of its wires
will provide funds to make up the difference. 

To cite two examples: the New England Electric System will
spin off all of its generating stations. These include small pieces of
five nuclear plants (two shut down for safety reasons) and fossil-
fuelled and hydroelectric plants valued by the company at over $1
billion. Customers will be free to choose among competing suppli-
ers, but will have to pay an access charge – a premium above cost –
for the use of the wires needed to deliver their purchases. On the
other coast, Southern California Edison will sell only some of its
generating stations, and retain others. It expects to obtain more
than book value for the ten fossil-fuelled plants being sold, and to
use that excess to pay down the stranded investment created by
the nuclear plants it will retain, thereby lowering the competitive
transition charge that will be imposed on all users. Note that in the
case of California, the bribe being paid did not purchase complete
vertical divestiture.

Most utilities, however, are so far clinging to their vertically in-
tegrated structures. Which, needless to say, creates a problem for
independent generators who must have access to the utilities’
wires if they are to compete with them. And must have access on
terms that are more than merely non-discriminatory, a thought I
will expand on in a moment. 

But first let me acknowledge that the wisdom handed down
from the economic mount – Chicago – is correct: vertical integra-
tion itself does not necessarily pose a threat to competition. Un-
less, in the presence of monopoly at one stage of the industry,
regulation is not perfect, and leaves unexploited monopoly power
in the hands of some companies. That this is the situation in the
electric utility industry in America – and, I would venture to guess,
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in any country in which vertical integration by owners of the trans-
mission and/or distribution systems into generation is permitted
– only the most dedicated industry advocate can deny. Look at it
this way: compare the regulatory problems that would exist in an
industry in which generation was completely divorced from the
wires monopolies with the problems we confront in the presence
of vertical integration.

Utilities profess to solve this problem by offering their competi-
tors in the generation business non-discriminatory access to their
wires. But regulators quite properly worry about just how such a
policy can be implemented. So, in an approach that reflects over-
weening faith in their skills at wringing every last ounce of unex-
ploited monopoly power out of the system, they are asking the
utilities to put their transmission grids – the utilities will retain own-
ership of the grids, thereby remaining vertically integrated – in the
hands of independent system operators (ISOs), subject to regula-
tory scrutiny. These operators will match supply and demand by
buying power from the lowest-priced supplier first, working their
way up the supply curve as the quantity of power demanded in-
creases. In most cases, all bids to buy and to sell must be placed with
the ISO, presumably in the interests of co-ordinating use of the grid.

This leads to two obvious questions. First, stripped of control
of their transmission asset, and regulated so as to earn only their
cost of capital on that asset, why would utilities want to retain
ownership, rather than spin off transmission, unless ownership
continued to provide strategic advantages or regulation was con-
sidered incapable of preventing returns in excess of the cost of cap-
ital? The answer: they wouldn’t. 

Second question: how can a system operator, owned by a con-
sortium of utilities, be truly ‘independent’ – indifferent as between
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its owners and independent sellers? To me, the answer is obvious:
it can’t. Especially since non-discrimination is not enough. As Pro-
fessor Robert Willig of Princeton University has pointed out in the
case of telecoms, a vertically integrated firm with a monopoly at,
say, the distribution stage can offer a potential challenger in an-
other part of its business treatment identical with that it provides
itself, and, paradoxically, thereby bar entry. Often, the challenger
needs some adjustment in the incumbent’s technology – positive
co-operation rather than an absence of discrimination. That will
likely be the case of independent generators attempting to sell
through an ISO to its ultimate customers. It is difficult to imagine
a system operator, owned by incumbents, willing to be very help-
ful. Especially if that system operator happens to be saddled with
several high-cost generating stations.

Our regulatory authorities have attempted to cope with this
problem by setting up governance structures to guide the ISO. In
establishing these structures, they are relying on proposals from
the industry, and are calling for consensus – in fact, unanimity –
among the players. The FERC wants all buyers and sellers in a mar-
ket area to be represented on a systems operation committee,
which committee will operate pursuant to a set of by-laws that
FERC must approve, on the assumption that such a committee, so
constrained, will produce – what? A compromise which may not
have anything to do with maximising efficiency. And which will
certainly not produce operating rules congenial to still more entry,
or to the introduction of new technologies. I am reminded of John
Vickers’ 1993 Inaugural Lecture, in which he pointed out that one
meaning of the phrase ‘more competition’ is ‘a move away from
co-operation or collusion towards independent behaviour between
rivals’. How a governance system that requires competitors to
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reach unanimous decisions about issues such as pricing produces
‘more competition’ is not easy for an economist, especially one
trained to be suspicious of what our antitrust authorities call ‘facil-
itating devices’, to understand. Here we have not competition as
ordinary people understand the term, but regulators fashioning a
new industrial order from the old by creating a central control
room in which cartelists can spin dials to bring buyers and sellers
together in a controlled environment by substituting neat techni-
cal expertise for reliance on messy markets. 

It seems obvious to me that the only available efficiency-
enhancing solutions contain two ingredients.

First, the stranded assets must be treated as markets treat all
sunk costs – as irrelevant. Schemes to permit utilities to impose
wires charges to recover investments that a combination of new
technologies, cheap gas and free entry make uneconomic prevent
prices from reaching marginal cost. Without such schemes, we
will find that some existing plants will recover to investors all of
the investment sunk in them; that some nuclear plants with low
marginal operating costs will remain truly economic, and may
even return to the investors some of the moneys invested in them
– or a handsome profit if natural gas prices rise sufficiently to push
up the operating costs of recent entrants; and that customers will
be able to make efficient choices among competing sellers.

That, of course, is the economist’s solution. But it may well be
that a second-best alternative would be to allow some recovery of
stranded costs in return for vertical divestiture – buy our way into
a more competitive future, one which seems to me attainable only
if the competitive generation business is divorced from the mono-
poly wires business. Understand: in my country stranded costs are
a brooding omnipresence. Like the ghost of Hamlet, these costs
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demand to be recognised. Like the ghost of Hamlet, these costs de-
mand that historic accounts be squared so that the poor souls now
weighted down by them can pass from their present uncomfort-
able limbo to a more agreeable place. And, like the ghost of Ham-
let, these costs will cloud a potentially glowing future until they are
dealt with. So perhaps a decision to pay the bribe rather than tor-
turing ourselves by hunting for the culprit – the person or body re-
sponsible for the incurrence of these costs – is the most rational
choice.

The second ingredient in any sensible plan to introduce com-
petition into the generating sector is vertical divestiture. Let me
start with a concession: vertical integration probably reduces
some transaction costs. Include a second concession: that in most
instances entry barriers created by vertical integration are neither
100 per cent effective (in some cases there are alternative trans-
mission paths), nor can be maintained forever. But neither of
these arguments is available to those who would preserve the ver-
tically integrated nature of the American utility industry.

Transaction costs between generators and the people who op-
erate the wires are undoubtedly low, given the years of experience
all parties have in co-ordinating supplies, economic dispatch and
the like. And could be lower still if, as Columbia University law
professor Richard Pierce, Jr, has pointed out, owners of various
segments of the grid had unambiguous incentives to price their
services efficiently, rather than to protect investments in generat-
ing assets. 

More important, the likelihood that a new entrant will emerge
in either the transmission or distribution businesses must also be
deemed to be very low. That is not to say that there is no conceiv-
able price at which it will pay someone to go through the arduous
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application process of building new transmission lines. Or that
special circumstances, such as the possibility of building an under-
water transmission line from Connecticut to Long Island,* might
not create an opportunity for an independent transmission pro-
ject. But if, as is likely in most cases, that independent construc-
tion would take place only where there are bottlenecks on existing
systems, the entrant would have to have very active co-operation
from the monopoly-transmitter to make his new facility of any
use. Not likely.

And if the potential entrant into transmission decides to con-
struct a complete, parallel system, he is unlikely to succeed, for
reasons that should be obvious to all save those who believe a
transmission tower is lovelier than a tree. 

Distribution may be another matter. No new entrant is likely to
tear up the streets to lay wires to compete with an incumbent, even
one charging a very high monopoly price. And technologies that
allow residential customers to generate power at or close to home
are not sufficiently close to economic practicality to be a significant
constraint on the exercise of monopoly power. But extensions into
new developments may be open to competition – assuming the po-
tential entrant can get the power to his boundary line, a feat that
will require active co-operation from the incumbent.

All of this means that any independent generator knows that,
standing between him and his potential customers, is an inte-
grated competitor who will determine the terms on which the
newcomer will have access to that customer. True, that vertically
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integrated competitor will be regulated. And the regulator will at-
tempt to see to it that the new entrant is granted access on non-
discriminatory terms. But he will either fail, because the terms are
too many and too complicated to be effectively reviewed by a reg-
ulator, or because non-discrimination is just not enough to assure
access to customers.

The situation is exacerbated in the case of the US electric
industry – as it is in most telephone industries around the world –
by the fact that we are not here dealing with vertical integration by
a new entrant, who may have to integrate to make an effective
challenge to existing players. We are talking about vertical
integration by incumbents who dominate not only the so-called
‘natural monopoly’ strata of their industry, but that level in which
we are hoping competition will develop. As we have seen in the
case of British Telecom, to cite only one example, incumbency
matters: the long-time monopolists can count on customer inertia
to offset the vigour of their new competitors. And on a policy of
foot-dragging in developing procedures that facilitate entry by
their challengers.

In short, I see no prospect of a truly competitive market for
generation so long as monopoly owners of transmission and
distribution wires are allowed to own generating plants. I base this
conclusion, first, on the quite plausible assumption that the
dimensions of transmission service are so complex that regulators
will be unable to devise rules to guarantee truly non-
discriminatory access; second, on the virtual certainty that the
new ISOs, in the end operating under the surveillance of the utility
owners of transmission facilities who possess great skills in
gaming the regulatory process and who will have an information
advantage over the regulators, will curry favour with owners of
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transmission systems by behaving like good cartelists; third, on
the likelihood that even if such rules can be devised, they will not
produce the affirmative co-operation that should be required of
the owner of an essential facility; fourth, on the fear that the entry
of integrated utilities into generating markets as ‘independents’ in
the service territories of other utilities creates opportunities for
mutual back-scratching that economists would call collusion;
fifth, on the assumption that it is unrealistic to expect an
integrated company to make its monopoly wires reasonably
available to a generating competitor who might take business
away from the integrated company, or force it to charge prices
below average total cost or, worse still, to close down inefficient
plants.

I look forward to learning whether this group feels that there
are lessons here for other regulated industries. I would be inclined
to derive one: anyone who hands to a regulator a vertically inte-
grated, powerful incumbent with monopoly power at one stratum
of the industry, along with the instruction to speed up the advent
of competition, is handing him – or her – a poisoned chalice.
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A review of privatisation and regulation experience in
Britain

This lecture was delivered as part of the IEA/London Business School
series of Beesley Lectures on Regulation on 7 November 2000 at the
Royal Society of Arts, London. It will be published as one of the chapters
in Utility Regulation and Competition Policy, Colin Robinson (ed.),
Edward Elgar (forthcoming). It was designed to demonstrate that regu-
lation produces superior economic results to private monopoly power,
and that competitive markets trump both.

That the topics of privatisation and regulation should be linked
is proof that monopoly power cannot be entrusted to private,
profit-maximising corporations.* It must be placed under the
control of the state, either through direct ownership, or by regu-
lating its exercise. I shall in this lecture argue that regulation is a
more efficient means of controlling monopoly power than is state
ownership, that introducing competition is superior to both, but
that merely chanting, in the manner of the Chicago School, that
all monopoly power is transitory is to elevate hope over experi-
ence, or at a minimum to give a very generous definition to the
number of years that can be included in the word ‘transitory’.

But what I am about to say should not be taken as a failure to
recognise that privatisation involves social costs, most notably
those associated with the elimination of overmanning,14 or a naive
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belief that regulation is a perfect process. As Alfred Kahn has
pointed out in his magisterial work on the economics and institu-
tions of regulation, ‘Regulated monopoly is a very imperfect in-
strument for doing the world’s work . . . Regulation is ill-equipped
to treat the more important aspects of performance – efficiency,
service innovation, risk taking, and probing the elasticity of de-
mand. Herein lies the great attraction of competition: it supplies
the direct spur and the market test of performance.’15

The quality of regulation is limited not only by the intrinsic dif-
ficulty of substituting administrative processes for the marvellous
self-regulatory tool we call the competitive market. It is limited as
well by: 

• the resource advantage that regulated companies generally
have over the agencies charged with regulating them; 

• the information asymmetry that gives the regulated an
advantage over the regulator; 

• the ever-present dangers of regulatory capture or, at the other
extreme, the hostility that regulatory staffs often have for the
companies they regulate; 

• the abilities of the men and women chosen for the arduous
task of substituting their judgements for that of the absent
competitive market; and

• the abilities and interests of the legislators who create the
framework within which regulators must operate.
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This last point is especially important: the legal instruments
handed to regulators by legislators often constitute a poisoned
chalice, containing a brew that includes often-contradictory eco-
nomic and equity potions, a dash of economic policy, a bit of so-
cial policy (subsidise this or that favoured group), and a large
portion of political self-seeking (keep prices low and service qual-
ity high).

And the regulators themselves are of varying quality. I have
known regulators who cannot distinguish a demand curve from a
supply curve, and who think that marginal cost is the sum writ-
ten in the margin of some accounting statement. I have dealt
with others who are quite comfortable coping with the intricacies
of econometric models (the best know just how many pinches of
salt to take with their regression equations), and with various so-
phisticated techniques for measuring the cost of capital. I have
dealt with regulators who engage with intellectual integrity in the
difficult search for answers that maximise efficiency and fairly
balance the interests of consumers and investors, and with others
who search only for the answers that will require more staff and
prolong their tenure in office. This experience inclines me to
agree with one leading scholar that ‘Individual persons . . . have
mattered a great deal in regulatory history.’16 I know that the
constitutionalists among you like to think that your government
– and mine – are governments of laws, not men. But even a brief
descent from an ivory tower should convince them that both
matter, and in the case of regulation it may be men that matter
more.

Regulation, in short, is not a perfect instrument for controlling
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private monopoly power. But it seems to serve the public interest
betterthandoesstateownership.Toreachthatconclusion,ofcourse,
requires two judgements – one ideological, the other economic.

On the ideological side there is the usual room for differences
of opinion. If one has a general bias in favour of limiting the role of
the state, it will not take elaborate comparative efficiency studies
to persuade you to come down on the side of private as opposed to
public ownership. If one generally favours stronger rather than
weaker trade unions, one will inevitably favour a greater role for
public ownership, since the politicians who ultimately control
publicly owned enterprises are more likely to bow to the wishes of
trade unions than are the managers who control the affairs of
private-sector enterprises, presumably (although not certainly or
always) in the interests of the shareholder-owners of the enter-
prise. To the extent that one believes that businesses should pur-
sue non-economic, social goals, one will favour public as opposed
to private ownership. And to the extent that one is certain that reg-
ulation of privately owned monopolies is doomed to failure, per-
haps because ‘regulatory capture’ is inevitable, one will prefer that
monopoly enterprises remain in state hands, that being the lesser
evil than unconstrained private power. 

That considerations such as these, rather than a pure drive for
greater economic efficiency, were a – some might well say ‘the’ –
driving force behind Britain’s privatisation wave few can doubt.
One clear goal was to reduce the role of government in the econ-
omy and therefore in the lives of British subjects. That goal was
achieved. Between 1979 and 1992 the portion of total employment
accounted for by state-owned enterprises fell from 8 per cent to 3
per cent, the portion of output from 10 per cent to 3 per cent, and
the portion of total gross domestic fixed capital formation from 16
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per cent to 5 per cent.17 All in all, state assets totalling some £45 bil-
lion were sold off.18

Another was to create a political force to offset the trade
unions. Prime Minister Thatcher, as she then was, made no se-
cret of her desire to alter the balance of political power by creat-
ing a ‘share-owning democracy’,19 with more shareholders than
there were trade union members.20 This goal, too, was achieved.
When the privatisation programme began, there were 3 million
shareholders and 13 million trade union members in Britain.
Today, there are almost 13 million direct shareholders, and fewer
than 8 million trade union members. Needless to say, the
achievement of the Thatcherite objective of creating a new share-
holding class did not ensure permanent Tory tenure at 10 Down-
ing Street. But it may be one reason for the ‘New’ in New Labour
– the people, either in their roles as consumers and investors, or
through their regulatory bodies, may well be closer to controlling
the commanding heights of the economy than they were when
the several ‘barons’ ran the nationalised coal and other indus-
tries.
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It was the pursuit of the goal of creating a shareholder class
which led to the underpricing of the shares of to-be-privatised
companies. The theory was quite simple: underprice the shares of
such enterprises as British Telecom and British Gas so that the
small shareholders (the so-called ‘Sids’) to whom shares were allo-
cated at the time of privatisation – allocation being necessary be-
cause the underpricing resulted in oversubscriptions – would
immediately see the value of their shares rise. This would persuade
them to become active capitalists in the future, and to support the
free-market, low-tax and other policies of the Conservative Party.
The fact that huge values had been transferred from taxpayers to
shareholders21 was not deemed troublesome, and was anyhow re-
marked upon only by economist/quibblers whose voices were
drowned out by the clanging of tills in the offices of investment
bankers and the cheers of new shareholders. Not to mention the
applause of the managers of the newly privatised enterprises, men
(almost no women) who suddenly realised just how valuable they
were, and proceeded to adjust their compensation accordingly,
this being a time before shareholders became somewhat more ag-
gressive in attempting – so far with only indifferent success – to re-
late compensation to performance. 

To the ideologue – and I include myself in the group of those
who think that taking away from government those things that
can be done by the private sector is intrinsically a good thing – pri-
vatisation, then, was a success. It pushed back the frontiers of the

t h o u g h t s  o n  r e g u l a t o r y  p o l i c y

149

21 Discounts, the difference between the price at which the government sold the
shares of ‘the major natural monopoly privatisations’ and the prices at which
they were initially quoted, ranged from 20 per cent in the case of power genera-
tors to 86 per cent in the case of BT. Mike Wright and Steve Thompson, ‘Divesti-
ture of Public Sector Assets’, in Jackson and Price, op. cit., p. 55.



state. It reduced the power of ministers over many industries. It
created a new class of shareholders.

To the economist, too, privatisation was a success, although it
must be noted that the evidence concerning the economic differ-
ences between the efficiency of various industries when in state
ownership, compared with performance after privatisation, does
not point unambiguously in one direction.

That evidence is in any event not easy to appraise. For one
thing, it is somewhere between difficult and impossible to sepa-
rate the effects of privatisation from the effects of such things as
trends in the economy. For another, measuring productivity re-
mains more art than science, as those now engaged in the debate
over whether we have a ‘new economy’ or merely the same old
one in the midst of a productivity-enhancing cyclical upturn are
finding out.22 Most important, ‘It can be argued that the degree
of product market competition and the effectiveness of regula-
tory policy typically have rather larger effects on performance
than ownership per se.’23 So, simple before-and-after analyses of
labour or total factor productivity cannot be considered conclu-
sive.

Which is why a survey of the literature throws up some evidence
that challenges the proposition that privatisation resulted in impor-
tant improvements in efficiency. David Parker, reviewing several
studies that compare the performance of public- and private-sector
companies, reports, ‘It is difficult to see what general conclusion can
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be drawn from this record.’24 Michael Pollitt, comparing the pre-
and post-privatisation performance of several firms, concludes,
‘Privatisation itself does not seem to be associated with an accelera-
tion of productivity growth or profitability.’25 The key word here is
‘itself’. It seems that it is the introduction of competition where that
is attainable, and efficient regulation where elements of natural mo-
nopoly remain, that account for the improvements in efficiency that
followed the entry of several firms into the private sector.

But it must be remembered that the liberalisation of many of
the markets occurred precisely because the government no longer
had a stake in preserving the monopoly positions of the one-time
nationalised firms once they were no longer state owned. So, al-
though competition or regulation produced the efficiency gains,
the privatisation of the enterprises was a necessary predicate to the
introduction of competition where feasible, and regulation where
necessary. In fact, it might be well to think of the history of these
firms in three phases. 

1. As state-owned enterprises: the firms looked to the
government to protect them from competition and to
subsidise them when they couldn’t cover their costs. 

2. As firms operating during the period immediately preceding
privatisation: the government was seeking to maximise the
value of the enterprises’ shares, to the extent that was
consistent with its desire for widespread share ownership. It
therefore had a continued stake in preserving some of the
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monopoly protections enjoyed by the firms – the grant of so
many Heathrow slots to BA is one example, the preservation
of British Gas’s vertically integrated structure is another, the
preservation of BAA’s monopoly of airports serving London
still another – and in promising that regulation would be
merely ‘light handed’.

3. As firms operating after privatisation: the government
generally came to realise that if consumers (‘voters’ in the
politicians’ jargon) were to get some semblance of value for
money, and something approximating a quality service,
competition or effective regulation was required. 

And it does seem to be the case that once competition and/or
effective regulation was introduced, performance improved
markedly. Real operating costs declined at a compound annual rate
of 3.7 per cent in the water industry, 4.1 per cent in the sewerage in-
dustry, 6.5 per cent in the transmission of electricity, 6.8 per cent in
electricity distribution, and 9.1 per cent in gas transportation.26

But I hasten to emphasise again that the literature is not unan-
imous. Indeed, the very report that I have cited includes data that
show that the rate of increase in total factor productivity of several
privatised companies declined after privatisation.27 My own con-
clusions after a meander through the literature, and first-hand ob-
servation of some industries, are as follows:

l e c t u r e s  o n  r e g u l a t o r y  a n d  c o m p e t i t i o n  p o l i c y

152

26 ‘Review of Railtrack Efficiency’, European Economics, 9 December 1999, p. 15.
27 Ibid, p.18. That may, of course, have been the consequence of a pre-privatisation

spurt in efforts to spruce up these firms’ performances in order to increase their
market values. Parker and Martin found that ‘in most cases a performance im-
provement occurred in the run-up to privatisation, suggesting rationalisation by
management in anticipation of having to survive in the private sector’. Op. cit.,
p. 19.



1. Privatisation was the first step on a long road to improving
the efficiency of the nationalised industries. 

2. In many cases the road was made rockier by the government’s
failure to consider the form of privatisation that would most
likely maximise competition and minimise the burdens
placed on regulators.28

3. When competition or effective regulation was introduced,
many dimensions of performance improved. These gains
included better financial performance,29 a reduction in
overmanning, and an increased responsiveness to customer
demands, either because competition induced it, regulators
mandated it, or government ministers changed from industry
protectors into industry critics. 

4. An important aspect of privatisation has been the conversion
of managers from agents acting for their government
departments to agents acting for their shareholders; the
substitution of options and bonuses for honours as a
motivating force; and the substitution of capital markets for
ministerial largesse as a source of capital. An electric supply
industry beholden to the government for funds was certainly
more likely to make a deal to sustain inefficient coal
producers than one subject to the discipline of capital
markets, although vestiges of the old pressure to protect
mining jobs certainly remain, at a high cost to the
environment and the efficiency of the supply industry. A
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dustries: The Lessons to be Learned’, Metroeconomica, vol. XLIII, nos 1–2,
February–June 1992; and Robinson’s ‘Profit, Discovery and the Role of Entry: The
Case of Electricity’, in Beesley, Regulating Utilities, op. cit. ‘In electricity, as in
other privatisations, a good idea has been imperfectly executed’ (p. 109).

29 Pollitt, op. cit., p. 23.



telecoms CEO who has to please investors is likely to behave
differently and to hone different skills from one whose goal is
to please ministers, although the increase in efficiency,
profitability and quality of service may be some time in
coming.

Perhaps the best current example of the difference between
private- and public-sector operation is provided by the media in-
dustries. The BBC, admittedly woefully inefficient, and steadily
losing market share, is rewarded by government with an increased
flow of funds confiscated from taxpayers, despite its clear dilution
of its public-service broadcasting obligations, and a drive to ex-
pand in areas where no market failure can be found to justify such
expansion. Efficiency is unnecessary; clear corporate goals are un-
necessary; satisfying viewers is unnecessary. Indeed, even cocking
a snook at the responsible minister proves no impediment to un-
limited funding.

Contrast that with a private-sector broadcaster. A perform-
ance such as that of the BBC would result in reduced access to
funds, another way of saying that funds would gravitate from the
company that failed to satisfy viewer needs and wants to those that
succeeded in doing so. Economists call this the more efficient allo-
cation of capital.

As I have already pointed out, privatisation was a necessary
but not sufficient condition for the attainment of these gains.
True, as a matter of theory some of the advantages of privatisation
– reliance on capital markets, creation of incentives for managerial
and worker efficiency – might be obtained within the nationalised
structure. But history suggests that these advantages were not
often achievable in practice, although where competition was in-
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troduced nationalised companies did respond by becoming more
efficient.30 And the history of these companies since they entered
the private sector encourages the belief that privatisation was in-
deed a key factor, if for no other reason than it set the stage for a
more competitive or more effectively regulated industrial environ-
ment.

Which brings me to the next phase of this paper. I would like
to take the few remaining minutes to appraise the way in which
regulation and competition have developed in the industries that
were once state owned. This appraisal starts with a bias, and pro-
ceeds to a set of impressions – no claim is made for the systematic
or scientific nature of what follows.

The bias is this: competition does a better job than regulation
in producing a variety of goods and services, at prices that are
most closely related to costs that are themselves minimised by
competitive pressures. At least some of you are familiar with the
virtues of competition as set forth in the various economic text-
books to which those of you fortunate enough to have studied
the dismal science were exposed in your formative years; I need
not repeat them here in any detail. Competition in product mar-
kets forces firms to give consumers what they want at acceptable
prices; it allocates capital and other resources to their best use;
within any given distribution of income, it maximises welfare;
and it creates a fairer and more stable society, one in which
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the Post Office, as for those that have been privatised.’ Matthew Bishop and Mike
Green, ‘Privatisation and Recession – The Miracle Tested’, Discussion Paper 10,
Centre for the Study of Regulated Industries, London, 1995, p. 33.



opportunities to exploit one’s talents are not foreclosed by mono-
poly power.

That is why attempts to regulate industries in which effective
competition is possible – because of the notion either that compe-
tition would threaten product quality, or safety, or that it would
produce unacceptable discrimination among customer classes, or
prevent the subsidisation of groups favoured by politicians – have
generally produced disastrous results. As Alfred Kahn has put it in
his discussion of ‘the deregulation revolution’ that has swept
through America’s airline, trucking and bus industries, its stock
exchange, and to some lesser extent our cable industry:

About most of these a consensus was already emerging in
the early 1970s among disinterested students that regulation
had suppressed innovation, sheltered inefficiency,
encouraged a wage/price spiral, promoted severe
misallocation of resources by throwing prices out of
alignment with marginal costs, encouraged competition in
wasteful, cost-inflating ways, and denied the public the
variety of price and quality choices that a competitive
market would have provided.31

The appropriate public policy for these industries is relatively
easy to arrive at – deregulate and rely on markets, preserved in
their competitive state by a vigorous antitrust policy when neces-
sary. It is when we have to deal with industries in which some mix-
ture of regulation and competition is required – industries in
which producers are not yet pure price-takers, or industries in
which one horizontal level has natural monopoly elements – that
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the problems arise. In such industries, complex judgements con-
cerning when to intervene and when to leave things alone must be
made. Regulators must decide:

• when a price run-up constitutes the manipulation and the
exercise of market power, and when it merely reflects supply
and demand conditions and the responses to them of
competing sellers; 

• when vertical integration will reduce transactions costs and
generate savings that will be passed on to consumers, and
when it will create distortions at other horizontal levels of the
industry;

• when intervention in response to short-run problems such as
price ‘spikes’ is appropriate, and when such action will create
long-run disincentives to new entry; and 

• when mandating access to bottleneck facilities will increase
the rate of innovation and the pace of new entry, and when it
will discourage investment in such facilities.

In these instances in which the regulator must balance his
desire and the pressure upon him to intervene against that small,
inner voice that attempts to remind him what he has learned
about the superiority of market forces, the temptation to intervene
can become irresistible. Not for most regulators Ronald Reagan’s
advice: ‘Don’t just do something, stand there.’ As Kahn has put it,
‘In making complex judgments like these, the anti-competitive
bias of the regulatory mentality has ample opportunity to
manifest itself.’32 After all, if the regulator decides in favour of a
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monopoly structure as opposed to a competitive one, he in effect
has created a chosen instrument to which he guarantees freedom
from competition in return for obedience to his views on prices,
the desired quality of service, and the social functions it should
accept as part of the ‘deal’ with the regulator.

It is the importance of what Kahn calls the regulator’s ‘mental-
ity’ which lends weight to my view that the quality of regulation is
often a function of the quality of the regulator, and of the legisla-
tive tools given to him by the politicians. If the regulator has a bias
in favour of competitive solutions, and if the legislative structure
within which he must work permits him to exercise that bias, reg-
ulation is likely to work better than if these two conditions are not
met. So let me spend a moment examining, first, the tools avail-
able to Britain’s regulators, and then the way in which the regula-
tors have used these tools.

The tools

It must be remembered that when it launched the programme of
privatising firms that were to retain substantial monopoly power,
Britain had no significant experience with economic regulation or
regulatory agencies on the scale that privatisation would necessar-
ily engender. All talk was of ‘light-handed regulation’, of tiny regu-
latory bodies with small budgets and few staff, and of avoiding
‘American-style adversarial litigation’. Such was the stuff that Tory
dreams were made of.

In the event, the government was heading down a path that
would involve the creation of an entire new branch of government,
agencies with enormous power over the fate of key industries and
over the prices that consumers would pay for important necessi-
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ties such as water, electricity and natural gas. Given the import-
ance of the regulators’ missions, and what Sir Bryan Carsberg has
called the ‘conflicting vested interests’ that are inevitably in-
volved,33 it was somewhere between foolishness and wild opti-
mism for the government to imagine that regulation is a process
that can be performed by a few folks applying uncontroversial
techniques to determine prices that will be fair to consumers and
at the same time yield returns adequate, but no more than ade-
quate, to attract capital in sufficient quantities to maintain service
at acceptable levels. 

The resources and tools bequeathed by the government to the
regulators proved woefully inadequate, especially since the
government paid little attention to the need to restructure the
privatised companies so as to maximise the possibility of
competition.34 The problem was compounded – and I say this with
all respect to our chairman this evening* – when antipathy
towards ‘American-style cost-plus’ regulation, as it was mistakenly
called here, led to reliance on the RPI-X formula. I have elsewhere
commented on the failings of that formula, and will repeat here
only two points. No one knew how to measure and to forecast ‘X’,
the anticipated cost savings due to greater efficiency. And no one
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33 Bryan Carsberg, ‘Injecting Competition into Telecommunications’, in Vel-
janovski, Privatisation, p. 81.

34 ‘It would have been possible, for instance, to have split British Telecom into a
number of separate enterprises or . . . to have sold the UK’s two major interna-
tional airports separately rather than privatising the British Airports Authority
intact.’ Michael Fleming and Kenneth Button, ‘Regulatory Reform in the UK’, in
Kenneth Button and Dennis Swan (eds), The Age of Regulatory Reform, Oxford
University Press, Oxford, 1989, p. 92. And there was no need to sell off British Gas
as a vertically integrated monopoly, sowing the seeds for future regulatory prob-
lems.

* Professor Stephen Littlechild, the ‘father’ of RPI-X.



anticipated the political consequences of a formula that placed no
effective and visible constraints on the profits that a monopoly
utility might be permitted to earn.

When the newly privatised companies proved capable of
wringing cost savings far in excess of anything contained in the ‘X-
files’, profits soared, in some industries at the expense of service
quality. So regulators found themselves in the difficult businesses
of trying to force prices down so as to contain profitability, and of
developing efficiency standards, a chore carried out with a won-
derfully optimistic view of the power of regression equations, and
to its highest level of detail by the water35 and electricity regulators
of those distribution networks. 

This is not to criticise the individual regulators. In part, the
evolution of the regulatory regime to something closer to the
American model was predictable, and not a function of any failure
on the regulators’ part to implement the unrealistic expectations
that regulation could be kept to a minor chore. The regulators had
been given flawed tools. They had to overcome a huge information
asymmetry problem, most notably in the early days of the regula-
tion of the vertically integrated gas monopoly that the government
of the day had seen fit to unloose on an unsuspecting public and
on under-resourced regulators; and they had to overcome the
residual arrogance of the ‘barons’ who ran the state-owned com-
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27). Then profits hit unexpectedly high levels: ‘The rates of return on capital have
been high . . . ’ (p. 31). Then the inevitable overreaction, driving profitability
down to the point where several companies are attempting to extract their re-
maining equity capital from the industry.



panies and, backed by the trade unions, were accustomed to hav-
ing their way with mere ministers and parliamentarians, not to
mention regulators. Which brings me to my final subject: the reg-
ulators.

The regulators

The amazing thing to this long-time observer of the regulatory
process in your country and mine is that the entire system did not
collapse. The agencies responsible for regulating these key indus-
tries did not have adequate resources; the companies they were
asked to regulate were not in a co-operative mood and proved un-
willing to share data or concede that regulators had a legitimate
role to play; the formula on which regulation was to be based was
flawed. 

Yet here we are, in the 21st century, with regulated utilities
that are somehow continuing to function, and regulatory agen-
cies that have grown in expertise. This is in large measure be-
cause, as I mentioned earlier, the people who get these jobs
matter, and Britain has been fortunate in its selection of regula-
tors. They have been truculent when necessary, attempted to
maximise the scope of competition,36 and wrestled with difficult
conceptual problems with some success. It would be out of
character for me to heap undiluted praise on regulators, so I
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must add that their performance has not been without its flaws:
the water industry may be suffering from overly constrained
revenues; the electric industry is at the mercy of a regulator who
believes he can separate good behaviour from bad;* the tele-
coms industry has not been opened up to competition as
rapidly and completely as some would like. But all in all, given
the difficulty of the chore of creating what is indeed an entirely
new branch of government, it is fair to say that Britain’s regula-
tors should be given good marks, as I believe you say in this
country.

Oddly, this seems to be truer of those regulators charged
with overseeing the monopoly utilities – electric, gas and water
distribution – than of those responsible for industries in which
competition is more feasible. In the ‘wire industries’ – cable and
telephony – regulators have been reluctant to mandate the open
access that is necessary to break the competitive ‘bottlenecks’
that incumbents have set up. I recognise that the advantages of
open access have to be weighed against the possible disincentive
such access creates to investment in new facilities.37 And that
there is not unlimited capacity in the buildings of incumbent
telephone providers to accommodate new entrants. But a re-
examination of the balance being drawn between the desirabil-
ity of lowering entry barriers and treating incumbents fairly
might just produce a greater tilt in favour of more rapid market
opening.
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In the highly competitive broadcasting industry, where com-
petition is distorted by the amazing ability of the BBC to extract
ever-larger sums from taxpayers in pursuit of an ever-expanding
role, and by generous spectrum grants to chosen instruments to
the disadvantage of potential entrants, and where cultural con-
siderations inevitably affect regulatory decisions, regulators nev-
ertheless have greater freedom than they have chosen to
exercise in promoting competition. Instead, we see a web of reg-
ulations stupefying in their complexity, often based on econom-
ically illiterate definitions of relevant markets, and aimed at
favouring this or that competitor. Perhaps the White Paper that
is due out this week will take scissors to all of this red tape and
nonsense, and remove impediments to the rapid development
of the new technologies that hold such promise. [Alas, it did
not.] And perhaps some guidelines will be established to limit
the BBC to specified areas, and thereby prevent that organisa-
tion from continuing to use the hoary anti-competitive tactic of
pre-announcing services to discourage potential entrants. [Alas,
they were not.]

Let me conclude with a thought on where the regulatory
regime might go from here. First, all regulators should concentrate
on getting the incentives right: you cannot create an incentive for
punctuality by fining operators for late arrivals of trains, and hope
that they will not respond by elevating punctuality over safety.
You cannot induce efficient overall performance by creating in-
centives to lower one set of costs, and hope that the regulated com-
panies will not meet that goal by incurring higher costs in other
areas of their operations. 

Second, where competition exists or is possible, the regulatory
burden should be reduced. Note: the long arm of the regulator
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remains necessary where the invisible hand does not operate.38

But in other places, every effort should be made to substitute com-
petition for regulation, including in the so-called ‘network indus-
tries’, in which natural monopoly elements are of ‘diminished
significance’ and in which ‘encouraging competition generally
leads to greater dynamism and welfare gains’.39 After all, since
Britain began creating regulatory bodies, two things have
changed: many of the regulated companies now face at least some
competition, and Britain has a new and more potent competition
policy. The need for sectoral regulation has certainly diminished,
although by just how much can only be determined by sector-by-
sector study of the effectiveness of competition. Such studies must
be undertaken in full awareness of what public choice theory
teaches us – that regulators have a strong disinclination to declare
victory and return to the academic, business or government ca-
reers from whence they came. 

Third, regulatory procedures must be improved. In many in-
stances they lack sufficient transparency; regulators do not ade-
quately explain the basis for their rulings; there is no adequate
appeals process that provides regulated companies with an alter-
native to the often hostile staffs of the regulatory agencies.

Finally, in the overlapping telecoms/media area, multi-forum
regulation must be rationalised. As Professor Ian Hargreaves has
pointed out, ‘A system that currently involves . . . 14 separate reg-
ulatory bodies, overseen by two government departments, must
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be unified. A regime sown with the risk of double jeopardy needs
to be simplified, both in the interests of consumers and in the in-
terests of business . . . ’40

But that is a topic for another evening.
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Making environmental regulations: reconciling differing
world views

This talk was delivered on 3 December 1997 at one of the policy confer-
ences held annually by the American Enterprise Institute. Its purpose
was to argue that policy disputes over environmental issues are difficult
to solve because the parties to these disputes have very different world
views.

Discussions of environmental issues often generate more heat
than light – and for good reason: these debates are about strongly
held and widely different views of how the world works, and how
it should work. They are perhaps the most deeply ideological of
any debates since the welfare state was established over the objec-
tions of those who believed in a much more limited central gov-
ernment. My hope is that in this little talk I can demonstrate that
debates about this or that rule, or this or that figure in some cost-
benefit analysis, are so intense because the world views underlying
what seem to be discussions of regulatory details are, in fact, a
clash of what Tom Sowell calls ‘underlying assumptions about the
world – a certain vision of reality’.1 These visions, adds Sowell,
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‘compete with one another . . . for the allegiance of . . . a whole so-
ciety’.2

I think it not unfair to say that arguments about environmen-
tal policy are, in reality, arguments between people with compet-
ing visions about three fundamental issues: the desirability of
economic growth, as such growth is conventionally but, alas, in-
correctly measured;3 the fairness with which the world’s income is
distributed; and the extent to which government should intrude
on individual decision-making. In an attempt to elucidate these is-
sues I have borrowed from political cartoonists, and will at times
resort to caricature, and then compound that sin with a bit of gen-
eralisation. 

Before doing so, however, let me summarise my own views on
the issues before us. Some of my best friends are environmental-
ists. They have made a significant contribution to an improvement
in the quality of American life at a cost not in excess of the value of
the benefits, as best we can reckon. Thanks to them, our air is
purer and our rivers cleaner.

That said, despite the fact that any fair-minded person must
concede these accomplishments to the environmental movement,
the world visions of environmentalists and those more sceptical of
the need for further steps to improve our environment or to avoid
future degradation remain wildly different. 
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Economic growth

The gap between what for purposes of this section of my talk I
will call ‘environmentalists’ – I will later distinguish between
those for whom environmental values are absolute, and other
more nuanced thinkers – and those who have a presumption in
favour of economic growth is substantial. The latter associate
economic growth with rising incomes,4 improved living stan-
dards, an increased willingness and ability of the ‘haves’ to share
with the ‘have nots’, the ennobling impact of jobs for all, the
spread of democratic institutions,5 and even with improved envi-
ronmental quality.6

Not so environmentalists. Economic growth, as they see it,
places a strain on finite natural resources, in which are included
everything from fossil fuels to clean air;7 results in the production
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crease’ in national wealth pay the highest wages (p. 87). Also, ‘Though the wealth
of a country should be very great, yet if it has been long stationary, we must not
expect to find the wages of labour very high in it’ (p. 89).

5 Robert J. Barro, Determinants of Economic Growth: A Cross-Country Empirical
Study, MIT Press, Cambridge, MA, 1997, p. 61. ‘. . . non-democratic places that
experience substantial economic development tend to become more democra-
tic.’

6 ‘. . . the real secret to environmental improvement is economic growth.’ Lee R.
Raymond, Chairman and Chief Executive Officer of Exxon Corporation, speech
at the World Petroleum Congress in Beijing, 13 October 1997. See also Thomas G.
Schelling, ‘The Cost of Combating Global Warming: Facing the Tradeoffs’, For-
eign Affairs, vol. 76, no. 6, November/December 1997, pp. 8–14. Schelling argues
(p. 8) that the developing countries’ ‘best defense against climate change and vul-
nerability to weather in general is their own development . . . ’

7 The most famous modern-day statement of the position that ‘present growth
trends’ are propelling us to disaster is, of course, the so-called Club of Rome
study. Donald H. Meadows, Dennis L. Meadows, Jørgen Randers and William
W. Behrens III, The Limits to Growth, Universe Books, New York, 1974, hereinafter 



and accumulation of goods that people have been led to believe
they need by insistent advertising,8 rather than goods that satisfy
‘the basic material needs of each person on earth’;9 and forces us to
rely increasingly on fossil fuels that foul the environment10 and
makes us dangerously dependent on imports from unstable parts
of the world.11
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cited as Meadows et al. The fear that we will run out of resources did not originate
with the Club of Rome, of course. Some 100 years earlier William Stanley Jevons,
styled by Joseph Schumpeter (A History of Economic Analysis, Oxford University
Press, Oxford, 1954, p. 826) as ‘without any doubt one of the most genuinely orig-
inal economists who ever lived’, worried about ‘our present rapid multiplication
when brought into comparison with a fixed amount of material resources’, and
expressed the fear that Britain’s industrial growth would come to a halt because
its coal reserves were running out. Worse still, ‘. . . it is useless to think of substi-
tuting any other kind of fuel for coal.’ W. Stanley Jevons, The Coal Question, Au-
gustus Kelley, New York, 1965, in the series Reprints of Economic Classics, in this
case of the third (1906) edition, pp. 183 and 454. Similar predictions of the im-
pending exhaustion of the world’s oil resources crop up periodically, and have
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production, as a former Resources for the Future scholar, Bruce C. Netschert,
steadily argued when it was not fashionable to do so.
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over-consumption and waste.’ Caring for the Earth: A Strategy for Sustainable Liv-
ing, World Conservation Union, United Nations Environment Programme and
the World Wide Fund for Nature, Gland, Switzerland, October 1991, p. 52. Here-
inafter cited as Caring for the Earth. For a fuller and interesting discussion of ad-
vertising and its critics see John E. Calfee, Fear of Persuasion: A New Perspective on
Advertising and Regulation, AEI Press, Washington, DC, 1997.

9 Caring for the Earth, p. 24.
10 Our burning of fossil fuels ‘amounts to an addiction’ that is ‘bringing global envi-

ronmental catastrophe’. The environmental ills consequent upon the use of fossil
fuels ‘are killing our water, our air, our plants, our animals, and eventually, if not
checked, they will kill us.’ Senator George J. Mitchell, World on Fire: Saving an En-
dangered Earth, Macmillan, New York, 1991, p. 47. 

11 On this latter point see, for example, Alliance to Save Energy et al., America’s En-
ergy Choices: Investing in a Strong Economy and a Clean Environment, Union of Con-
cerned Scientists, Cambridge, MA, 1991, passim. 



Consider, as one example of a reflexive antipathy to growth,
then-Senator Al Gore’s description of the construction of a large
housing and shopping development in Virginia, one that would
permit many families to realise the American dream of home own-
ership, create jobs and make life and shopping a bit easier. This
construction is, to the Vice-President,* another example of
‘human kind’s assault on the earth . . . As the woods fell to make
way for more concrete, more buildings, parking lots, and streets,
the wild things that lived there were forced to flee. Most of the deer
were hit by cars . . . ’12 No benefits of economic growth leapt to
Gore’s mind as he drove through Virginia; only costs.

This hostility to economic growth, and to the accompanying
increase in material affluence, permeates much, although not all,
environmentalist thinking. Consider the views of a prominent trio
of environmental organisations. Convinced that ‘economies and
societies different from most that prevail today are needed if we
are to care for the Earth [note: earth is often capitalised in envi-
ronmental literature] and build a better quality of life for all’,13

these organisations contend, ‘Affluence has not protected high-
income countries or the wealthy minority in poor countries from
drugs, alcoholism, AIDS, street violence and family breakdown.’14

The fact that poverty hasn’t done very much to eliminate these
scourges remains unnoted, as have the facts that their incidence is
considerably higher among the poor than among the affluent, and
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that it is only the so-called ‘high-income countries’ that can afford
to take effective measures against these ills. Rich remains better
than poor, as every poor country knows.

This anti-growth bias of many environmentalists was, and to
an extent that few will admit still is, matched by a pro-growth bias
on the part of their opponents. Industry leaders, many of them re-
membering the days before World War II, when factories stood
idle and the unemployed lined up at soup kitchens, thought it
their duty to operate at full throttle, and to satisfy the desires of
consumers for more and better products. To them, and to their
successors, economic growth not only meant higher profits, but
was and remains every bit as compelling a moral imperative as
preservation of the environment was to the newly minted greens.
To grow is to provide jobs, houses and the material things of life to
consumers, dividends to investors, and national strength and
prestige to America. There can be no higher calling.

Many industrialists quite correctly saw early efforts by envir-
onmentalists to persuade or, worse still, to force them to consider
the environmental impacts of their production practices as an as-
sault on these values, as a threat to their management prerogatives
and to the profitability of their companies, and as part of an effort
to undermine free markets and, indeed, capitalism itself. Their
fears were fanned by the fact that early-day environmentalists
often made common cause with opponents of capitalism and with
other radical sorts with whom denizens of the nation’s board-
rooms did not communicate very well; these fears remain at high
pitch today because businessmen believe that latter-day environ-
mentalists are engaged in a relentless drive to pile regulation upon
regulation, with no attention – indeed, a studied inattention – to
the comparison of costs and benefits that businessmen favour.
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But this devotion to cost-benefit analysis by most of industry
comes late. Earlier in the debates, environmentalists pressing the
quite sensible case that there might be certain external costs asso-
ciated with the production techniques of modern industrial soci-
eties were not given much of a hearing. In part this was due to their
willingness to jump from a demonstration that externalities exist
to a call for regulation and/or taxes, a leap that Coase has shown is
far from inevitable and, in the absence of high transactions or
transition costs, most likely counterproductive.15 But in part this
unwillingness to give environmentalists a hearing was due to the
quasi-religious fervour that many executives display when dis-
cussing economic growth. I well recall some of my friends in in-
dustry equating the smoke from factory stacks with prosperity – a
charming anachronism, but an anachronism nonetheless. They
were or chose to be unaware of the fact that their cries of laissez-
faire had for centuries been raised ‘as a defense of . . . vested inter-
ests who were imposing important external costs on society by
unsanitary working and living conditions, child labor, pollution,
etc.’.16

Please understand: you will find little overt anti-capitalist
rhetoric emitting from today’s environmentalists, and little overt
green-bashing or pleas to be allowed to impose external costs on
society in the public statements of today’s public-relations-
smoothed corprocrats. Political effectiveness goes not to the
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openly radical on either side, but to those who speak the language
of compromise and concern.*

Besides, America’s largest corporations are not insensitive to
the fact that they are now well positioned to game the regulatory
process, to the disadvantage of their smaller competitors and of
potential new entrants. Anacharsis, a sixth-century Scythian
prince, with what the Oxford Classical Dictionary describes as ‘a
high reputation for wisdom’,17 is believed to be the source of an ob-
servation cited by Jacob Viner: ‘Laws are merely spider webs,
which the birds, being larger, break through with ease, while the
flies are caught fast.’18 Had poor Anacharsis not been executed for
his religious beliefs, he might have become a successful environ-
mental lobbyist for some Fortune 500 company, devising regula-
tions that would surely ensnare tiny flies, leaving his client-birds
free to fly relatively unimpeded.

But be not misled by the more politic rhetoric of the combat-
ants in the environmental policy arena: in the tussles that lie
ahead, the old anti-growth and pro-growth prejudices lurk in the
hearts of men, to paraphrase an old radio programme. To Al
Gore’s acolytes, more remains less. And to many of America’s in-
dustrialists the notion of interfering with full employment, inter-
national competitiveness and the onward march of material
progress seems a form of sacrilege, especially in a nation that is
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already spending $144 billion annually to comply with environ-
mental regulations.19

Income distribution

Competing views of the desirability of economic growth and
higher material standards of life are not the only deeply held vi-
sions that lurk beneath the surface of the debate over environmen-
tal policy. So, too, do views about the propriety of the income
distribution system in this country and, indeed, in the world. The
relatively recent contention by the Environmental Justice Move-
ment that environmental degradation in America is concentrated
in low-income and minority neighbourhoods is only the latest
manifestation of the distributionist argument.20

On the international level, green groups argue that the indus-
trialised world in general, and America in particular, consume a
disproportionate amount of the world’s resources and produce a
disproportionate amount of its pollution. This usually takes the
form of charging the US with consuming more oil and producing
more pollution per capita than other countries,21 as if some con-
cept of fairness dictates that each person in the world is entitled to
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an equal number of gallons of gasoline, and/or as if equal per
capita shares were economically optimal. This egalitarianism-run-
riot ignores the fact that America’s energy-intensive agriculture
feeds most of the world, that its huge distances compel the use of
extensive trucking systems to distribute goods, and that its share
of the world’s output of CO2 is in line with its share of the world’s
output of goods and services. 

The redistributionist underpinnings of the environmental
movement make discussions of problems that are genuinely inter-
national in character extraordinarily difficult because the pro-
posed solutions are aimed at twin goals: protecting the
environment, and redistributing the world’s income. Thus, the
World Wildlife Fund for Nature uses its website to encourage de-
bate on the following topic: ‘The rich must live more simply, so
that the poor may simply live.’ And on the question of whether
sustainable development includes among its prerequisites ‘the
need for income redistribution’.22

The environmentalists’ dissatisfaction with the way the
world’s income is distributed and its resources consumed comes
face to face with the conviction on the part of many in American
industry that incomes quite properly reflect marginal revenue
product, that the earnings of working people (including them-
selves) are proportionate to their contributions to society, and
that programmes that aim to take from the haves and give to the
have-nots are likely to have unfortunate consequences, not least
among them a reduction in the incentive for the world’s most pro-
ductive members to produce at full bore. 
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Thus, efforts to reduce Americans’ consumption of resources
so that more will somehow become available to poorer nations,
which is what much of the new international environmental move-
ment is all about, raise the hackles of those satisfied with the cur-
rent distribution of income, and worry economists who fear that
any disjunction between contribution to output and the reward
for that contribution will inefficiently reduce total welfare. 

It should be noted that the two issues we have been discussing
– economic growth and income distribution – are not unrelated.
Rapid growth has historically been accompanied by rising living
standards for all groups, making economic growth perhaps the
most successful of all anti-poverty programmes. As William Bau-
mol and his colleagues point out, ‘Rising incomes and the fruits of
the technological revolution have filled our lives with goods and
services unavailable, and even unimaginable, 100 years ago and,
perhaps most important, the revolution has produced its most
dramatic changes in the lives of the millions of ordinary working
people.’23 Indeed, although the benefits of this growth in the econ-
omy and in productivity were not distributed evenly, it is a fair
conclusion that all income classes benefited: ‘Even welfare recipi-
ents today are hardly expected to subsist on . . . one bowl of gruel
. . . [and] the perpetual threat of famine . . . has disappeared in this
country and other industrialised lands. The end of that spectre is
economic progress indeed, even for the poorest members of the
community.’24

The conviction that economic growth, as we measure it, bene-
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fits all groups makes it difficult for those who hold it to find com-
mon ground with proponents of programmes designed to reduce
or even halt that growth in the interests of avoiding environmental
degradation.

Government control of individual behaviour

The final factor making the environmental debate so heated is that
it is merely a subset of a broader debate concerning the extent to
which the government should be asked or allowed to interfere in
the lives of its citizens. Many see regulations that require them to
wear seat belts in their very own cars, not to smoke in their very
own offices, to choose small over larger cars in response to taxes
on the latter, to suffer the indignities of low-flow toilets, and not to
keep guns in their very own homes, as intrusions on their personal
liberty. Especially offensive are restrictions on the use or design of
the automobile, which machine Americans quite properly see as
providing the personal mobility that totalitarian regimes so fear.25

Add urgings by assorted bureaucrats not to eat this or that food, or
to boycott this or that toy that some child might decide to chew
rather than cuddle, and you have in the minds of some a nanny
state. Never mind even the most closely reasoned arguments
about external costs and market failure: outside of the Beltway,
freedom takes precedence.

Others contend that it is proper for government to look after
the health of its citizens, if for no other reason than that some of
the cost of unhealthful behaviour will fall on the public finances.
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What to others seems an intrusion on individual choice is to regu-
latory activists the use of the resources and wisdom of government
to channel people into the proper cars – or, better still, onto mass
transit – or at least into HOV lanes on their highways and into
health-food lanes in their supermarkets. 

This conflict of visions comes to the fore as solutions to the al-
leged problem of global warming are mooted. As Linda Stuntz, a
particularly thoughtful observer of the energy scene and a com-
batant in the environmental wars by virtue of her representation
of a large coal-burning utility, recently pointed out, ‘At least some
adherents of the Politically Correct Energy Future . . . are ready to
expand the reach of government to impose unprecedented restric-
tions on our freedom. We all accept restrictions on our freedom
every day to benefit the common good . . . At some point, how-
ever, we need to ask ourselves whether these restrictions are truly
worth the infringement on our liberty.’26 And when we do, we can
be certain that we will get wildly different answers from believers
in the necessity of government intervention and from those more
concerned with individual freedom of choice and action.

Interestingly, here we have a strange confluence of the views of
activist environmentalists and social conservatives. The former
know that it is better for us to ride on bicycles or use mass transit
than to tool around in giant air-conditioned, gas-guzzling SUVs.
They know, too, just how much glass an architect should be al-
lowed to design into a house (the goal being to minimise fuel con-
sumption for heating and cooling), and how many people should
be allowed to visit our national parks. Social conservatives, sup-
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posedly at the opposite end of the political spectrum from the en-
vironmentalists whom they tend to view as wreckers of the Ameri-
can economy, know which television programmes we should be
allowed to watch, and which should be banned – I gather that old
movies are ‘in’, but new sexy ones are ‘out’; that Poirot is fine, but
that The Simpsons is a threat to family values. (I believe, but am not
certain, that it was Irving Kristol who first pointed out that liberals
are opposed to showing violence on television, while conservatives
are opposed to televised sex.) 

In short, both environmentalists and social conservatives
would substitute regulation, or as a second choice, in the case of
environmentalists, taxes, for the market. Environmentalists have
recently mounted an attack on the public’s preference for big
(safe) cars; social conservatives, or at least those not content with
calling for voluntary, private-sector boycotts, continue to attempt
to control television fare and Internet access. Little wonder that
our Vice-President* finds both groups to his liking, granting the
one all it desires by way of environmental restrictions, and the
other approval for its efforts to dictate programming (more for
kids, less for grown-ups), impose a government rating system on
television networks, and supervise a ‘voluntary’ programme of
controlled access to the Internet. We can only hope that he never
seeks to satisfy both groups simultaneously, lest we be reduced to
getting to the cineplex on our bicycles to find that we can see only
Mary Poppins and The Sound of Music, while munching on unbut-
tered and unsalted popcorn.

The desire to limit individual choice, of course, is not a new
phenomenon. And it is closely related to the notion that a steady
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increase in the accumulation of material goods is somehow bad for
us, and also threatens social harmony. This view has its roots in
the sumptuary legislation that made its appearance as early as 594
BC. Those laws varied over time, but had in common restrictions
on private consumption so as to prevent extravagance, preserve
class distinctions in dress and entertainment, and preserve public
morality.27

The assumption of these laws is that less is more, and that the
state knows what is best for its citizens. They have their modern
counterparts. One scholar, writing as early as 1934 – some sixty
years before Hillary Clinton assumed responsibility for the na-
tion’s health – observed, ‘Laws restraining and forbidding the use
of liquor and tobacco have . . . kinship with sumptuary legislation,
for they are based upon the same principle, the protection of indi-
vidual and public welfare and morality.’28

And before Hillary we had Jimmy – Carter, that is. He told us
that ‘. . . too many of us now tend to worship self-indulgence and
consumption . . . But . . . owning things and consuming things
does not satisfy our longing for meaning . . . [and] piling up mate-
rial goods . . . cannot fill the emptiness of lives which have no con-
fidence or purpose.’29

From attitudes such as President Carter’s and Mrs Clinton’s it
is an easy step to laws that tell us how fast we may drive, how cool
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and warm we may keep ourselves, how and of what materials we
may build our houses, whether we may have frost-free refrigera-
tors and self-cleaning ovens, whether we must join a car pool to
have access to all the lanes of our tax-financed highways, how
much water we may use to flush our toilets, and what fuels we may
use to keep our lights on and our factories running.

As I pointed out earlier, a good portion of the usual crowd of
conservative critics of environmental restrictions such as these
come to this battle with unclean hands; since they have their own
notions of the good life and of socially acceptable behaviour, and
are willing to impose those notions on others, they are ill placed to
argue that government impositions on individual freedom of
choice are inadmissible. It is difficult to defend as God-given the
right to drive a sports utility vehicle while puffing on a cigarette,
while at the same time denying that people have a right to watch
whatever television programme suits their fancy.

That leaves three groups that stand against the green machine
of regulators and taxers: industry, free-market economists (who,
of course, recognise the existence of external costs and market fail-
ure), and a cadre of multidisciplinary researchers dispassionately
searching the data for guides to sensible policies – a group repre-
sented by our next speaker, Paul Portney, President of Resources
for the Future.30
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Industrialists have some difficulty being heard because they
are perceived to be acting out of self-interest and because the more
powerful of them speak in muted tones,31 both because they do not
wish to alienate a possible future President [Al Gore, Vice-
President at the time of this talk and correctly seen as the next
Democratic candidate for President], and because they have confi-
dence that they can survive any regulation that is aimed equally at
their competitors. 

That leaves two groups eligible for the battle: free-market
economists, and multidisciplinary research teams rendered dis-
passionate by the benign environment of a well-ordered think
tank. The latter, of course, include economists, and so these
groups overlap. It will be well represented by our next speaker. I
will speak only for free-market economists, with their kit of tools –
prices, discount rates, costs, and cost-benefit analysis. 

The best of the breed recognise two things: that markets are
not perfect, and that their tools are not value-free. They also as-
sume that it is worth the effort to quantify such benefits as the
value of a hike in a national park and such costs as those associated
with forgoing or sharply curtailing the use of fossil fuels. The more
sensible keep in mind historian Eric Hobsbawm’s observation that
‘from time to time history catches economists at their brilliant
gymnastics and walks off with their overcoats’,32 and so recognise
that their quantification is not precise, but is best aimed at helping
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policy-makers avoid the most egregious of the available errors.
But neither the fact that free-market economics represents a

system of values, nor that a bit of humility is appropriate in apply-
ing the quantitative tools of the economist’s trade, can be taken to
mean that economists have little to offer in the debate over appro-
priate environmental policy. Indeed, there is no other group that
can contribute as much. Environmentalists who decry the use of
cost-benefit analysis are essentially asking for an open ticket to im-
pose their vision of a good society on everyone else, and for a blank
cheque with which to pay for that imposition.

For economists to be effective in promoting clear thinking, the
limited goal set for them by John Maynard Keynes, they must first
recognise that they are in a battle with opponents whose tactics
have been beautifully described by Sowell. The key elements of
these tactics are:

1. Assertions of a great danger to the whole society . . .
2. An urgent need for action to avert impending catastrophe.
3. A need for government to drastically curtail the dangerous

behaviour of the many, in response to the prescient
conclusions of the few.

4. A disdainful dismissal of arguments to the contrary as either
uninformed, or motivated by unworthy purposes.33

To many economists who inhabit campuses on which it invites
ridicule to challenge the vision of the anointed, these tactics have
proved intimidating: better to build huge, meaningless macroeco-
nomic forecasting models that do not antagonise colleagues, but
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do titillate the media, than to wrestle with controversial microeco-
nomic issues,34 particularly if one is of the view that the academic
prejudice in favour of drastic government action (and more
grants) is wrong.

For those who choose to do battle in the environmental arena,
I can only advise the use of an assortment of weapons: a sense of
humour when attacked as a philistine for defending the virtues of
economic growth and rising material wellbeing; a sense of humil-
ity when offering conclusions based on quantitative assessments
of difficult-to-measure phenomena; a recognition of the fact that
market failure can occur, and warrant government action, even
given the risk of regulatory failure; a realisation that the costs and
benefits of policy changes should be measured by comparing, not
some ideal circumstance, but the real-world present situation with
the aimed-for new situation; an understanding that economics can
inform policy judgements, but need not always supersede non-
economic considerations;35 and the conviction that rejection of the
use of economic analysis will impoverish us materially, and de-
prive us of an anchor when the gales of special privilege hit the
ship of state. 
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Energy markets or energy policy: which way prosperity? 

The following remarks were delivered at the Royal Society for the En-
couragement of Arts, Manufacture and Commerce on 28 February
2000 as part of the Cantor Lecture Series on Energy and Society. The
theme of the talk is that markets make more efficient decisions than do
regulators and politicians, but that in the absence of effectively compet-
itive markets and economically accurate prices, regulation is required to
prevent monopolistic exploitation. A sub-theme is that energy policy is
inextricably intertwined with environmental policy. 

Mr Chairman, ladies and gentleman.
The title of this talk, ‘Energy Markets or Energy Policy: Which

way Prosperity?’, was crafted to permit me to discuss with you this
evening the question of whether markets or men should be the
primary instruments on which we rely to produce energy prices
that maximise the efficiency with which the world’s energy re-
sources are used. So as to avoid holding those of you who are unfa-
miliar with my views in intolerable suspense, I will give you the
answer now, and then proceed to defend it. I would prefer to see
resources allocated by markets rather than by ministers. But the
special characteristics of energy markets – most notably the ten-
dency towards cartels or monopoly in some segments, and the im-
pact of energy production and consumption on the environment –
require careful attention to the structure of those markets, and to
the economic content of the prices prevailing in those markets.

Policy lurches

Some ten years ago, when asked to participate in an energy policy
conference at the University of Surrey, I said that an energy policy-
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maker is very unlike a bachelor. A bachelor, it is said, is a man who
never makes the same mistake once. An energy policy-maker, by
contrast, is a person who, if permitted to do so, will willingly re-
peat past errors and tirelessly invent new ones.36

As the IEA’s Professor Colin Robinson has pointed out, much
of what passes for energy policy is a ‘haphazard process of piling
measure on measure’ in response to perceived emergencies, often
followed by a White Paper attempting to make ad hoc-ery seem a
considered judgement based on careful analysis.37 Thus, in Amer-
ica, our politicians, having only a few months ago urged Saudi Ara-
bia to raise the price of crude oil so as to shore up a regime
perceived as friendly to United States’ interests, and not inciden-
tally to put a bit more revenue into the pockets of domestic oil pro-
ducers, are now scrambling to get the Saudis and their cartel
partners to increase production so as to lower crude oil prices, lest
the prosperity of the trucking, airline and hotel industries (the lat-
ter depends heavily on summer drivers) be threatened and, possi-
bly, the current economic boom aborted.

These lurches are quite typical when politicians confront prob-
lems in energy markets. But they at least have the virtue of being
short-lived. The greater danger occurs when policy-makers actually
take the time and trouble to develop long-run energy policies, for
their errors then prove less reversible once they are enshrined in
legislation or in regulations governing prices, supply and demand.
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Long-run policy

Typically, energy policy-making begins with a forecast of demand
and supply. These forecasts typically produce one of three results:

1. Supply will fall short of demand, producing a ‘shortage’.
2. Supply will be adequate to satisfy demand, but only because

demand is satisfied in a manner somehow unacceptable to
the policy-maker. 

3. Supply and demand will be in balance, but at prices deemed
by the policy-maker to be unacceptable politically – either so
high as to outrage consumers, or so low as to outrage
producers.

The first, or shortage, case results when demand is predicted
to grow at some steady pace, while the energy resource base from
which that demand will be met is taken as finite, and the techno-
logy affecting costs and availability are assumed to be frozen at
present levels. The predicted shortfall justifies intervening in mar-
kets (although, as I shall point out in a moment, finding them-
selves short of a shortfall, they will make do with a glut). That is
why Congressman Dick Armey (Republican, Texas) has warned,
‘Never trust pessimistic forecasts from people who make a living
selling government.’38

In the second case – the one in which demand can be satisfied,
but only by drawing on ‘unacceptable’ sources of energy – the jus-
tifications for intervention may be environmental concerns (more
renewables), or social concerns (preserve miners’ jobs), or security
concerns (fear of excessive reliance on imports).
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In the third case – ‘unacceptable’ prices required to balance de-
mand and supply – the justifications for intervention are, altern-
ately, the plight of consumers (read ‘voters’) hard pressed by high
prices, or of producers (read ‘voting blocs’) oppressed by low
prices.

Faced with these concerns, the policy-maker will wield the
tools of his trade with abandon. Let me refresh your recollection as
to the character of three of those tools:

1. One such is the subsidy, deployed to encourage the
production of some energy source that is the choice du jour of
the policy-maker. 

2. Another is taxation, deployed to discourage use of energy in
general, or reliance on the energy source currently in
disfavour. 

3. A third, which makes its appearance when supply and
demand can be balanced only at prices politicians deem
unacceptable, is income redistribution, achieved overtly by
grants to favoured consumers, sometimes but not always the
poor, sometimes the merely old, be they rich or poor; or
covertly, by having the regulators offer preferential treatment
to some class of customer that catches the eye of the politician
as elections approach.

Thus, we have subsidies for so-called ‘renewable’ energy
sources in your country and mine, and for coal in yours; taxes on
energy consumption, again in your country and mine, although
your officials have carried these taxes to extremes that would be
politically unacceptable in mine; grants to Americans who find it
more expensive to heat their homes this winter than last, and to
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British pensioners; and, in both of our countries, discount prices
for electricity and gas for consumers determined by ministers,
Congressmen or regulators to be worthy of special attention.

Reasons for special concern with energy

Why all of this intervention in energy markets? There are many
reasons, of which I will cite six:

1. The energy industries are typically important components of
a nation’s GDP, and of its investment infrastructure. In
developing countries, these industries are often the
bottleneck that must be broken if overall economic
development is to proceed. 

2. The energy industries directly affect more consumers than
any other: everyone drives petrol-fuelled vehicles, heats his or
her home with oil, gas or electricity; relies on electricity for
light and cooling; and is increasingly aware of the importance
of quality electric service to prevent blinking clocks on video
machines and crashes of computers.

3. The energy industries have a major impact on the quality of
the environment.

4. Many components of the energy industry possess strong
cartel or monopoly characteristics.

5. The industries are going through a major restructuring:
consolidation in the oil industry which interests competition
authorities, especially the Federal Trade Commission in
America; and deregulation in the gas and electric industries, a
process that attracts legislators and regulators in the
countries in which those processes are under way.
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6. Finally, there is something – and I am not sure just what –
about the oil industry that attracts the attention of policy-
makers, both in consuming and in producing nations. On the
consumer side of the pump there is concern with security of
supply, and price spikes; on the producing side, oil is often
the principal source of a nation’s revenues and in Arab
countries is regarded as ‘the blood of the earth’, or, as with
Mexico, somehow seen as part of that nation’s patrimonio, to
be treated differently from other goods offered on world
markets, and deserving of very special consideration when
public policy is to be made.

Bases for intervention

On a more general level, there are three propositions that seem to
be the basis for government intervention in energy markets:

1. Policy-makers often talk the talk of free markets, but less often
walk the walk. They just do not think it proper to allow impersonal
market forces (i.e. something independent of themselves) to de-
cide who shall consume what fuels, in what quantities and at what
prices. This antipathy to free markets stems from two assump-
tions. 

(i.) The first is that the distribution of income, which in turn de-
termines the ability to purchase energy, is in some sense unfair.
Accepting price as an allocative tool means accepting the current
distribution of income as determinative of who shall be able to
command which goods. That, politicians are rarely willing to do –
a reluctance confined not only to the energy industries, but evi-
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dent as well in the healthcare sector. Energy policy, therefore, is
designed to introduce some alternative to price as an allocative
tool (queuing, in the case of gasoline during supply interruptions
in America, analogous to the method of handling shortages of
healthcare facilities in Britain), or some redistribution of income
from higher to lower earners, specifically earmarked for energy
purchases.

This inclination by many policy-makers to reject the way that
markets distribute income applies not only within countries, but
internationally. It was on display here last week, during Professor
Hogan’s lecture, when our good chairman bemoaned the fact that
Americans drive large, safe, comfortable cars,39 and cheerfully buy
gasoline in huge quantities at prices that do not include taxes of
the sort that all of your political parties agree should be extracted
from motorists.

Thus, those of my American friends who visit this country and
the Continent less frequently than I do are always amazed at the
pervasiveness of this view that America somehow consumes ‘too
much’ of the world’s energy resources, as if some equal per capita
consumption of the world’s energy resources would be more ‘just’
than greater use by more productive economies, and as if these re-
sources did not exist in ample supply to meet the needs of all of the
world’s consumers as far ahead as the eye can see.

(ii.) The second reason that policy-makers are unfond of free

t h o u g h t s  o n  e n e r g y  a n d  e n v i r o n m e n t  p o l i c y

191

39 There can be no doubt that bigger cars are safer than smaller cars. ‘Studies . . .
show that when two smaller cars of equal weight crash head-on at equal speed,
the risk of driver death or injury is about twice as great as when two cars, each
twice as heavy as the first cars, experience the same type of crash.’ See Johnson,
op. cit., p. 25.



markets is that prices sometimes go up, on occasion quite sharply,
causing an outbreak of the disease that politicians fear most –
voter anger. In Britain, electricity prices spiked in the summer of
1999, producing a legislative-regulatory reaction that I will discuss
later in this talk; in America the same phenomenon raised serious
questions in the minds of some as to the desirability of continuing
down the road to deregulation. And of course this winter’s rise in
heating oil and gasoline prices has America’s politicians calling for
action ranging from the sale of oil from the Strategic Petroleum
Reserve to the jaw-boning of Saudi Arabia and Kuwait – within re-
cent American (although not Saudi or Kuwaiti) memory saved
from conquest by Saddam Hussein – to persuade them to open
their taps a bit wider.

These price incidents, politicians feel, threaten their tenure in
office. So rather than let prices rise to balance demand and supply,
they intervene, with something they like to call an energy policy.

2. The second major element reflected in most energy policy exer-
cises is what I would call the sumptuary mentality.

The historians among you will recall that the people of the
Middle Ages believed that government had every right to enact
sumptuary laws that restrained extravagance by individuals,40 the
theory being that ‘luxury and extravagance were in themselves
wicked and harmful to the morals of the people’.41 That this notion
should appeal to today’s politicians should come as no surprise.
We in America had our bout with President Jimmy Carter, who
told us that ‘. . . too many of us now tend to worship self-
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indulgence and consumption . . . Piling up material goods cannot
fill the emptiness of lives which have no confidence or purpose.’42

This justified ruling out the use of fuels to heat water in public
places such as airports, and still other regulations as to permissible
thermostat settings in summer and winter. Our then-President felt
that being warm in winter and cool in summer would somehow
damage our souls. 

In your country, the sumptuary mentality permeates the
thinking of ministers who drive rather than walk short distances
to podia from which to exhort citizens to walk rather than drive,
who feel that one house is all that a non-ministerial person really
needs, and who set taxes designed to confine non-ministers to
small, unsafe but fuel-saving automobiles. 

It is this sumptuary mentality which gives energy policy-
makers leave to intervene in markets to prevent ‘wasteful’ or ‘ex-
cessive’ use of energy. So we have environmentalists in my country
who oppose the use of self-cleaning ovens, or self-defrosting refrig-
erators, on the grounds that it is somehow bad for us to avoid the
cleaning and defrosting chores that will make better men and
women of us all. 

3. The third attitude that underlies much of energy policy-making
might best be termed an anti-risk attitude. This desire of politi-
cians to invent a risk-free society is, of course, not peculiar to the
energy industries. We see it in attempts to regulate medical re-
search and to delay or prevent the introduction of new drugs and
more productive agricultural techniques; in efforts by the cigarette
police to tell otherwise free citizens how to balance the risks and
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pleasures of smoking; in government rules that prevented the eat-
ing of beef on the bone, lest the consumer add to the risk that he
will be struck by lightning during his meal.

In short, our elected and appointed officials seem to feel – and
I know not whether they are correct in this – that voters want a so-
ciety in which innovation is subordinated to safety, progress to
risk aversion. In the case of energy policy in our countries and in
Europe, this takes the form of eliminating nuclear power as one of
the sources of electrical energy; of preventing pipeline access to re-
mote regions in which gas and oil exist, alongside caribou; and of
requiring the installation of equipment at costs far in excess of the
benefits to be obtained.*

My view – and I assume we will have a conversation about this
later this evening – is that these three forces that shape energy pol-
icy lead to inefficiencies and muddle. The lack of faith in markets
leads to meddling which produces inefficiencies that we can ill af-
ford; the sumptuary mentality gives policy-makers licence to im-
pose their values on everyone save themselves; and the anti-risk
attitude deprives society of innovations that it needs if productiv-
ity is to continue to provide an impetus to continued inflation-free
economic growth.

l e c t u r e s  o n  r e g u l a t o r y  a n d  c o m p e t i t i o n  p o l i c y

194

* In a reversal of US policy, President George W. Bush and Vice-President Richard
Cheney propose to open a portion of the Alaskan reserve to oil and gas drilling,
and to revive the nuclear industry by reforming licensing procedures and contin-
uing to subsidise nuclear plant operators by limiting their liability in the case of
catastrophic accidents. It is far from certain that Congress will approve these ini-
tiatives.



Use of demand forecasts

But the dangerous nature of the underpinnings of what has passed
for energy policy is not the only reason for preferring markets to
ministers. The other is that energy policy, based as it inevitably is
on forecasts of demand and supply, becomes enshrined in direc-
tives, policy papers and legislation. Even when free from political
influence, these forecasts are at best imperfect, at worst wildly off
the mark. Econometric techniques cannot be adapted to oil mar-
kets that are dominated by a producer cartel; advances in techno-
logy have regularly knocked forecasts of future production costs
into a cocked hat; and energy markets are more sensitive than
most to political shocks such as the Gulf War.43

It is true, of course, that managers of our energy companies
also rely on forecasts. But when these forecasts prove wrong, they
receive a short, sharp smack on their bottom lines. And they ad-
just, or they perish. Laws, ministerial directives and regulatory de-
cisions, by contrast, change only slowly in response to the
unexpected.

Anyone who has been involved in trying to change healthcare
policy to accommodate the increase in longevity made possible by
new medical technologies, or telecoms policy to accommodate the
emergence of the Internet as a force to be reckoned with, or avia-
tion policy to make possible increased competition at Heathrow,
will know that policy changes at a glacial place even though mar-
ket conditions now change at the speed of light.
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So in the end we must rely on the market, rather than on
government-crafted policies, if we are to have an ample supply of
energy at efficient prices. But for the market to work properly, the
price signals it sends must meet two criteria: they must be set at
competitive levels, and they must reflect all of the costs associated
with the production and use of the energy source in question.

The role of competition and regulation

Let me treat the question of competition first. One need not be an
expert in energy markets to know that there are major elements of
monopoly present in these energy markets. 

Start with the price of oil. Whatever we might think about the
long-run viability of a cartel – and my view is that in the long run
the development of new sources of supply, new technologies and
cheating by cartel members will constrain the power of any such
conspiracy – there is no question that over the medium term the
OPEC cartel can keep prices far above competitive levels. 

And I have reference to more than the cartel’s current success
in keeping prices close to $30 per barrel – with the help, of course,
of Mexico, which is not an OPEC member but which brokered the
deal between Venezuela and Saudi Arabia that has caused the cur-
rent run-up in prices.44 The best available estimate is that the cost
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of finding a new barrel of oil in the Middle East is ‘much below’ $3
per barrel, and the cost of producing it $2 per barrel at the very
most.45 This means that even at the allegedly depressed price of
$10 per barrel, oil was selling at substantially above the price that
would prevail in a competitive market.

Like oil, but for different reasons, gas and electricity are not
sold in fully competitive markets. Although substantial progress
has been made in your country and mine in deregulating the gen-
eration segment of the electricity industry, and the production
segment of the gas industry, the delivery systems remain, at least
for now, monopolies. And both fuels have environmental costs
and benefits that must be reckoned with in formulating a proper
energy policy, a chore to which I now turn.

The role of efficient prices

The basis for any such policy must be an effort to get prices right,
by which I mean setting rules that result in prices set at competi-
tive levels, and internalising all of the external costs of production
and consumption. Let me offer a few suggestions.

(i) Oil
In the case of oil, a commodity intermittently dominated by a
cartel, America can lead the way by making certain that the price
paid by consumers includes all of the external costs associated
with the use of imported oil. Most notable among those external
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costs are the risks associated with relying on imports from coun-
tries that vary between the unstable and the overtly hostile. But
some of these costs are not reflected in the price paid for oil by
consumers, most notably the macroeconomic risks necessarily
associated with price spikes and supply cut-offs that seem to ac-
company reliance on imported oil, and the costs when those risks
are realised.

Given that fact, a policy should be adopted that includes taxa-
tion of imports to finance (a) an adequate strategic petroleum re-
serve,46 (b) the costs of supply diversity if non-OPEC sources prove
more costly than supplies from the cartel, and (c) the costs of de-
veloping alternatives to the use of imported oil, including conser-
vation devices and techniques.

But the existence of external costs associated with the use of
imported oil is not a licence for policy-makers to ignore sensible
economics. The need to internalise these costs cannot be an excuse
for:

• adopting this or that pet technology of some vote-starved
Iowa politician – note that only Senator John McCain,
among a field then consisting of more than a half-dozen
presidential candidates from both parties, refused to
promise Iowa voters that, if elected, he would continue the
ridiculously costly programme of converting corn into
motor fuel;

• pandering to some Old Labour romantic who remembers (or
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was told of) the glory of going miles under the earth to wrest
from it a meagre and distinctly unhealthy living; 

• being too embarrassed to oppose some over-zealous
environmentalist to whom cost is no object. 

Instead, we must adhere to a principle that is simple in concept
although difficult in application. In a brief essay, Paul Portney, the
President of Resources for the Future, a non-partisan and highly
respected think tank in Washington, set out what he called ‘a
model of environmental decision making in . . . the rationalist
mode’, a model that applies to the treatment of all external costs.
What Portney calls the ‘first element, or principle’ of that ap-
proach ‘is that we ought to balance the incremental benefits of a
proposed policy change with incremental costs at the margin’.
Recognising that quantification is often difficult, Portney suggests
that this first principle be applied either ‘qualitatively or quantita-
tively’, for even the qualitative approach will provide a framework
within which the right question can be asked: does this policy
promise to do more good than harm?47

In America, the provisional answer seems to be that a non-pol-
icy towards oil imports, or reliance on episodic jaw-boning,
promises to do more harm than one that would attempt to impose
the external costs of oil consumption on consumers. At the risk of
disappointing you, I should add that this does not mean loading
all of the costs on petrol, or of raising petrol taxes to anything like
the levels to which you are accustomed here: those are designed to
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be punitive, and to generate revenues for the Chancellor, rather
than to internalise any as yet uninternalised cost.48

(ii) Electricity
Electricity prices present a case conceptually similar to that of oil:
they are not set in effectively competitive markets, and we have to
consider the externalities, in this case the environmental impact of
electricity production and use. Start with competition.

It seems safe to assume that competition for customers by sup-
pliers is reasonably effective. True, incumbents have the advan-
tage of brand identification and consumer inertia. True, too, some
of the sales tactics used by various competitors seem excessively
robust, especially to English sensibilities. But customers now have
a realistic opportunity to switch suppliers, and the fact that many
have chosen not to do so is irrelevant, despite the tendency of
many regulators to define competition in terms of how many cus-
tomers have chosen to exercise their new freedom.49 Of course, in-
cumbents that use tactics designed to bar access and entry to
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newcomers should be dealt with swiftly and severely, either by reg-
ulatory or by competition authorities.

What we do have to worry about is whether the prices set in
the generation market are competitively determined, and how to
set prices for the use of monopoly wires. All of this, of course, is the
subject of legislation now wending its way through Parliament to
increase the sway of regulation in UK electricity markets, and of
policies being promulgated in my country by the Federal Energy
Regulatory Commission. 

That new regulatory tools are necessary there can be little
doubt. I say that with some reluctance, because I agree with Sir
Bryan Carsberg that regulation should be instituted only after a
clear case has been made that competition is inadequately strong
to protect consumers:

. . . promoting competition is often a better approach than
detailed regulation. Detailed regulation depends for its
success on the ability of one or a few people to judge what is
best for consumers. Regulators exercise this judgement
imperfectly. Market competition is usually better partly
because of its ability to surprise. Its results may well outstrip
the daring of even the boldest regulator.50

The hard fact is that no matter how talented the regulator, the
very process of regulation is a highly imperfect instrument, more
imperfect even than imperfectly competitive markets in produc-
ing an efficient use of resources. As one of the leading texts in the
field puts it: 
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. . . the many difficulties inherent in regulation [include]
only partially observable efficiency, superior information
possessed by the regulated enterprise . . . , and the incentives
for strategic behaviour inherent in periodic regulatory
reviews . . . Overall, regulation . . . is far from being a full
substitute for competition, it can create systematic
distortions, it generally faces a trade-off between promoting
one type of efficiency at the expense of another, and it is
likely to generate significant costs, in terms of both direct
implementation and exacerbation of inefficiency.51

But in the absence of effective competition, regulation – with
all of its frailties – becomes a necessity. And to understand the
turn that regulation has now taken in Britain it is important to un-
derstand that New Labour, for all its bows in the direction of Lady
Thatcher’s achievements, never had any intention of being bound
by the regulatory and environmental policies she enacted to gov-
ern the new private-sector companies. Tony Blair believes govern-
ment can make things better; Lady Thatcher believes that
government often makes things worse. He believes utilities have a
right to fair profits and no more; Lady Thatcher rarely saw a profit
margin that she felt was too high. 

You will recall that the immediate post-privatisation era was
characterised by what was known as ‘light-handed regulation’.
Such a regime appealed to the Thatcher government because the
goal of the privatisation process was to create a nation of small
shareholders, with political interests opposed to those of the then-
powerful trade unions. The hope was that minimal regulation of
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the electric, gas and other privatised companies would produce
profits that would drive share prices steadily higher, persuading
small investors of the virtues of share ownership.

That hope was realised – too fully to be politically sustainable.
Returns on equity began to exceed 20 per cent; utility executives
who had never in their lives received a call from a headhunter be-
came persuaded that they were hot properties who must be made
instant millionaires lest they flee to other countries to mismanage
utilities there; the pricing system on the electric grid proved to be
subject to manipulation by the generating duopoly; and the regu-
lators attempting to control prices and standards of service in the
gas industry proved no match for a vertically integrated monopoly
with huge resources and control of the information that is the stuff
of day-to-day regulation.

This made the energy utilities a plump target for a Labour
Party desperately in need of revenues, it having promised not to
raise income tax rates in order to persuade the electorate that it
was no longer a tax-and-spend party. So it levied a one-time ‘wind-
fall profits tax’ on the utilities, with the proceeds to be used to fund
a scheme for reducing teenage unemployment. 

More important, New Labour Party policy-makers discovered
that Old Labour’s dream of controlling the commanding heights
of the economy did not mean that one must take those industries
into the public sector. Instead, the government could accomplish
its goals by regulation – a cheap but effective way of bending the
energy utilities to New Labour’s will.

New Labour had, and has, several goals. One was to introduce
competition as quickly as possible, which it has more or less ac-
complished. In the generation sector, concentration has been
sharply reduced, with the combined share of PowerGen and
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National Power reduced from 80 per cent to 20 per cent, in part as
a result of the construction of new plant, in part as the result of
Mission Energy’s purchase of Ferrybridge (1,994 megawatts) and
Fiddler’s Ferry (1,960 megawatts) from PowerGen. Unfortunately,
in order to induce divestitures by the duopolists, the government
felt it necessary to permit some vertical reintegration; that will
surely create regulatory problems in the future. 

At the retail level, Labour has kept its pledge to see to it that
every consumer in Britain has a free choice of gas and electric sup-
pliers,52 although its Trade and Industry Secretary is unhappy that
80 per cent of customers have decided not to switch suppliers and,
like his counterparts in the American regulatory community, mis-
takenly takes this to mean that competition is not working. 

A second goal of New Labour was to put some downward pres-
sure on utility rates and on profit margins – to replace what it saw
as overly permissive regulation, and the regulators it perceived as
overly generous, with stricter rules and harder men. (If one were
permitted a pun, one might say that New Labour has a tendency to
prefer more militant regulators – a sort of Militant Tendency.)
That, too, New Labour has accomplished. Stephen Littlechild has
been replaced as electric regulator by Callum McCarthy, an econo-
mist of less academic bent and more interested in leavening eco-
nomic considerations with a yeasty dose of political and social
factors. He has already made his mark by ordering major rate cuts,
and by proposing to change the licences under which generators
operate so as to include ‘good market behaviour’ clauses that will
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give him the power to levy unlimited fines if, in defiance of his
order, the companies engage in ‘opportunistic behaviour’ or ‘dam-
aging opportunism’.53 This comes at a time when the generating
market is becoming more competitive; a liquid, efficient contract
market is starting to develop; and a new Competition Act has been
passed which already contains provisions that guard against anti-
competitive behaviour, all of which suggest that a tightening of
regulation is unnecessary.

But the regulator’s action, and the government’s plan to sup-
port his actions with legislation – what the US trade press charac-
terises as ‘a touch of re-regulation in an era of deregulation’54 – is
not totally unreasonable. In the case of generation, the pool ap-
parently did not work well, especially in the summer of 1999;55 and
manipulation by some generators of capacity availability and
hence of prices was not unknown. It is certainly arguable that com-
petition policy, which bases most of its actions on a prior finding
of market dominance, cannot cope with a situation in which short-
term inelasticities of supply and demand present firms that do not
have a dominant position, as that phenomenon is conventionally
understood, with an opportunity for price manipulation.

In the case of the wires business, the post-Thatcher era of regu-
lation has been marked by an attempt to use intercompany cost
comparisons to drive all players towards the standards set by
those who seem to be the most efficient operators. The difficulties
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ments and Related Transmission Issues. Proposals on Licence Changes. A Con-
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stricken down by the Competition Commission, to which some utilities appealed
for relief.)

54 The Electricity Daily, 31 January 2000.
55 Ibid.



in estimating the economic cost of providing utility services have
been laid out by Alfred Kahn in his classic study of utility regula-
tion,56 the flaws in using such comparisons to set utility prices
have been well documented elsewhere,57 and any fair reading of
the reports of Ofgem leads to the conclusion that there is as much
art as science in that agency’s conclusions as to the appropriate
level of wires charges. 

But the process of regulation in Great Britain must be viewed
as still evolving. Once Ofgem has succeeded in establishing a uni-
form system of accounts so that it can analyse costs on a common
basis, its efforts to use intercompany cost comparisons may well
improve sufficiently to increase the ratio of science to art in its de-
terminations. And it is possible – although American investors,
accustomed as they are to constitutional protections and due
process, will take some convincing – that a dollop of good British
common sense will be used to dilute in practice the unlimited pow-
ers that the Director-General of Ofgem will have in law. 

Indeed, many of us who have found the measurement of man-
agement performance in monopoly utilities most difficult are
looking forward to the Director-General’s findings under the pro-
vision that requires him to link directors’ pay to quality of service.
And we are eager to learn, too, just how to distinguish price rises at
peak times that are legitimate responses to supply-demand imbal-
ances from the forbidden ‘opportunistic behaviour’. Mr McCarthy
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57 William B. Shew, ‘Yardstick Competition and the Regulation of Natural Mono-
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has an opportunity for intellectual breakthroughs that have
eluded many of us for more years than I care to remember!

Meanwhile, until they see how the provisions of the new law
are applied, investors and utility managers will have to live with
increased uncertainty and regulatory risk.

The role of environmental costs

If regulation is got right, the remaining chore in crafting a sensible,
market-based energy policy will be to make certain that energy
prices incorporate all of the costs imposed on society by con-
sumers and producers. I have already discussed the possible need
for changes in American policy towards oil imports, so as to reflect
such costs associated with the risk of supply interruptions and
price spikes as are not yet included in prices. 

Let me turn now to the UK, and the relation of environmental
to energy policy.

Here all seems to be a muddle, with some policies aimed at
cleaning the air, others certain to foul it. New Labour, for all its
modernising tendencies, is, after all, still a Labour Party. And the
heart of the party remains committed to the dwindling band of
coal miners that still extracts some very expensive and dirty coal
from Britain’s remaining mines. When the electric utility
contracts to buy this coal expired, and it looked as though some of
the last few mines would close as natural gas replaced coal (or that
‘the country could effectively lose a meaningful coal option’, to use
the more obscure formulation used in the government’s report on
the subject58), Labour found itself torn between its non-
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interventionist speeches and its historic attachment to the coal
miners who were once the core of the party, and whose thuggish
union Margaret Thatcher had faced down.

History won. The government declared a – dubbed by it ‘a
stricter consents policy’ – on the construction of new gas-fired
power plants.* This despite the fact that most studies show that
such a policy destroys more jobs than it creates. Old Labour politi-
cians quite unashamedly confessed – no, boasted – that the deci-
sion to slow ‘the dash for gas’ was designed to preserve miners’
jobs. New Labour politicians, aware that this action contradicted
their reformist rhetoric and would antagonise the Middle England
greens whom they are wooing, had to find other reasons for inter-
fering in an energy market that has decided that new gas-fired
plants are more efficient than old coal-fired stations that rely on
UK coal. 

A politician in search of a rationalisation is rarely frustrated in
his hunt. New Labour ministers discovered two justifications for
intervention: that the wholesale market for electricity is biased in
favour of gas and against coal, and that it is important to preserve
diversity and security of supply of fuel sources. 

Whatever the truth of the first of these allegations at the time it
was made – that the electric market is rigged in favour of gas – it is
no longer true, as I believe Ofgem has pointed out. But the restric-
tions remain, proving two points that I made earlier: policy
changes more slowly than markets, and history often trumps eco-
nomics.

As for the second point – that coal provides security of elec-
tricity supply – those who remember the days when the coal min-
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ers held the nation to ransom by denying it the fuel on which 80
per cent of its electricity generating capacity then relied must be
permitted a wry smile. But New Labour ministers kept a straight
face, and used diversity and security as the basis for supporting the
moratorium without surrendering their New Labour market-
bought clothes.

The stricter consents policy has denied or delayed planning
consents to gas plants with a total capacity of 5,800 megawatts,
and turned away almost £3 billion of capital investment that
would provide many more jobs, albeit some of them of only two to
three years’ duration during the construction phase, than there are
coal miners. And the coal miners’ jobs are dirty, dangerous and in
the long run doomed. 

A policy of subsidising the production of the dirtiest of all
fuels, and repressing the use of perhaps the cleanest, is of course
inconsistent with Britain’s desire to lead the world in reducing
greenhouse gas emissions, and with the new Act’s imposition of
financial penalties on suppliers that do not purchase renewable
energy in quantities judged by the minister to be sufficient. It is
also wildly inconsistent with a climate change levy, which studies
now show would be unnecessary to meet the government’s envir-
onmental targets if even one-third of the fifteen gas-fired stations
denied permits under the moratorium had been built and oper-
ated at their normal 80 per cent load factors.59

Any policy aimed at preventing climate change, of course,
must be developed with an eye to the following facts:
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• the science of global warming is sufficiently uncertain to
warrant caution in adopting costly policies to combat it, but
sufficiently suggestive to justify sensible steps to combat it;60

• money available for environmental enhancement might be
better spent on subsidising clean water and sewage systems;61

• the international institutional arrangements that will be
necessary to the efficient implementation of a policy designed
to combat global warming will be exceedingly difficult, if not
impossible, to develop;62 and

• a warmer globe may harm some, but it will benefit others. It
might, for example, actually benefit Blackpool while
damaging Cannes, and, if scientists at the Environmental
Change Institute at Oxford are correct, enable the south of
England to overtake France as the principal producer of white
wines, and give lovers of claret the opportunity to quaff
Cabernet Canterbury and Maison Maidstone.63

Never mind. Britain’s government believes the earth is warm-
ing, believes that global warming creates dangerous possibilities
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61 For an interesting discussion of this and other points in the climate change de-
bate, see Thomas C. Schelling, ‘Costs & Benefits of Greenhouse Gas Reduction’,
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Washington, DC, 1998.

62 In this connection see Robert W. Hahn, The Economics & Politics of Climate
Change, American Enterprise Institute, Washington, DC, 1998, pp. 25–36.

63 See reports in The Times, 20 February 2000. Some modelling predicts that global
warming will benefit agricultural production in places such as the colder regions
of Russia and Canada. 



of floods, droughts and disease, and believes that the burning of
fossil fuels is the culprit. It therefore says that it is determined to
reduce the use of fossil fuels.64

In pursuit of such a reduction it has adopted several policies.

(i) The first is aimed at reducing the use of the automobile, which
a study by the Royal Commission on Environmental Pollution al-
leges accounts for all of the projected increases in CO2 emissions
projected to occur through 2020. Steps taken include ‘car-less
days’, modelled after the ‘smokeless days’ so beloved of the cigar-
ette police the world over; bus lanes, which so far have had the dis-
astrous effect of causing six-mile tailbacks on the road to
Heathrow airport and, worse, trapping the Prime Minister’s
motorcade in one of the jams, forcing his ministerial car to use the
bus lane for ‘security reasons’; higher taxes on larger motor vehi-
cles; and, most important, retaining the Tory policy of raising
taxes on petrol by more than the rate of inflation. But that latter
policy may soon be up for review: the government admits that the
fuel escalator worked well when oil was selling for $10–$12 per
barrel, but may not be appropriate with oil at $30. 

This so-called ‘anti-car policy’ has caused such a backlash
among voters that it is now being reviewed, with a view towards
including some component of road-building and pro-auto ingredi-
ents in the overall policy stew.
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(ii) The second policy aimed at reducing emissions is to impose an
energy tax, which the government prefers to call a ‘climate change
levy’.65 This has led to several problems:

1. It has probably – the data are not entirely clear – shortened
the effective economic life of the Bradwell nuclear plant.66

Why energy produced in a nuclear plant should be subject to
a climate change levy is clear only to government ministers,
and adds to the suspicion that this tax is aimed at revenues
for the Treasury as much as it is at cooling the globe.

2. Since the tax is on energy use, rather than on the carbon
content of the fuels used to generate electricity, it only
indirectly affects carbon dioxide emissions.

3. The tax bears so heavily on some companies that ministers
will be empowered to grant tax relief if the company satisfies
them that it is investing sufficiently in conservation.
Naturally, the largest energy users will be in line for the
greatest relief, hardly consistent with inducing cutbacks. And
the scope for politically induced deals is considerable.

(iii) The third piece of the British government’s energy/environ-
mental policy is to increase spending (i.e. taxpayer investment) on
mass transit, and to seek to lure private capital into that industry,
so as to provide a better alternative to the use of the private auto-
mobile. 
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(iv) The fourth part of the programme to reduce fossil fuel use
is continuation of the Thatcher levy on electric users, with the
funds used to subsidise non-fossil-fuel sources of energy. The
great bulk of these funds has gone to the nuclear industry,
which to everyone’s surprise has markedly increased its effi-
ciency and raised its market share from around 20 per cent to
25 per cent. Labour is eager to have more of these funds dir-
ected to wind farms and other renewables, on the ground that
the cost of wind technology is coming down. Why it then needs
a greater subsidy is unclear; and the government will undoubt-
edly face mounting complaints about the unsightliness of these
machines in a country that has great affection for its green and
pleasant landscape.

(v) The fifth strand of New Labour environmental policy is to
throw its support behind efforts to convert the Kyoto protocol
into real, live policy. The government is well aware of the Amer-
ican position that the cost of reducing greenhouse gasses will be
markedly reduced in America if an international system for
trading permits is instituted. And, like the rest of us, it is watch-
ing with interest the results of the internal permit trading sys-
tem that BP has set up.67 Indeed, New Labour says that it wants
to do all it can to reduce the compliance costs to America, and
indeed to other countries, by backing our efforts to have the
other Kyoto signatories accede to our demand that an interna-
tional permit trading system be established. The good news is
that there are signs that the European Commission is moving
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towards accepting the necessity of some form of permit trading
scheme.*

Summary

How might the government extricate itself from this mélange of
contradictory policies? It could start by adopting the goal outlined
in this paper: get the prices of various energy products right, and
let competition handle the problem from then on. To get the
prices right it must make certain that the externalities associated
with the use of energy are internalised and reflected in prices,
which would probably result in lowering petrol taxes while at the
same time levying other user charges68 on the automobile, and
raising them on coal. It must also end its artificial interference
with competition and, as Ofgem has suggested, allow gas to re-
place coal in the generation of electricity. The social costs associ-
ated with the displacement of miners should, like other
externalities, be reflected in the price of gas, perhaps by the impo-
sition of a tax on gas use sufficient to finance the retraining or re-
tirement in dignity of the miners.
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Soaring energy prices: market forces or market failure?

This talk was delivered at a conference sponsored by the Energy Daily
at the Watergate Hotel in Washington, DC, on 30 November 2000. Its
primary goal was to lay out some policies that might restore competition
to various energy markets, most notably the cartelised world market for
crude oil. But the opportunity to comment on the energy fiasco in Cali-
fornia proved irresistible.

I have been asked to talk to you about what our hosts call ‘soaring
energy prices’. I can do that briefly – demand is rising, supply is
not, so prices are going up. I would be delighted to take any ques-
tions. Thank you for your attention . . .

More seriously . . .
It seems to me that the best way to consider the question of

whether the energy price situation we now confront – an increase
in the level and the volatility of prices of electricity and oil (I leave
the question of natural gas to others) – is a result of what we might
reasonably call market forces, or of policy errors, is to take two ex-
amples: the market for electricity in California, and the market for
oil and its products.

The advantage of juxtaposing these events is that it permits us
to study one that, although of intense interest to its participants, is
neither of fundamental importance nor difficult of solution, and
one that is indeed of major importance and difficult in the extreme
to solve.

The easier problem exists in California, where soaring spot
prices for electricity upset consumers, and therefore the politi-
cians who represent them. By saying that the problem is easier
than the one we face in oil markets I do not mean to minimise the
pain consumers feel in their wallets, the pain the utilities in the
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states are feeling on their income statements, or the pain politi-
cians feel as they see anger in the eyes of their constituents. 

What I do mean is that the problem can be designated as a
minor one in three senses:

1. Rising and volatile electricity prices in California, although they
have ripple effects and come at the inconvenient time of an eco-
nomic slowdown, pose no threat to the existence of the nation, as do
developments in the oil markets, to which I will turn in a moment.
These price movements mainly concern questions of the distribu-
tion of income between the producers and the consumers of elec-
tricity. Such a distributional question, although of intense interest
to the contestants for the income in question, is of less concern to
economists, in part because they have less to contribute to such a de-
bate than do, say, clergymen, ethicists, politicians and regulators.

Which is not to say that the battle over income distribution is
of no consequence. When, as a very young economist, I told a reg-
ulator who sought my guidance in deciding how much of a utility’s
costs he should load onto residential as opposed to industrial cus-
tomers ‘That is merely a question of income distribution’, he
growled at me in response, ‘So was the French Revolution.’ 

Still, I would argue that from a public policy point of view the
question of whether consumers or producers of electricity should
benefit from short-term shifts in the balance of supply and de-
mand need not detain us for long.

2. The second sense in which the California situation is of less fun-
damental policy importance than it might seem from the head-
lines it is attracting is that there is a less complex problem than
meets the eye. I think it not unfair to say that the architects of the
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California system that replaced the traditional regulatory regime
designed a Rube Goldberg contraption that had not the slightest
chance of functioning anything like a workably competitive mar-
ket, which relies on price as a tool to balance demand and supply.
These architects began by accepting a situation in which most
consumers remain ignorant of what they are paying for the elec-
tricity they are currently consuming; they erected effective barriers
to new entrants; they prevented free dealing by sellers and buyers,
requiring them instead to filter their offers through a Soviet-style
central agency; they prevented participants from hedging or from
negotiating long-term contracts; they prevented the construction
of new capacity; and their fellow policy-makers imposed on one
important supplier the obligation to elevate the welfare of young
salmon in the North over the welfare of aged consumers in the
South. Having finished designing this wondrous machine the pol-
icy gurus now profess surprise that a system thus constructed pro-
duces peculiar results!

I recognise, of course, that this is a bit of an oversimplification,
although I would be interested to learn from this expert audience
which of these points is not correct. But I think it not unreasonable
to argue that, having sown the wind, policy-makers in California
cannot be surprised that they are inheriting the windmill, rather
than some more economic source of much-needed generating ca-
pacity!

Indeed, it is not at all clear to me that the situation in Califor-
nia is not the one that Californians themselves prefer. After all, the
citizens of the state were just given a choice between a presidential
candidate [George W. Bush] who favours increasing the supply of
energy, and one [Al Gore] who has spent his career opposing any
such increases. They overwhelmingly chose the latter. Even if we
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move all the votes by Californians who have dimples into the Bush
column, we would not have close to a majority in favour of the can-
didate who calls for increasing energy supplies. 

3. A final reason why it is fair to consider the California situation
less than terribly serious is that it is on its way to solution, or, more
precisely, that the contours of a solution are visible to all who
would see. Never mind that, noticing that there is a shortage, the
politicians and born-again regulators have decided to cure it by
putting a cap on prices – a technique learned from New York City’s
rent controllers and now-unemployed crafters of Gosplan. Some
of the state’s legislators have suggested to me that an equally effi-
cacious solution would be to ban the export of electricity from the
state – a sort of reverse mercantilism. Judging by the availability of
academics to defend the notion that a majority of the popular vote
in the recent election has constitutional meaning, I am sure at least
one constitutional scholar can be found on some California cam-
pus to defend such an export ban.

All of that said, there is one sense in which developments in Cal-
ifornia can be deemed to be of real significance. If policy-makers
see in the flawed efforts of the state to replace regulation with com-
petitive markets a warning to go slow on deregulation, the nation
may pay a price that it need not. The California experiment failed
because those who concocted the system now in operation did not
trust free markets to produce efficient pricing and optimal utilisa-
tion of the state’s energy resources. To question the superiority of
markets over regulation on the basis of the California experience
would be tantamount to rejecting free-market capitalism because
the Russian version of capitalism has so far proved shambolic.

So I will spend no more time this morning on the California sit-
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uation. As I said, the problem can and will be solved, for several
reasons: the nature of the problem and its proximate causes are
clear; some of the best minds in the academic and consulting
world, including Alfred Kahn, Harvard’s Bill Hogan and MIT’s
Paul Joskow, have turned their attention to this problem; the utili-
ties have an enormous stake in coming up with a solution that
both protects them from immediate short-term financial disaster
and the longer-term, enduring wrath of their customers; the regu-
lators and politicians cannot seriously contemplate penalising the
utilities unless they find evidence of market manipulation; the
politicians I have met now have the benefit of experience with the
flawed system, and several have said quite sensible things about
possible solutions. They have told me that they must devise some
way to allow utilities to enter into long-term contracts and hedg-
ing arrangements without fear that regulators will second-guess
them if spot markets prove to be soft, and they seem to recognise
that the future welfare of their constituents requires easier entry
for new competitors.*

Most important, the choices before the state’s citizens and
policy-makers as they attempt to balance environmental con-
siderations against the need for more electricity are now clearer.
No one can any longer promise a free lunch – no new plants but
lots of cheap energy. The ‘new economy’ industries that have
brought prosperity to the state are proving surprisingly (to some)
as energy-intensive as the old economy’s refineries and steel mills.
Californians now must make some hard choices, and live with the
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consequences. If they avoid the difficult cost-benefit analysis that
must be done, if they think that price caps can somehow end
shortages, if they believe that environmental considerations are
absolute, rather than merely one factor to be included in a
complicated decision-making process – then their problem should
not command too much of our attention and sympathy. We
should not expend valuable intellectual resources attempting to
heal self-inflicted wounds.

Let me turn now to the second case we have before us of rising
prices – oil markets. I would argue that the problem we as a nation
face in oil markets dwarfs in importance the problem faced in Cal-
ifornia, for several reasons: 

• The subversion of free markets by a cartel affects not merely
the distribution of income between various segments of
American society, as is broadly the case in California; it affects
as well the distribution of income between consumers here
and worldwide, on the one hand, and the regimes of the oil-
producing nations.

• Whereas shortages of electricity in California merely (and I
use that word without meaning to be insensitive to local
economic problems) have some unpleasant consequences for
that state’s economy, and for those feeling its ripple effects,
the ability of a cartel to create shortages of oil gives it the
ability to abort the nation’s long-term economic growth and
to tip the economy into recession.

• Whereas problems of electricity supply in California may create
some tensions between state and federal authorities, problems
of oil supply create tensions between nations. The tensions in
California can be settled in a hearing room; those in oil markets
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have been and may again be settled on the battlefield.

Perhaps most important, the problems we face in oil markets
seriously affect our ability to conduct an independent foreign pol-
icy. This is not only because the present administration [at the
time of this talk, the Clinton administration] instinctively chooses
grovelling as an instrument of foreign policy, allowing its Secre-
tary of State to be treated with discourtesy bordering on contempt
by Syria, which does not even have any oil to offer. It is because
any administration cannot help feeling the burden of our eco-
nomic dependence on undemocratic, volatile nations in the
Middle East and, lately, in Latin America when attempting to
forge a foreign policy that reflects America’s interests.

In short, just as in California, we face in oil markets the conse-
quences of impediments to the functioning of free markets. In Cal-
ifornia, those impediments are now obvious, and the solutions are
heaving into view, to borrow a phrase from my nautical friends.
(At least, I hope I have the phrase right; sailing is not one of the
arts practised in my old neighbourhood, since the open fire
hydrants were not capable of creating bodies of water deep
enough to accommodate the vessels I see going to and fro on
Chesapeake Bay.) In the case of oil, the source of the problem is ob-
vious, but the solution remains elusive.

In the remaining few minutes, let me lay out the problem, and
review with you some possible solutions.

The problem is that a long-standing cartel has found new co-
hesion, and is restricting supply so as to keep the price of crude oil
at many multiples of the marginal cost of new production – some-
where between three and ten times that cost, depending on which
estimate of what it costs to find, develop and produce new reserves
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in the Middle East you choose to credit. The OPEC cartel’s task has
been made easier by a series of events:

• The long period of economic growth in America came to
coincide with a modest recovery in the economies of Europe
and resumed economic growth in Asia, pushing up the
demand for oil at unexpected rates.

• Embargoes of oil from three large producing nations – Iran,
Libya and Iraq – have reduced (although not eliminated)
supplies flowing from those countries onto world markets.

• The fright and financial pressures unleashed in producing
countries by $10 oil brought the Middle Eastern and other
producing nations together as no mere appeals to unity could
ever do.

• Mexico decided that it could persuade Saudi Arabia and
Venezuela to cut back production by promising not to fill the
supply gap that such cutbacks would create in the United
States. Mexico, a non-member, in effect joined OPEC.

• The Venezuelan government came under the control of an
anti-American radical, determined to change the distribution
of the world’s income in favour of developing nations, and to
tweak the nose of Uncle Sam by falling in line with Fidel
Castro’s hemispheric policy goals.

• American policy-makers, in pursuit of environmental
objectives, decided not to develop the nation’s own oil and
gas resources to their fullest, to make it somewhere between
difficult and impossible to build new oil-processing facilities,
and to make the use of coal increasingly difficult.*
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• Environmentalists would add still another cause of our
current discomfort: failure to adopt policies that discourage
the use of oil, including further restrictions on the safe and
comfortable SUVs that the Vice-President [Al Gore] uses to
transport himself from his residence to meetings with his EPA
administrator to plot methods for forcing others into smaller,
less safe and less comfortable vehicles.

What is to be done? 

One possibility that must be considered seriously is to do nothing.
After all, cartels have a history of collapsing when members begin
to cheat on their quotas, or when the artificially high prices set by
the cartelists attract non-members into the industry, augmenting
supply and producing a price collapse. Both cheating and new
entry have characterised the oil industry in the past, so why not
apply the famous dictum, attributed to Ronald Reagan, ‘Don’t do
something, just stand there’, a policy that often served the nation
well during President Reagan’s terms in office.

I fear that in this case inaction is not a real option. The new-
found cohesiveness of OPEC, and the rapacity it has recently ex-
hibited, create two problems for such a passive strategy. 

• While waiting for the cartel to collapse, American consumers
will pay a very substantial annual toll, and suffer the
macroeconomic consequences induced by the payment of
such a ‘tax’ – slower growth and higher inflation being the
most notable.

• Waiting for the development of non-OPEC sources and
alternatives to oil may prove as productive as waiting for
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Godot. Although there remain substantial undiscovered
reserves of oil in non-OPEC areas, it is not safe to rely on new
entrants to drive down prices in an industry in which
incumbent cartelists sit on vast quantities of non-producing,
low-cost reserves. Potential newcomers to the oil game and
those who finance them, and existing players who have to
decide on their exploration budgets, are well aware that,
should their exploration activities threaten the cartel, it can
open its valves and make the new entrants’ projects
uneconomic. That doesn’t mean that drillers are completely
insensitive to the lure created by higher prices, but it does
suggest that they respond more slowly and less completely to
oil price run-ups than they would if the threat of OPEC
predation did not loom over their spreadsheets.

So, too, with developers of alternatives to oil-using technolo-
gies. These entrepreneurs have long complained that they find it
difficult to get financial backing because potential investors know
that the Saudis and their cartel colleagues can at any time force oil
prices down and make promising alternative technologies uneco-
nomic. Which is one reason, when prices soared above $30, why the
Saudis began very publicly contemplating increasing output suffi-
ciently to bring prices down to around $25. The Saudis, with almost
100 years of proved reserves and more to be found with little effort,
are in the business for the long pull, and will do what it takes to dis-
courage investors in new technologies from seizing their markets.
Although the development of alternatives to oil as an automotive
fuel is likely to continue, other technologies face an uphill battle in
the face of OPEC’s ability to pick price points that can change the
economics of these alternatives from attractive to dismal.
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These hard facts suggest that passivity is not an appropriate
energy policy for America: the supply responses that would occur
in a free market faced with shortages and soaring prices are subject
to attenuation by a powerful cartel. 

Another possibility is to rely on the Strategic Petroleum Re-
serve as a counter to OPEC. That, too, seems to me a non-starter.
History suggests that there are two reasons to believe that efforts
to use the SPR to keep prices closer to competitive levels will not
work. 

The first is that the private sector will reduce its own invento-
ries in parallel with the government’s increase in the SPR. Private
companies hold inventories for a variety of reasons: to protect
long-term customers in the event of a supply interruption; to as-
sure the steady operation of capital-intensive facilities such as re-
fineries; to profit from price spikes that might emerge in
temporary periods of increased demand. But if the government
stands ready to perform that function, the incentive to incur the
costs of carrying inventory is reduced. Which seems to have been
the case in oil-consuming countries, according to a Harvard Uni-
versity study:

. . . While the size of strategic stockpiles has grown in the
United States, Japan, and some Western European
countries, the size of private stocks has fallen significantly.
The net effect has been that the total size of the industrial
countries’ oil stockpiles was smaller in 1987 than at the start
of the decade. Indeed, the growth of strategic stockpiles may
have contributed to the drawdown of commercial
inventories.69
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A second reason for being wary of relying on government use
of a strategic reserve as an effective policy tool is quite simply the
history of the SPR. We have pumped into storage some 570 mil-
lion barrels, but have never quite figured out how to use it. Re-
cently, we released a few barrels from the reserve only to find that
the government does not know how to conduct an auction – some
of the bidders proved less than financially viable – and that OPEC
could credibly threaten to reduce its output barrel for barrel to
match the draw-down of the SPR. Alternatively, our policy-
makers, from the President on down to officials at the Department
of Energy, have held that the reserve is to be used only when the
last drop of available oil has been consumed – when the storage
tanks are empty, the gasoline stations closed, and unfortunate res-
idents of the Northeast reduced to firewood and sweaters to pro-
tect themselves from the miserable winter. Even during one of the
largest military build-ups in the history of the world – our massing
of forces to drive Saddam out of Kuwait – when oil prices doubled,
the reserve remained untouched, the Bush-the-elder administra-
tion holding to the view that a war in the largest oil-producing
region of the world, and a consequent doubling of oil prices, did
not constitute an emergency.

If doing nothing is too costly to be a viable policy, and if relying
on the SPR would represent the triumph of hope over experience,
what can be done? We can fashion a policy that is aimed at making
oil markets work better – not as a perfectly competitive market
would operate, but at least as an effectively competitive one would. 

On the demand side, that means making the prices that signal
consumers, who must choose between use and abstinence, cor-
rectly reflect all of the costs (private and social) associated with a
decision in favour of use. On the supply side, a market-oriented en-
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ergy policy must seek to eliminate or, if that is impossible, coun-
teract artificial constraints on the ability of supply to respond to
price signals. 

Let’s first consider what we might do to enhance supply. 
We might begin by re-examining the cost-benefit analyses that

have led us to make oil storage more expensive (with a consequent
reduction in vendors’ willingness to maintain inventories), and to
restrict domestic exploration and production. It might have made
sense to ban offshore drilling and Arctic exploration when oil was
selling for $10 per barrel. But the calculus that led us to restrict do-
mestic supplies of oil at that price may not hold when potential
output is valued at three times that level. Although calculations
showing that the environmental costs of opening now-restricted
areas are exceeded by the benefits of increased domestic produc-
tion are unlikely to persuade the greenest of our greens that the na-
tional interest dictates a change in policy,70 anything other than a
Gore-dominated EPA might well find such arithmetic persuasive,
especially since the Department of Energy has recently trebled its
mean estimate of recoverable oil reserves along the coast of
Alaska’s national wildlife refuge to 10.3 billion barrels, which
would represent an addition of at least one-third to America’s oil
reserves.71

The next step to enhance supply would be to mount a multi-
faceted and credible attack on OPEC’s supply constraints. This
would begin by recognising that Mexico is a key player in the

t h o u g h t s  o n  e n e r g y  a n d  e n v i r o n m e n t  p o l i c y

227

70 Commenting on increased estimates of the volume and value of recoverable re-
serves in the closed Arctic areas, Melinda Price, senior Washington lobbyist for
the Sierra Club, said, ‘No amount of oil is worth sacrificing this spectacular land-
scape and its value to Americans.’ Wall Street Journal, 24 May 2000.

71 Ibid.



recent trebling of oil prices, and taking steps to persuade our
southern neighbour that such behaviour is not in its long-term in-
terest. Although not a member of OPEC, Mexico brokered the deal
between Venezuela and Saudi Arabia that eventuated in the sharp
cutback in output that triggered the price rise, and cleared the way
for OPEC’s agreement to close its valves by promising not to step
up its own sales to the United States.

Query: Why is the American government, which bailed out the
Mexican economy when the peso collapsed and has bestowed the
benefits of NAFTA on Mexico, reluctant to read the Riot Act to the
Mexican government? True, the benefits of NAFTA are not Mex-
ico’s alone. American consumers are also beneficiaries of the in-
creased improvement in the international division of labour. But
sometimes policy trade-offs must be made, and it would seem that
the first step in an effective energy policy, one that aims to bring
the price of oil closer to the level that would prevail in a free mar-
ket, might well be to explain to the Mexicans that they cannot
hope to sell the output of their maquiladoras and their T-shirts,
trainers and automobiles to us unless they also offer us oil at com-
petitive prices.

The lost benefit of low-cost Mexican consumer goods would
surely be more than offset by the lower oil prices that would result
from such a demonstration of our willingness to use our massive
purchasing power to persuade the new government of Mexico that
it is not in its long-term interests to facilitate and participate in the
exploitation of the American consumer.

A similar effort to induce an increase in supplies might be ap-
plied to Kuwait, a nation on which Saddam Hussein still has de-
signs. Kuwait possesses about 10 per cent of the world’s proved
reserves of oil, but accounts for only some 3 per cent of world out-
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put. It is one of the OPEC members with large amounts of spare
production capacity, giving it the ability to turn on its taps at short
notice. Put another way, the country that we saved from destruc-
tion, while its ruling family waited out the war in London’s Dorch-
ester Hotel and in Harrods, could continue to produce at current
levels for well over 100 years without discovering another barrel of
oil. We might even consider establishing a policy that relates our
contribution to Kuwait’s defence to the level of oil output set by
the Kuwaiti royal family!

Again, we face a trade-off. If we threaten to abandon the
Kuwaitis to their fate unless they step up production, we are
threatening ourselves with the loss of the country’s oil and the ag-
grandisement of the Iraqi despot. But the consequences to us
would be some inconvenience; the consequences to the Kuwaitis
would be annihilation. Guess who would blink first.

Another plank of any sensible supply-enhancing energy policy
would involve a review of our sanctions programme. Libya, Iran
and Iraq between them account for almost one-quarter of the
world’s oil reserves (approximately 3 per cent, 10 per cent and 10
per cent, respectively). Our reasons for pressing our balky allies to
continue the embargo against Iraq remain as strong, or stronger,
than ever, although the embargo is increasingly porous and under
continuing threat from the French, who boast that they have never
allowed questions of morality, or notions of gratitude and loyalty
to allies, to interfere with their commercial interests.

But a relaxation of the embargo of Iran might – just might –
prove justified if a deal could be struck with that increasingly hard-
pressed country. After years of underfunding, Iran’s oil industry is
badly in need of investment if it is even to maintain its production
capacity at current levels. It is in our interest as well as Iran’s for

t h o u g h t s  o n  e n e r g y  a n d  e n v i r o n m e n t  p o l i c y

229



that country to increase its proved reserves and its capacity to pro-
duce those reserves – but only if Iran agrees, in return for the lift-
ing of the ban on American oil company investment, to step up
output sufficiently to bring world oil prices closer to the marginal
cost of exploration, development and production.

Then there are our antitrust laws, statutes from which the
Arab and other oil producers have been uniquely exempt for polit-
ical reasons. That the laws could be used to prosecute the cartelists
there is little doubt. After all, the Department of Justice has suc-
cessfully brought actions against German, Japanese and French
cartels in products as diverse as citric acid, lysine, vitamins and fax
paper. In most of these cases the cartelists had no offices in Amer-
ica; they merely sold products here. Indeed, in the case of fax
paper, the 1st Circuit Court of Appeals has upheld the Antitrust
Division’s suit against Nippon Paper, a company that did not sell
directly to the United States, but fixed the prices of those who did.

It is of course the case, as my lawyer friends point out, that
American law grants foreign sovereigns immunity from antitrust
prosecution, and grants similar immunity to companies acting
under the compulsion of foreign sovereigns. But that law is no real
barrier to prosecution if there is a will to move against OPEC. For
one thing, the so-called ‘commercial activity exemption’ allows the
Antitrust Division to proceed if it decides that the sovereign gov-
ernments are engaged merely in commercial activity, like selling
oil, which the OPEC members contend, presumably with straight
faces, is much more than mere commercial activity – it is, they say,
the preservation of their national patrimony. For another, laws
can be repealed or amended: this exemption can always be re-
moved.

Such a move would permit the antitrust authorities to take ac-
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tion against the Saudis and other producing countries, all of which
have substantial assets in America, assets that could be attached to
satisfy any legitimate claims against those governments and the
companies co-operating with them to maintain oil prices at anti-
competitive levels. But it seems that a variety of political consider-
ations (most notably pressure from the Arabists in the State
Department) have stayed the Antitrust Division’s hand by pre-
venting it from using the commercial activity exemption or ob-
taining the necessary legislation from Congress – although what
the State Department’s diplomats have obtained from countries
that persist in conspiring to elevate the level of world oil prices is
difficult to discern.

Finally, we must consider the demand side of the oil supply
equation. The fact that the goals of some of the groups that would
curtail the use of oil have more to do with a Luddite desire to turn
back the clock of industrialisation than with meeting the problem
of our dependence on unstable supply sources should not deter us
from exploring the demand side. 

The first step is to make certain that the prices consumers are
paying for oil products reflect the marginal cost they are imposing
on society by virtue of their consumption. Measures might include
increased taxes on oil use to reflect any uninternalised costs of oil
use, with the proceeds used to reduce marginal income tax rates
and other initiative-stifling taxes. If it is indeed the case that oil
embargoes or cartel-induced price run-ups can threaten us with
dire macroeconomic consequences, including rising unemploy-
ment, then the cost of such economy-wide upheavals should be re-
flected in the price of oil products, so that consumers of gasoline
and other petroleum products bear the full costs they impose on
society by their consumption. 
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Richard Berner, chief US economist at Morgan Stanley Dean
Witter, estimates that every $5 increase in the price of a barrel of
oil knocks 0.3 percentage points off our GDP over a year.72 That
suggests that the recent run-up can cost our economy something
like a full percentage point of GDP. And perhaps add one percent-
age point to the inflation rate, according to Mark Zandi, of Re-
gional Financial Associates.73 This may not be a problem at a time
when the economy is booming, but in the less pleasant economic
circumstances that many predict await us in the new year [2001],
the loss of that much GDP will have quite noticeable conse-
quences. 

Besides, if we choose higher oil prices as the means of slowing
an overheating economy, it would be far wiser to raise taxes on oil
(and, I repeat, keep those funds from spendthrift Washington
politicians by reducing other taxes in parallel) rather than to allow
OPEC to do the equivalent by raising prices. Better for the money
to flow to our Treasury for recycling than to have it finance the
construction of still more Middle Eastern palaces, or the operation
of terrorist groups, or be spent in a doomed effort to maintain po-
litical stability by continuing to fund the extremely generous ‘so-
cial contract’ that the Saudi rulers agreed with their subjects when
oil revenues were high.

We can also take action on the demand side by determining
whether demand-side measures that were uneconomic when oil
was at $10 per barrel are worth pursuing when prices are two or
three times that level. Many may well be. 

Keep in mind, however, that if we get the prices of oil and its
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products right – at competitive levels, and including all costs asso-
ciated with their use – there is little scope for government action
on the demand side except to make such minor, as yet unattained
improvements in the flow of information to consumers as might
be cost-effective.

It should be emphasised that none of the components of the
market-oriented energy policy I have described involves govern-
ment control of prices, or subsidies to producers of oil or alterna-
tive technologies. Such policies have failed in the past, and are
certain to fail in the future. But a programme to introduce more
competition by weakening the cartel through diplomatic pressure
and antitrust actions; to enhance supply by explaining to those de-
pendent on the American military umbrella to shield them from a
rain of missiles and to those who rely on our export markets for
their prosperity that we expect reciprocal decency; and to adjust
environmental and tax policies to the new reality of the increased
cohesiveness of OPEC members, is one that will make energy mar-
kets work better, increasing the strength of Adam Smith’s invisi-
ble hand without inviting into the daily marketplace the long arm
of government.

In short: America has the diplomatic, economic and legal
weapons with which to blast the cartel; it has so far chosen to leave
them in their holsters.
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