 in a developing market economy

Antimonopoly Law Handbook

Competition Policy for Natural Monopolies in a

Developing Market Economy

1

Janusz Ordover, Russell W. Pittman and Paul S. Clyde

1.  Introduction

Policy-makers in the post-socialist countries of Eastern Europe face the challenging task of

designing appropriate competition policies for the key infrastructure sectors of their economies -

energy, transport, and communications - sectors whose efficient functioning is vital to sustained

economic development in these countries.

                         The task of facing the policy-makers is especially difficult for several reasons.  First, state-

owned enterprises (SOEs) operating in these sectors were often heavily subsidized by the

socialist governments in order to keep the prices of their products and services artificially low.

Consequently, price liberalization in these sectors is likely to have, and in fact already has had,

serious economic impacts on buyers.

                         Second, these sectors are often characterized by production technologies, and concomitant

cost relationships, that favor high concentration.  (And this is on top of the fact that industries in

formerly planned economies are already overly concentrated and excessively vertically

integrated.)  Consequently, competitive forces cannot readily be relied upon to ensure that SOEs

in these sectors, even if they are privatized, will keep prices close to costs and will have

incentives to keep costs low.

                         Third, these sectors as a rule produce and sell goods and services that are non-tradable

internationally.  Consequently, international trade cannot be relied upon to create the needed

competitive pressures.

                         Fourth, and perhaps most importantly, SOEs in these sectors often employ extremely

outdated technologies.

2
  Consequently, competition policy in these sectors must create incentives

for investment in new technologies.

                         There are several broad types of competition policy that might be applied to these

$

      infrastructure
                                                                                                #

                                                                                                       sectors.  First, post-socialist countries may continue with public ownership of

SOEs coupled with non-transparent price setting, a policy which combines both economic and

other objectives and includes the potential for subsidies for both current operations and future

                                                  1

                                                                                                    The authors are grateful for helpful comments from Cindy Alexander, Timothy J. Brennan, P aul t. Denis,

                                                                                                    Michael Einhorn, Mary E. Fitzpatrick, Clive Gray, Gary Hewitt, Richard P . O

Neill, Robert D. Willig, and

                                                                                                    two anonymous referees.  The views expressed are those of the authors and do not necessarily represent the

                                                                                                    views of the Department of Justice.

                                                  2

                                                                                                    This is especially true in telecommunications where, for political reasons, socialist governments tried to

                                                                                                    restrict the public
s access to the means of production and dissemination of information.

 in a developing market economy

Antimonopoly Law Handbook
investments from the state budget.  In our view, this option carries great risks.  In particular, as
we argue below, it is unlikely to impose significant burdens on state budgets, something that
these countries can ill afford.  Moreover, it is likely to discourage direct foreign investment.  This
type of policy has, however, been used frequently in Western Europe (and other market
economies).

                         The next two policy options presuppose that enterprises in the relevant sectors are motivated
primarily by the profit motive.  This is because they have been either privatized or converted into
joint-stock companies (perhaps owned by the Treasury) and have been effectively cut off from
subsidies that enabled them virtually to ignore market signals.

                         The behaviour of the

$
marketized

#
 enterprises in the relevant sectors can be influenced either
by regulation of prices (or output) or by application of antitrust statutes aimed at restraining
abuse of market dominance.

                         In this paper, we argue that during the transition period to market economies, antitrust
scrutiny may in some circumstances offer an effective and reasonably low-cost method of
restraining undue exercise of market power by firms in the

$
infrastructure

#
 sectors.  In this
regard, it must be noted that the antimonopoly statutes of post-socialist countries tend to follow

EC law more closely than U.S. law seeks to prevent merger that are likely to facilitate or enhance
the exercise of market power (Section 7 of the Clayton Act) and unfair or anticompetitive
behaviour by firms with large market shares (Section 2 of the Sherman Act), but firms which
achieve large market shares through lawful means are granted wide latitude in their actions.  EC
law is more restrictive with regard to actions by firms with large market shares that may create a
disadvantage for suppliers, customers, or less efficient competitors.

3

  We also argue that if
antitrust scrutiny is deemed undesirable on an ongoing basis, independent regulatory agencies
should be established.

                         We suggest that, with the assistance of international agencies, incentive regulation is
preferable when world prices are available.  However, because of the unsettled economic
situation in economies in transition and other factors, in other cases traditional rate-of-return
regulation is likely to be preferable to incentive regulation.

                         In short, there are few microeconomic issues of greater importance now in the post-socialist
countries than those surrounding the privatization and the design of competition policies for
infrastructure sectors.  In this paper, we address four aspects of this issue, focusing on the lessons
learned from the U.S. regulatory experience and their relevance in the Eastern European context.

 These aspects are the following:

                                                                                                    1
                                                                                                            privatization,

                                                                                                    1
                                                                                                            the appropriate sectors for regulation

                                                                                                    1
                                                                                                            the appropriate treatment of unregulated subsidiaries of regulated firms, and

                                                                                                    1
                                                                                                            the appropriate regulatory regime for regulated sectors.

                         We begin with a brief discussion of Eastern European economies in which we highlight some of the
differences from developed economies that are relevant to the analysis of this topic.

                                                  3

                                                                                                    See, e.g., Hawk (1985), pp.565-658.

 in a developing market economy

Antimonopoly Law Handbook

2.  The Economic Environment in Eastern Europe

Policy analysis for infrastructure industries in former socialist countries will differ from policy

analysis for those industries in developed countries because of the current economic condition of

former socialist countries.  The absence of a profit motive has lead to a number of distortions

(from a market perspective) in former socialist countries.  These distortions create some

problems that do not exist in developed economies and exacerbate-some problems that do exist.

                         Perhaps the most important problem is that prices in some sectors of former socialist

countries do not reflect the cost of the product to society.  This results in an inefficient input mix

and, often, overuse of costly resources.  Public utilities, in particular, generally charge rates that

are too low to cover resource costs.

4

                         Another important problem is that the capital needs of infrastructure industries are

proportionately greater in former socialist countries than in those sectors of developed

economies.  An operating profit earned by a public utility in former socialist countries went

directly to the Finance Ministry, and the enterprise had no particular claim on it for maintenance

and depreciation expenses, much less for modernization and expansion.

5

  Public utilities will

therefore require substantial investment to narrow the gap between their often obsolete physical

                                                  4

                                                                                                    $ The communist systems preferred to keep the prices of these services at artificially low levels. ... the

                                                                                                    governments concerned must spare no time to readjust the price scales.: (Vissi , 1992b, p.3.)

                                                                                                      Evidence that prices in infrastructure industries have been too low is abundant.  In Slovakia, the authorities

                                                                                                    considered shutting down the railroad at the end of 1993 because of a lack of funds.  (August 5, 1993.)  At

                                                                                                    this same time, prices for electricity were to rise 48 per cent as a step toward liberalization; natural gas prices

                                                                                                    were to rise 25 per cent.  (October 20, and December 30, 1993, respectively.)  In Hungary, passenger train

                                                                                                    fares covered about on-third of costs.  (August 26, 1993.)  In P oland, passenger train fares covered 20 per

                                                                                                    cent of the costs for local and suburban trips and 70 per cent of the costs for longer trips.  (January 17, 1994.)

                                                                                                     In early 1992, prices for natural gas, electricity, and heating rose 70 per cent in P oland.  Some prices have

                                                                                                    had to rise even further since then.  (January 8, 1992.)  In the Czech Republic, electricity prices were to rise

                                                                                                    35 per cent to $ further approach the levels of expenditures # .  (Oct. 18, 1993.)  And in Bulgaria, heating prices

                                                                                                    covered only one-half of costs, while rail fares covered about one-third of costs.  (November 11, 1993, and

                                                                                                    February 15, 1994, respectively) (All information can be found in Reuter Textline on the date in

                                                                                                    parentheses.)

                                                  5

                                                                                                    $ By the early 1990s, the backwardness of the infrastructure in most public service sectors had become a

                                                                                                    major obstacle to the development of the economy in general. ... Catching these services up will require

                                                                                                    sizeable investments. #   (Vissi, 1992b, p.2.)  The Washington P ost describes the situation in the former East

                                                                                                    Germany:
$

The infrastructure demands are staggering. ... Three-quarters of the east
s highway system was

                                                                                                    built before 1950; half its ... coal-fired power plants need refurbishing; most canals are too narrow and

                                                                                                    shallow for modern European barges, and a majority of locks are at least 80 years old; railways andbridges

                                                                                                    need wholesale renovation.
#

  (
$

E. Germans Update the P arty Line: Fixing the P hone System A Slow, Massive

                                                                                                    Task
#

, August 18, 1993, p.A23.)  The Financial Times reports that
$

Western Europe has an average of 43

                                                                                                    telephone lines per  100 people.  In Eastern Europe, only the Baltic states and Bulgaria have more than 20,

                                                                                                    while most of the region has between 10 and 15. #  ( $ The West rings the chagnes in Eastern Europe # , October

                                                                                                    1, 1993, p.21)

 in a developing market economy

Antimonopoly Law Handbook
assets and state-of-the-art technology.
6

  This need for capital is amplified by the dramatic
increase in capacity of public utilities these countries will need as their economies develop.
7

                                                  6

                                                                                                    AloisRuta from the communications and safety division of the Czech railway admits that the large sections of

                                                                                                    unusable railway track are the fault of 40 years of neglect.  Maintenance equipment built in the 1930s is

                                                                                                    common, and there is some equipment in place from 1897.  (April 20, 1993.)  János Csaradi, managing

                                                                                                    director of the Hungarian railway, says that 1993 was the first year in fifteen that important investments were

                                                                                                    made in the Hungarian railways. (January 8, 1994.)  P olish authorities anticipate that they will need between

                                                                                                    800 million and one billion USD investment per  year for eight years in order to modernize and develop the

                                                                                                    country
s telecommunications sector.  (December 17, 1993.)  (All information can be found in Reuter

                                                                                                    Textline on the date in parentheses.)

                                                  7

                                                                                                    P olish authorities hope to increase telecommunications service from the current ratio of 9 li ne per 100

                                                                                                    citizens to 30-35 per  100 citizens by the year 2000.  The Czechs hope to increase that ratio from 17 per 100

                                                                                                    in 1994 to 36 per 100 in 2000(Reuters Textline, Nov. 15, 1993.)  See also �íp (1992).

                         The problem of raising capital will be exacerbated by the lack of developed financial
markets.  In the past few years, Hungary, Poland, Slovakia and the Czech Republic have opened
exchanges of some sort.  However, even in these countries, capital markets are in their infancy,
with relatively low levels of liquidity and a great deal of uncertainty as to regulation of the
exchanges in the future.  All of this leads to higher transaction costs in countries in which private
savings will not be substantial to begin with, and, thus, to a limitation on the role of private
domestic investment.

 in a developing market economy

Antimonopoly Law Handbook

                         Rigorous accounting procedures and accepted accounting principles are also lacking in most

post-socialist countries.  As a result there are limited historical accounts of value, and a lack of

professional trained to develop and analyze such records.

8

                         At this early stage in the development of these economies, laws that clearly articulate

property rights are lagging behind.  In some Eastern European countries, ownership rights on

assets as basic as land are not yet known.

9

  In the extreme, the lack of well-defined property

rights alone can be sufficient to strangle any development attempts.  While the situation is not

that bleak in most post-socialist countries, the lack of well-defined property rights does increase

the cost of operating a business in these countries, dramatically so in some cases.

                         Finally, the ability of the government to commit to a given set of property rights is likely to

be much more limited in former socialist countries than in economies with a longer history of a

free market.  This increased uncertainty raises the cost of operating a business in these countries

and therefore increases the required return.  The cost of the inability to commit will vary across

industries and, in the area of natural monopoly, across types of regulation.  In industries

characterized by natural monopoly where technology tends to be capital intensive and

investments tend to be largely
$
sunk
#

, the result of this inability to commit can be both severely

suboptimal investment levels and a channeling of the investment that does take place toward

inappropriate, less appropriable technologies.

10

                                                  8

                                                                                                    Evidence of this can be found in Bulgaria, where electricity sector losses for 1993 were 96 million USD

                                                                                                    according to the accounts of the National Electricity Company and 197 million USD according to

                                                                                                    international accounting standards as estimated by Arthur Anderson.  (Reuters Textline, January 20, 1994.)

                                                  9

                                                                                                    For a brief summary, see $ P roperty Laws in Central and Eastern Europe # , Central European Business

                                                                                                    Weekly, March 4-10, 1994; for a more thorough survey, see Gray (1993).  Rental rates in Bratislava,

                                                                                                    Slovakia are as high as they are in Washington, D.C.  This is in part due to uncertainty regarding a landlord  s

                                                                                                    freedom to charge a rate he or she pleases.  P otential investors in housing are justifiably concerned that they

                                                                                                    will not be allowed to receive a sufficient return on their investment and are therefore hesitant to increase the

                                                                                                    supply of housing.

                                                  10

                                                                                                    For an excellent discussion, see Spiller (1993).

 in a developing market economy

Antimonopoly Law Handbook

3.  Should Public Utilities in Post-Socialist Countries be Privatized?

The empirical evidence concerning the relative efficiency of publicly owned and privately owned
enterprises does not seem to support the notion that, in a developed market economy, the
privatization of infrastructure industries will necessarily yield significant public benefits.  Kay
and Thompson (1986) and Vickers and Yarrow (1988, 1991) summarize the findings of this
literature in similar ways:

                         Privately owned firms tend, on average, to be the more internally efficient when competition in product markets

                         is effective (Vickers and Yarrow, 1988, p.40)

                         Privatization will tend to improve performance in a company only if supported by liberalization; and if the two

                         conflict, liberalization is decidedly to be preferred.  (Kay and T hompson, 1986, p.25)

Vickers and Yarrow address specifically the issue of the infrastructure sector:

                         Subject to the ... condition about competition and provided that other allocative inefficiencies associated with

                         market failures are not substantial, we would agree that the available evidence supports a presumption in favor

                         of private enterprise.  However, when market power is significant, and particularly when company behaviour is

                         subject to detailed regulation, there is little empirical justification for a general presumption in favor of either

                         type of ownership, and case-by-case evaluation of the various trade-offs is therefore in order.  (Vickers and

                         Yarrow 1988, p.40)

                         However, the empirical evidence upon which these statements are based concerns almost exclusively
the US, the UK, and Canada.  The

$
case-by-case evaluation

#
 called for by Vickers and Yarrow suggests a
reformulation of the question that forms the title of this section: Is there something special about the public
utility sectors of the post-socialist countries that makes their privatization more likely to lead to
improvements in efficiency that has been the experience in the West?

                         We believe that the answer is yes.  One of the most important advantages of privatization is that, by
placing both residual control rights and residual cash flow rights in the hands of private shareholders rather
than the government, it renders short-term political intervention in the day-to-day operations of the
enterprise more costly and so allows the enterprise to focus on long-term economic efficiency.

11

  Put
another way, privatization represents a commitment by government - a commitment made credible both by
these transfers of rights and by the prospect of future privatizations - not to overturn or otherwise interfere
with the basic operational decisions of management.  We believe that the gap between the current and
efficient levels of operation has been so large in the infrastructure sectors of the post-socialist countries -
and so much larger than in Western countries - that this

$
constitutional

#
 change may be especially powerful

                                                  11

                                                                                                    $ The important difference between public and private ownership, in our view, involves the residual rights of

                                                                                                    intervention.  Under public enterprise, the government retains some authority to intervene directly in the

                                                                                                    delegated production arrangements and implement major policy changes when it is deemed necessary to do

                                                                                                    so.  Under private ownership, special rights of intervention are afforded creditors (in the event of bankruptcy)

                                                                                                    and major financial interests (who can gather the resources necessary to finance a takeover of the private

                                                                                                    firm); but the government  s right to intervene is more limited than under public ownership. #   (Sappington and

                                                                                                    Stiglitz, 1987, p.568) Boycko, Shleifer, and Vishny (1992 and 1993) make essentially the same argument,

                                                                                                    while Shapiro and Willig (1990) base this difference in the costs of government intervention on $ an

                                                                                                    informational barrier between ... the regulator and the owners and managers of the enterprise. #

 in a developing market economy

Antimonopoly Law Handbook

in this setting.  We discuss here four areas in which we believe a strong case can be made that private

ownership will result in dramatic improvements in the performance of the infrastructure sector in these

countries.  These areas are the following:

                                                                                                    1

                                                                                                            ability and incentive to raise rates

                                                                                                    1

                                                                                                            ability and incentive to raise capital

                                                                                                    1

                                                                                                            ability and incentive to utilize the efficient mix of inputs

                                                                                                    1

                                                                                                            adaptability to change in the future

3.1 Ability and Incentive to Raise Rates

As discussed above, public utilities in the post-socialist countries charge rates that are too low.  They are

below average cost and below marginal cost, sometimes dramatically so.  It is a standard result of welfare

economics that, in general, this sort of income redistribution policy would be effected more efficiently

through direct transfers of purchasing power or targeted subsidies than through broad subsidization of the

price of particular goods.  The direct result of this policy has been and will continue to be shortages and the

overuse of inputs that are, in fact, costly to society (especially energy); a less direct result has been and will

continue to be a lack of funds for capital upkeep and modernization; a still less direct (but ultimately very

important) result will be that new businesses will hesitate to invest if they require dependable utility

service.

                         Can and will these utilities raise rates to more efficient levels if they remain under direct government

management?  Certainly, this has occurred in some instances (as noted above), but it seems doubtful that it

will occur systematically.  The redistributive effects temptation - where
$
constitutional
#

 provisions do not

impede - for politicians to prevent to prevent them.

12

  Furthermore, so long as utility managers are

employees of the state who earn no residual income streams from profitable operation, they will have the

incentive not to raise prices to market-clearing levels but rather to maximize their side payments (either

explicit or from so-called
$
secondary [barter] markets
#

) by maintaining prices below those levels.

13

  On the

other hand, he process of privatization of a particular enterprise may provide a propitious time for a

simultaneous institutional restructuring, in which management is replaced, price controls are removed

(perhaps gradually), and a regulatory mechanism (where necessary: see below) is set in place.

14

  New

private management, allowed a degree of freedom from interference in day-to-day operations unavailable

to public management, will raise prices to a level at least sufficient to cover costs.  Robinson summarizes

the British experience with electricity privatization:

                         Despite the good intentions of the founding fathers ... , it proved impossible to have
$
arms-length
#

 relationships

                                                  12

                                                                                                    See, e.g.,
$

Hungarian utility expects losses
#

, Central European Business Weekly, August 27 - September 2,

                                                                                                    1993:
$

MVM cannot currently raise the price of district heating energy due to government limitations.  And

                                                                                                    with elections next spring, a hard-pressed government is unlikely to allow any increases in domestic heating

                                                                                                    [prices] during the next six months.
#

                                                  13

                                                                                                    Wiseman (1991); Shleifer and Vishny (1992).

                                                  14

                                                                                                    Indeed, Robinson (1992a) argues that
$
the main argument for privatization is that it provides the quickest and

                                                                                                    most effective means of liberalization in many markets.
#

 in a developing market economy

Antimonopoly Law Handbook
been demonstrated in both the UK and France, it is quiet possible for the government to privatize an
enterprise and open it to foreign investment while still maintaining some discretion over its ownership
structure.

                                                         19

                                                                    Indeed, Tenenbaum, Lock, and Barker (1992) argue that the

$
special

#
 nature of infrastructure
enterprises - used in the past as a rationale for nationalization - may now be the best reason for
privatization:

                         One of the major factors that drove many electric system nationalizations earlier in this century, the industry
s

                         central or infrastructural role in the country
s economy, now mandates its privatization in debt ridden countries if

                         economic growth is to continue.  (T enenbaum, Lock, and Barker, 1992, p. 1135.)

                                                  19

                                                                                                    The British $ golden share #  and the French $ hard core #  have both served especially to prevent the purchase of

                                                                                                    a controlling interest in the privatized firm by a party unacceptable to the government.  See Graham and

                                                                                                    P rosser (1991), 138-174.

 in a developing market economy

Antimonopoly Law Handbook

                         Along these lines, the Financial Times reports the
$

Hungary is set to open up infrastructure

development to western investors.
#

  At his parliamentary confirmation hearings, finance minister Iván

Szabó said that
                                                                                                $

                                                                                                     foreign companies could finance the construction of motorways, airports, railways, and

eventually mines.
                                                                                                          #

                                                                                                                20

  A decree of the Hungarian government permits private (including foreign) acquisition

of partial ownership interests in various infrastructure enterprises - up to 40 per cent in electricity,

broadcasting, and telecommunications, up to 74 per cent in gas distribution.

21

  Foreigners have invested

heavily in the modernization and expansion of Poland
s telecommunications network.

22

  And in a pilot

project in cooperation with the World Bank, two Scandinavian power generating utilities have announdced

a commitment to invest $25 million each in the modernization of a heat and power station in Krakow,

Poland.

                                              23

                                                  20

                                                                                                    $

                                                                                                         Hungary to seek finance for projects
#

, Financial times, February 25, 1993, p.2.  See also
$

Foreigners may

                                                                                                    buy Hungarian power # , Financial Times, February 24, 1994, p.17, and $ Hungary awards phone contract # ,

                                                                                                    Financial Times, March 1, 1994, p.4; $ Gas companies now ready to join privatization queue # , Central

                                                                                                    European Business Weekly, April 15 - 21, 1994, p.7.

                                                  21

                                                                                                    Hungarian Governmenta l Decree 126.1992 [August 28], $ Decree on the Enterprises Remaining P artly or

                                                                                                    Completely in the P ossession of the State on a Long-Term Basis. #

                                                  22

                                                                                                    $

                                                                                                         Expanding the Telephone Network: Dial C for Chaos
#

, Warsaw Voice, April 12, 1992, p.B4.

                                                  23

                                                                                                    $ Two Scandinavian utilities give backing for P olish power station # , Financial Times, March 9, 1993, p.5.

 in a developing market economy

Antimonopoly Law Handbook

3.3 Ability and Incentive to Utilize the Ef f icient Mix of  Inputs

Publicly owned firms operate under constant political pressure to utilize input mixes that would not be
chosed by profit-maximizing managers.  Such firms have demonstrated repeatedly a tendency toward
bloated labor forces,

24

 but they may be forces by political considerations to favour other inputs as well.

25

Boycko, Shleifer, and Vishny (1992, p.4), may well be correct in arguing that

$
the greatest reason for the
inefficiency of state firms is not managerial problems, but rather the insistence by the state that the firms
produce inefficiently.

#
  Private management, responding both to its own direct incentives and to the profit-
maximization dictum of capital markets, and insulated from government intervention in its day-to-day
operations, would be expected to produce its output at significantly lower cost to society - though, to be
sure, a fundamental challenge facing those designing regulatory institutions for transforming economies
will be to ensure that regulation does not blunt these incentrives for efficiency.  (We discuss this issue
below).

                                                  24

                                                                                                    See, e.g., P int (1991); Zank (1 991); Tenenbaum, Lock, and Barker 91992).  The latter authors cite a report

                                                                                                    that the UK  s National P ower cut staff by 47 per cent  following privatization.

                                                  25

                                                                                                    For example, such considerations have led electrical generation in the UK to use both more coal and more

                                                                                                    nuclear energy than cost minimization would dictate.  Robinson (1992b), pp.124-128.

$
P ublic enterprises are

                                                                                                    inefficient.  They employ too many people, produce goods that consumers do not want, locate in

                                                                                                    economically inefficient places, do not upgrade their capital stock, and so on.  While these problems are

                                                                                                    particularly severe in Eastern Europe, public enterprises throughout the world are conspicuous for their

                                                                                                    inefficiency, as well.  This observation is no longer controversial.

#
  (Boycko, Shleifer, and Vishny, 1993,

                                                                                                    pp.141-142.)

 in a developing market economy

Antimonopoly Law Handbook

Along this line, a Warsaw Voice report on the process of partial privatization of the polish airline LOT

concludes that:

                         T he most visible result has been streamlined employment.  At the end of 1990, LOT  employed more than 7,300

                         people.  Currently, employment stands at about 4,800.

26

Indeed, the report quotes an officer of the company on the rationale for this partial privatization (in which

49 per cent of the firm
s stock will be placed in private hands, probably those of a large western air carrier):

!

    The company doesn
t need capital or a change of strategy as much as it needs joint work with a partner to

improve, for example, corporate management.

27

3.4 Adaptabilit y to Change in the Future

Many infrastructure industries change in important ways over time.  Two important kinds of changes may

be noted here: change in the technology of production and distribution of a particular sector, and change in

the competitive condititions facing producers in a particular sector.  (The first kind of change may lead to

the second.)  Both kinds of changes - perhaps especially the first - may have such large welfare impacts

over time that a policy that facilitates and enables dynamic efficiency has much to recommed it, even if it is

not the policy that reaches the highest level of static efficiency.

28
   In this case, we believe that the post-

                                                  26

                                                                                                    $

                                                                                                         P relude to P rivatization: New Legal Status for LOT
#

, Warsaw Voice, January 17, 1993, p.B1.  Sceptics

                                                                                                    might note that this reduction in employment has occurred simultaneously with the spin-off from LOT of

                                                                                                    some $ peripheral #  businesses.  One may answer that 1) such concentration on core businesses likely

                                                                                                    represents and efficiency gain in itself, and 2) in any case OT is in the process of reducing employment still

                                                                                                    further through the introduction of operating efficiencies.

                                                  27

                                                                                                    Ibid.

                                                  28

                                                                                                    Of course, this is an idea most closely associated with Joseph Schumpeter, especially Schumpeter (1942).

 in a developing market economy

Antimonopoly Law Handbook
socialist countries are in the fortunate situation where the same policy encourages both static and dynamic
efficiency.

                         The case of technological change offers perhaps the most striking example.  Assume that there are
innovations in the process of production that would dramatically lower costs but would also entail some
risk of failure.  Assume further that this risk, or the consequences of failure, are small enough that a social
welfare maximizing enterprise would adopt the innovation.  Which form of ownership, public or private, is
more likely to result in adoption?

                         The answer seems clear.  It is true that private managers may face inadequate incentives to innovate if
regulators tax away part of the benefit of successful innovation.  (Again, we shall discuss this issue below.)

 But at least with private ownership there is an important constituency - the shareholders - favouring
innovation that increases profits by reducing costs.  On the contrary, the only incentive that public
managers face for successful innovation stems from the desire of the sponsoring ministry for a smaller
budget deficit - likely a decidedly less powerful stimulus.

29

                                                  29

                                                                                                    $
                                                                                                         In recent decades, many economists have returned to the Schumpeterian view that the advantage of the

                                                                                                    market economy (relative to its alternatives) lies more in its facilitation of innovative activity than in its

                                                                                                    allocative efficiency.  The system of central planning is surely deficient in both respects, but its shortcomings

                                                                                                    seem to be much greater in the area of innovation than in allocative efficiency ... Innovative activity usually

                                                                                                    carries a high risk of failure, and bureaucracies normally are incapable of providing the high-powered

                                                                                                    incentive ... that induce some people to become entrepreneurs in market economies.

#
  (Clague, 1992, p.3.)

 in a developing market economy

Antimonopoly Law Handbook

                         A change in competitive conditions facing an infrastructure industry may also have important welfare

implications.  As we will discuss below, several sectors in the U.S. that were once regulated were later

substantially deregulated as a result of the appearance of competition.  (Two good examples are railways

and long-distance telecommunications.)  Privately-owned, regulated firms may resist this competition, to

be sure, and may seek to use the regulatory process to impede (as was the case in both of the sectors just

cited), but it seems clear that an enterprise owned by the state will be able to resist more strongly and use

the force of government more successfully in doing so.

30

3.5 Conclusion

We believe that all of the factors just discussed - rate levels, capitalization, static operating efficiency, and

dynamic allocative efficiency - argue in favour of the privatization of infrastructure industries in the post-

socialist countries.  We have not addressed the issue of what form the privatization should take; there are

many possibilites, and it may be feasible in some circumstances for a less-than-compete privatization (like

the Hungarian plan noted above) to address public concerns while still achieving the goals discussed

here.

                              31

                         We have also not yet addressed the issue of whether and how to regulated such enterprises following

privatization.  It is to this important issue that we now turn.  First, how does one decide which sectors need

regulation?  Second, if part of the operations of a privatized infrastructure firm may be deregulated but part

must be regulated, should ownership of the two parts be separated?  Finally, what kind of regulatory

regime seems most appropriate to the post-socialist economies?

4.  The Appropriate Sectors for Regulation

It is by now commonly recognized that direct regulation of prices should be confined to those

sectors of the economy that exhibit natural monopoly characteristics.

                         A natural monopoly may be defined, semi-technically, as a firm that employs a given

technology for which the output demanded can be produced most cheaply by a single firm.  Often

this occurs because the average total cost for a firm using this technology declines continuously

over the existing range of demand.  The problem, of course, is that this one firm with lowest

costs, if not regulated, may be expected to act as a monopolist and to increase its profits by

                                                  30

                                                                                                    $ P ublic enterprises have a comparative advantage relative to private enterprises in regulatory capture, in

                                                                                                    which the industry captures those parts of the legislative process that can protect it against competition.
#

                                                                                                    (Newbery, 1992, p.18.)

                                                  31

                                                                                                    Sappington and Stiglitz (1987), pp.579-580; Bös (1991), pp.192-193; Hussain and Stern (1993), p.66.

 in a developing market economy

Antimonopoly Law Handbook
reducing output in order to raise prices.  An efficient regulatory regime seeks to ensure that
output is maintained at or near the competitive level at the same time that single-firm operation
allows the highest level of technical efficiency to be reached.

                         It is important to note, however, that just because a firm is a natural monopoly, it does not
follow that government regulation is either appropriate or necessary.  This is so for two principal
reasons.

                         First, regulation imposes costs upon regulated firms.  Th firms must hire attorneys and
experts to interact with the regulators.  They must delay taking actions while they consider their
regulatory implications and await regulatory reaction.  They must optimize under constraints
imposed by the regulators - some of which may not be well understood at the time of their
imposition, and some of which may reflect bureaucratic interest rather than public interest.  Such
burdens can be justified on a welfare basis only where the costs to the economy of the firm acting
in an unregulated manner would be large.
32

                         Second, a natural monopoly may not, in fact, be a monopoly in a sense that matters for prices

(and levels of output).  That is, even if a firm operates as a natural monopoly in producing a
ceratin product with a certain location, it may face competition from firms producing competing
products, or the same product with a different technology, or the same product at a different
location, and, thus, not require regulation.
33

  Recent U.S. examples of this phenomenon include
the following:

1
        T here has been a general consensus in the United States that both the local distribution of electricity and the

                         long-distance transmission of electricity from one point to another are natural monopolies.  However,

                         technological change has made possible the economical construction of a large and small generators of

                         electricity including as a by-product of industrial processes).
34

  T his means that there may be situations where

                         rates for wholesale energy
35

 need not be regulated.
36

  But it means more than that: if a particular location is

                         served by more than one long-distance line from more than one generating location, then it may be that the

                         transmission service no longer needs rate regulation, either.

1
        Similarly, the long-distance transmission by pipeline of petroleum between two points may well be a natural

                         monopoly.  However, in the United States the Department of Justice has argued for years that certain pipeline

                         destinations that have multiple sources of petroleum - say, from a pipeline from another origin or from water or

                         truck transportation - do not require regulation to protect them from monopoly pricing.
37

  Similar considerations

                                                  32

                                                                                                    For a discussion in the context of developing economies, see Bradburd (1992).  For a more general

                                                                                                    discussion of the costs of regulation, see Coase (1960, 1989a).

                                                  33

                                                                                                    This consideration will play an important role in the decision about the form privatization should take - that

                                                                                                    is, whether to privatize the enterprise in parts of as a whole.

                                                  34

                                                                                                    Robinson (1992a), p.8; Robinson (1992b), pp.118-1 24.

                                                  35

                                                                                                    These are the rates that the producer of energy charges the retail distributor.

                                                  36

                                                                                                    Tenenbaum, Lock, and Barker 91992), p.1139; Bös (1993), pp.8,14.  See  also Hammond (1992).

                                                  37

                                                                                                    U.S. Department of Justice (1986); Untiet (1987).

 in a developing market economy

Antimonopoly Law Handbook

                         may hold for some natural gas pipelines.

1

        T he operation of a railway from a particular origin to a particular destination may sometimes be a natural

                         monopoly, especially in locations where the density of traffic between the two points is low.

38

  However, it is

                         widely accepted in the United States that government regulation of this natural monopoly is unnecessary in those

                         situations where the transport of the commodities via road or water is an economic substitute for their

                                                  38

                                                                                                    See, e.g., Keller (1983 ); Caves, et al. (1985).  John Stuart Mill reached the same conclusion nearly 150 years

                                                                                                    ago:
$

In the case of railways ... no one can desire to see the enormous waste of capital and land (not to speak

                                                                                                    of increased nuisance) involved in the construction of a second railway to connect the same places already

                                                                                                    united by an existing one.
#

  (Mill, 1848, Vol. 2, p.142).

 in a developing market economy

Antimonopoly Law Handbook

                         But there is no evading the fact that sometimes the trade-offs involved are difficult.  In fact,
there is a certain inherent difficulty to the trade-off, since it is in precisely those areas where there
are economies of scope between the provision of regulated and unregulated services that the
separation of the costs of the provision of regulated and unregulated services may be the most
complex task (or may be, in fact, logically impossible).  Few in the United States would deny that
there would be real economies of scope to the provision of information services by regulated
providers of either local telephone or local cable television service, but few would deny also that
this is a situation in which the possibility of cross-subsidies - and hence unfair competition to
other providers of information services - is a matter of real concern, in the absence of regulatory
safeguards.  In a variety of circumstances, policy-makers in the United States are seeking to
balance these considerations just now.
42

                         If cross-subsidization is a matter of concern in market economies, it may be even more of a
danger in the post-socialist economies.  This is so for two reasons.

                         First, the prevention of cross-subsidization requires that firms keep careful accounts
according to well-accepted accounting principles and that regulators be well-trained in the
interpretation of these accounts.  Since none of these preconditions exist in the post-socialist
countries (nor are they likely to for many years to come), the accounts of regulated firms are
likely to be kept in such a way as to make the detection of cross-subsidies difficult.

                         Second, the careful interpretation of firm accounts to prevent cross-subsidization, inevitable,
requires important judgements to be made by individual regulators.  Whenever such judgments
are required, there is the possibility of corruption and conflict of interest on the part of regulators

- what is sometimes termed

$
regulatory capture

#
.  Economists have noted an unfortunate
tendency in the West for regulatory bodies to protect regulated firms from competition as much
as they protect the public from the abuses of monopoly.
43

  As Tirole (1991) notes, the post-
socialist economies may be especially susceptible to this problem:

                         Strong safeguards must be put in place to prevent governments from serving the interests of specific groups.

                         Many of these safeguards did not exist under the previous regimes and will take time to install: organization and

                         rotation in the civil service, administrative procedures and regulatory hearings, independent administrative

                                                  42

                                                                                                    See section 6.2, above, on how different regulatory regimes affect the incentives for cross-subsidization.

                                                  43

                                                                                                    Stigler (1971); P osner (1974); P eltzman (1976).  A useful review of recent developments in this literature is

                                                                                                    provided by Noll (1991).

 in a developing market economy

Antimonopoly Law Handbook

                         courts, checks and balances in government, development of a tradition of investigative reporting by the media,

                         etc .

                                             44

For these two reasons, it seems likely to be especially difficult in the post-socialist countries for regulators

to prevent firms from subsidizing unregulated operations from regulated operations, and, thus, it seems

appropriate to hold a strong bias in these economies toward the separation of ownership of regulated and

unregulated businesses.  (The most likely exception may be when the regulated service and the unregulated

service are the identical service offered in different markets - for example, the cases of deregulation

described below in section 6.6).

                                                  44

                                                                                                    Tirole (1991), p.240.  One example of the problem is complaints that advisors to the Czech Ministry of

                                                                                                    P rivatization will be able to use confidential information for their personal gain (Tereza Nemessanyi,

                                                                                                    $

                                                                                                         P rivatization
s Loopholes May Allow Future Abuses
#

, P rague post, August 25-31, 1992).

 in a developing market economy

Antimonopoly Law Handbook

                         Early developments in this area do not appear especially promising.  Both Poland and Hungary have
chosen to allow their monopoly providers of local telephone service to enter into the provision of related
services that may not be natural monopolies, such as mobile radio, cellular telephone, paging, packet data
transmission, and electronic mail.  Since these kinds of services provide the only likely competition to local
telephone service in the near future; since there is little chance that in the near future demand in either
country can support more than one or two providers of these services; and since regulation to prevent
cross-subsidization is likely to prove ineffective - indeed as of this writing it is contemplated that Hungary
will privatize local telecommunications with no regulation - this joint ownership raises the likelihood that
cross-subsidization will be used as an entry deterrent, to the detriment of competition and consumers.

45

6.  The Appropriate Competition Regime for Natural Monopoly Sectors

6.1  Background

For the last hundred years, the predominant form of regulation in the United States has been

$
rate
of return

                                                          #
                                                                 regulation.  This form of regulation operates in the following manner.  At a particular
point in time, the regulated firms estimates the value of its capital stock.  For a particular period
of time (perhaps one year), the firms estimates the quantity of its products that will be demanded
by customers.  It then estimates the costs that it will incur in satisfying this demand, including the
cost of depreciation of its capital stock.  The regulatory body calculates the amount of surplus,
net of both operating costs and depreciation, that must be allowed the firm if it is to earn a

$
      normal

                                                     #
                                                             rate of return, or profit.  The body then permits the firm to set such prices as the body
calculates will yield that return.

                         Critics of this system of regulation have charged that it is both costly and inefficient.  It may
be costly because there is a sufficiently large number of difficult judgements required of
regulators in administering the system that a particular decision may result in expensive and
time-consuming lobbying, deliberation, and litigation.  It may be inefficient because some of the
principles involved may provide poor behaviourial incentives to the profit-maximizing firm.

                         Examples of the difficult judgements required include the following:

1.  What is the exact value of the capital stock of the firm?  (T hose who have studied Marxist economics will have a

                         special understanding of the difficulties involved here.)  Exactly how much of that capital stock depreciates in a

                         single year?  Natural monopoly sectors tend to be among the most capital-intensive sectors of the economy, so

                         that small changes in the answers to these questions may make large differences in the prices charged by and

                                                  45

                                                                                                    An ironic related development: electricity privatization in the former German Democratic Republic resulted

                                                                                                    in the ownership integration of previously separate enterprises for power generation and power distribution.

                                                                                                    (Bös, 1991, p.185.)

 in a developing market economy

Antimonopoly Law Handbook

                         return earned by firms.

2.  What is the
                                                                                                         $

                                                                                                               normal
#

 rate of return to capital that should be allowed by regulators?   This rate

                         - which is the rate that the firm must be allowed to earn if it is to attract funds from investors

                         - should be determined in a particular industry largely by the riskiness of investing there.  But

                         exactly how risky is investing in a particular natural monopoly sector?   Again, the capital-

                         intensity of the typical natural-monopoly sector makes this a very important question.

3.  The capital intensity of many natural monopoly firms is accompanied by the problem of

                         $

                               common costs
#

: a significant portion of the capital costs incurred by the regulated firm is not

                         sensitive to the level of output, or to the output mix, of the firm.  Thus, while these costs may

                         be large in magnitude and must be recovered if the firm is to earn a return on its capital, it is

                         logically and operationally impossible to assign them to particular units of output of the firm.

                          How they are recovered then may become as much a matter of
$
fairness
#

 - hence of lengthy

                         discussion and persuasion - as of economics.

Examples of poor incentives provided by the terms of the system include the following:

1.  If the firm reduces its costs, the regulatory body will respond in the next period by reducing

                         the prices that the firm is allowed to charge, since less revenues will be required to cover

                         operating costs and still allow the normal rate of return.  Conversely, the firm knows that if

                         its costs increase as well.  Thus, the incentives of the regulated firm to seek to operate more

                         efficiently are attenuated.

2.  The higher the level of capital intensity of the firm, the higher the level of surplus that must

                         be allowed by the regulator to achieve the normal rate of return on capital.  Thus, firms may

                         have an incentive to increase their capital intensity beyond the most efficient level.

                         The widespread perception of these kinds of problems with rate-of-return regulation has = besides

supporting the arguments in favor of the sectoral deregulation discussed earlier in this paper - stimulated a

search for new forms of regulation that do not impose the costs and inefficiencies that may accompany

rate-of-return regulation.  In some sectors of U.S. and other Western economies, regulated firms have been

allowed to set their prices in such a way that a particular long-term revenue path is not exceeded, without

regard (in principle, at least) to the costs incurred by the firms in a particular year.  For example, the firm

may be told that its revenues may increase each year at the same rate as the rate of inflation in the

economy, minus a predetermined allowance for increased operating efficiency.  These kinds of regulatory

regimes have been labelled
$
incentive
#

 regulation, because - again, in principle - they do not penalize a

firm for lowering its costs by forcing it to lower its prices as well.

6.2 The Appropriate Regulatory Mechanism

For those firms in the post-socialist countries that require government regulation, what is the appropriate

regulatory mechanism?  At least three broad categories of mechanisms would seem to be candidates:

1

        dominant-firm oversight under an antimonopoly statute;

1

        cost-of-service regulation, as traditionally used in the United States; and

1

        incentive regulation

 in a developing market economy

Antimonopoly Law Handbook

                         Government oversight under the first category would simply treat the natural-monopoly firm as one
more firm with market power whose possible

$
abuse of dominance

#
 is to be guarded against by the
antimonopoly authorities.  (The defined abuses typically include price discrimination, tying, charging

$
      excessive

                                                               #
                                                                      prices or earning

$
excessive

#
 profits, and withholding output to increase prices.)

46

  Under the
second category, a regulatory authority would be created to set detailed prices for the firm, based
principally upon the costs that it incurs, with an objective to ensure an adequate rate of return on the firm
s
assets.  Under the third category, this regulatory authority would also set some prices - though perhaps in
less detail than under cost-of-service regulation - but would base these prices upon some factors not tied
directly to the past and present costs incurred by the firm.

                                                  46

                                                                                                    See, e.g ., Fox and Ordover 91992); P ittman (1992); Slay (1994).

 in a developing market economy

Antimonopoly Law Handbook

                         Each of these types of mechanisms has advantages and disadvantages relative to the others, and some

of these advantages and disadvantages take on a special importance in the context of the post-socialist

economies of Central and Eastern Europe.

47
  The World Bank has encouraged the use of incentive

regulation schemes in many sectors in the post-socialist countries.  As in the Western economies, different

mechanisms may be more appropriate to one industry than to another; in addition, different mechanisms

may be the most important of these advantages and disadvantages may be included in one of three broad

categories: the cost structure of the firm, changes in industry technology, and changes in industry demand.

6.3 Cost

As practiced in the West, cost-of-service regulation has been based upon detailed information dn analysis

concerning the costs already incurred by the regulated firm.

48
  This has had the advantage of rendering

rate-making an exercise of some predictability and routine, removing the scope for much regulatory

discretion; it has had the disadvantage of requiring massive regulatory staffs to analyse massive volumes of

data, and of tempering the incentive of the regulated firm to minimize its costs.  Incentive regulation

schemes originated as a means of restoring the cost-minimization incentive by severing the direct

connection between a regulated firm
s costs and its prices, but they do so at the expense of requiring a

prediction of the future costs facing the firm.

49

                         Consider separately the issues of costs already incurred and costs to be incurred in the future.  A full-

information application of either dominant-firm scrutiny or cost-of-service regulation would require data

on firm costs far more detailed and accurate than is available to enforcers in the post-socialist economies,

with their lack of a tradition of cost accounting and capital budgeting.  The President of the Polish

                                                  47

                                                                                                    There is a broad literature comparing cost-of-service with i ncentive regulation.  Recent examples include

                                                                                                    Brennan (1989), Schmalensee (1989), Brown, et al.  (1991), P int (1992), and Liston (1993).  Tirole (1991)

                                                                                                    makes the comparison in the context of Central and Eastern Europe.  One advantage of incentive regulation

                                                                                                    not discussed in the current paper is that it is designed to reduce or eliminate the incentive for the regulated

                                                                                                    firm to engage in cross-subsidization (Brown et al. , 1991, p.331); one disadvantage is that it creates an

                                                                                                    incentive for the regulated firm to reduce service quality (Brown, et al. , 1991, p.332).

                                                  48

                                                                                                    See generally Kahn (1971).

                                                  49

                                                                                                    See, e.g ., Beesley and Littlechild 91989); Schmalensee (1989).

 in a developing market economy

Antimonopoly Law Handbook

Antimonopoly Office recently described the difficulties encountered by her office in trying to use the
dominant-firm provisions of the Polish law to regulate prices charged by the automobile manufacturer

FSO:

                         In FSO case nothing could be done.  It was even impossible to calculate costs of one car - simply the FSO did

                         not know them - and on this basis to reckon monopolistic profit that was earned by the Factory.  Eventually the

                         [Antimonopoly] Court decided the proof is not sufficient.
50

  Under these difficult circumstances, the practice of price regulation, where necessary, will likely focus on

                         changes in prices as a function of changes in already-incurred costs.  T hat is, the relevant authorities may take

                         current prices as being reasonable and assess only increases from those prices.  T hus, the Competition Council

                         of the Hungarian office of Economic Competition recently judged a price increase for thermal water supplied by

                         Budapest Swimming Pools Management to be excessive:

                                                  50

                                                                                                    P oland, Antimonopoly Office (1992a).

 in a developing market economy

Antimonopoly Law Handbook

                         While not pronouncing on the correctness of the prices the Jury decided that Defendant did offend the law when

                         increasing their prices far beyond what would seem reasonable ...

51

                         All of this argues in favor of an inviting and arguable economically correct alternative: use world

prices where available.  Many of the inputs in public utilities are traded on a world market.  Energy and

capital equipment, for instance, are frequently traded across borders at world prices.  For economies in

transition, world prices have a number of advantages over domestic prices: 1. they are relatively stable; 2.

they more accurately reflect the resource cost; and 3. they reduce the scope for regulatory capture, by

establishing and independently determined yardstick.

                         Either an antimonopoly authority or a regulatory agency could use the available cost data to control

prices.  In cases where the bulk of firm costs are determined by the costs of one or a small group of inputs,

an antimonopoly authority may well be able to monitor and interpret the cost increases and to ascertain

whether price changes are indicative of the exercise of market power.  In cases where the firm
s cost

function is more complex and not a function of such a small group of inputs, effective regulation might

require the developing of industry-specific expertise by a specialized regulatory body.

                         Incentive regulation regimes seek to eliminate or minimize the necessity of detailed analysis of the cost

of experience of regulated firms, and to restore the incentive for firms to minimize their costs.

52

  However,

initial prices to which automatic price adjustments will be applied must still be determined.  More

importantly, all such regimes rely to some degree on the prediction of costs and productivity.  For many

industries, such predictions based on domestic data will be every bit as difficult in the post-socialist

economies as would be the detailed analysis of costs already incurred - first, because of rapid economy-

wide inflation, second, because of the deregulation of the prices of important inputs.

                         As with cost regulation, these problems suggest incentive regulation would benefit from the use of

world prices.  World prices for final products traded across borders (e.g., electricity) would allow the

regulatory authority to realize all of the advantages described above,

53

 and, in contrast to cost-of-service

                                                  51

                                                                                                    Hungarian Office of Economic Competition, case Vj-74/1991/17, National Sports  Swimming P ool v.

                                                                                                    Budapest Swimming P ools management.  See also Vissi (1992a), p.70.  More recently, the P olish

                                                                                                    Antimonopoly Office limited the percentage price increase planned by the P olish Telecommunications

                                                                                                    Company (
$

Telephone Rate Hikes on Hold
#

, Central European Business Weekly, August 13 - August 19,

                                                                                                    1993).

                                                  52

                                                                                                    Lewis and Sappington (1989); Sibley (1989); Brown, et al.  (1991).

                                                  53

                                                                                                    P rice stability is particularly important with incentive regulation:
$

Without uncertainty, price caps are

 in a developing market economy

Antimonopoly Law Handbook

                         resist such pressures.  T he Competition Law must not be allowed to reintroduce the quasi -official pricing of

                         goods in areas which Parliament exempted in the price law.  T here may be - and in fact there were - cases when

                         we were able to tell which part of a concrete price increase was justified and which was not, but these instances

                         were exceptional.
58

                                                  58

                                                                                                    Hungary, Economic Competition Office (1992a),   15.

 in a developing market economy

Antimonopoly Law Handbook

                         Dominant-firm regulation by the antimonopoly authorities institutionalizes price scrutiny with a body

whose existence does not depend on regulating that industry; cost-of-service and incentive regulation

institutionalize regulation with a body created, staffed, and dedicated to that purpose.  It seems likely that

the former will impose the smaller burden.

59

                         Furthermore, a generalized enforcement agency, such as an antimonopoly authority, will be less

susceptible to regulatory
$
capture
#

 than a regulatory agency; the staff and management of the former must

deal with a variety of industries and interests on a day-to-day basis and are likely to develop neither the

rapport not the institutionalized interdependence with the regulated industry that may develop under the

latter.

                                   60

                         There are responses to these arguments in favor of the use of the antimonopoly authority as regulatory

agency.  If the antimonopoly authority lacks the resources to impose a long-term regulatory burden, it also

lacks the resources to develop the extensive industry expertise required of a regulator.  If a generalized

antimonopoly authority may be to some degree protected from
$
capture
#

 by a particular industry, so may be

a generalized regulatory agency; one need not create a regulatory agency for each regulated sector.  There

may be a spillover costs from using the antimonopoly authority as a price regulator in natural monopoly

industries if the authority thereby develops expertise in the science of price regulation and begins to favor

that remedy over remedies that create or promote the process of competition in its antimonopoly

enforcement regarding the unregulated sectors of the economy.  And the existence of a competition

authority free of any regulatory power ensures that there is an advocate for efficiency within the

government which is free of special interest group pressure.

61

                         These factors suggest that the most appropriate circumstances for the use of antimonopoly authority as

regulatory agency will be not only where regulation is relatively straightforward (as discussed in section

6.3, above) but also where regulation is deemed necessary on only a short-term basis as competitive forces

develop in a particular sector.  Where long-term regulation is contemplated, an agency dedicated only to

regulation is probably in order.

                                                  59

                                                                                                    Nor should the general prejudice against setting up a new government regulatory body at a time of overall

                                                                                                    deregulatory transformation be ignored.  $ The public is highly suspicious about the newly established

                                                                                                    authorities.  For obvious reasons, the first impression tends to be
!

uh, another bureaucratic body.
 #

 (Vissi,

                                                                                                    1992a, p.11.)

                                                  60

                                                                                                    Stigler (1975), p.166.

                                                  61

                                                                                                    It should be recalled that in the United States the Federal Communications Commission resisted the opening

                                                                                                    of telecommunications to competitive forces from new entry, while the Department of Justice was taking

                                                                                                    steps to ensure that competition prevailed.

 in a developing market economy

Antimonopoly Law Handbook

6.5 Changes in Industry Technology

The transformation of the post-socialist economies will result in large, discontinuous changes in the
technologies used in virtually every natural-monopoly industry.  The issues discussed in the previous two
section s - the cost structure of the regulated firm and the burden of regulation - are especially important in
the presence or anticipation of such technological changes.

 in a developing market economy

Antimonopoly Law Handbook

The likelihood of such changes increases the importance of firms facing the proper incentives to use the

appropriate production technology at all times - increases the advantage of incentive regulation, in other

words, over rate-of-return regulation, which responds to a lowering of the firm
s costs by a lowering of its

allowed price.

                         Furthermore, such changes increase the importance of regulatory decisions, at the same time that they

increase the scope of regulatory discretion, and, thus, may significantly increase the likelihood of

regulatory discretion, and, thus, may significantly increase the likelihood of regulatory capture.  A

regulator faced with large, discontinuous technological changes must make decisions on a variety of issues

with far-reaching implications: how the regulated firm is to adopt the new technology, the cost treatment of

obsolete capital, whether the new technology changes the optimum number of firms in the industry (i.e.,

whether and to what extent entry may be permitted), whether the new technology removes the need for

government regulation.

                         In industries in which final product world prices are available, and assuming the commitment problem

can be solved by an international agency, incentive regulation seems to be the clear choice.  In addition to

its direct incentive advantages, incentive regulation may take some judgements out of the hands of the

regulator, thereby reducing the problems associated with regulatory capture.

                         If final product world prices are not available or if international agencies are unwilling or unable to

mitigate the commitment problem, the prediction and commitment problem would seem to hold trump over

the incentive problem.  Incentive rates will, rightly, not be taken seriously if likely changes in industry

structure mean that a commitment to announced rates could lead to either huge profits or ruinous losses for

the regulated firm.  The capture problem serves to strengthen the argument for mechanisms to control

regulatory discretion in these economies - through more explicit legislative direction where that is feasible,

in general through a strengthening of safeguards against the use of government agencies to further the

interests of particular groups.

62
  It also serves, on the basis of the argument that generalized agencies are

less susceptible to capture than are specialized agencies, to strengthen the argument for reliance on

antitrust provisions in those sectors where the structure of cost and production is not so complex as to

definitively require a specialized agency, or a generalized rather than a specialized regulatory agency.  The

$

      burden of regulation
#

 argument also points toward the use of the antimonopoly agency (though with the

same caveats noted above): an antimonopoly authority may be less inclined to micro-manage the evolution

of the infrastructure sectors of the economy.

6.6 Changes in Industry Demand

If the transformations of the post-socialist economies are to be successful, changes at the micro level will

be as sweeping and dramatic as changes at the macro level.  New plants and ships will be built.  Old plants

and shops will go out of business or will change their input requirements.  Managers, old or new, will

require a new dimension of service flexibility as they seek to satisfy customers rather than the requirements

                                                  62

                                                                                                    Levy and Spiller (1993) offer an extensive and valuable discussion of this broad issue.

 in a developing market economy

Antimonopoly Law Handbook
of a long-term plan.  The success of all of this will depend in part upon the owners and managers of
infrastructure industries facing the correct incentives to provide these new services and new packages of
services.

                         What kinds of regulatory structures will be most effective at providing these incentives?  Clearly this is
another example, like that of the previous section, where the incentive properties of incentive mechanisms

- the fact that firms and managers are rewarded directly, monetarily, for performing in a socially beneficial
way - seem well suited to solving the problem at hand.  (Cost-of service regulation, and to a lesser extent
dominant-firm scrutiny by antimonopoly authorities, could discourage such innovative behavior by seeking
to remove and

                                                                                          $
                                                                                                excess

#
 profits received.)  But what about cases in which incentive regulation will not
work?  Is there a way to use the incentive properties of such regulation without requiring overall
government commitments that cannot be made credible?

                         The answer is yes.  The solution - not applicable in all settings, but promising in some - is first, to
require the regulated firms to maintain their current service offerings presumably under continuing
regulation, while second, allowing the regulated firms to contract with customers to provide new services
at mutually agreed upon, unregulated prices and terms.  The first half of this proposal ensures that existing
customers continue to be protected from monopolistic abuses by the regulated firm, while the second
provides the regulated firm with the profit incentive to offer new services and attract new customers as the
economic transformation progresses.

                         How might this work in practice?  Consider the three industry setting discussed in the first section of
this paper.

�
          Owners of electrical transmission lines would continue to face regulation in their service to locations without

                         competing sources of generation and/or transmission (or without enough competing sources that rate

                         deregulation would be in order.)  T hey would be required to continue to offer the same level of service - perhaps

                         an increasing level as population and the economy grow - under rates and terms regulated by an electricity

                         regulating authority or - less likely in this complex sector - the antimonopoly authority.  However, the subject to

                         their satisfying these requirements, they would be free to contract to provide new service to new industrial

                         locations or towns that they had not previously served, under terms to be mutually agreed upon by customer and

                         supplier and subject only to the regulatory requirement that they not interfere with the duty of the firm to supply

                         its existing customers.

63

�
          Owners of oil pipelines would continue to face regulation in their service to locations without competing sources

                         of oil.  T hey would be required to offer the same or an appropriately improving level of service under the terms

                         regulated by appropriate authority.  However, subject to their satisfying these requirements, they would be free

                         to contract to provide new service to new industrial locations or towns that they had not previously served, under

                         terms to be mutually agreed upon by customer and supplier and subject only to the regulatory requirement that

                         they not interfere with the duty of the firm to supply its existing customers.

�
          Owners of railways would continue to face regulation in their service to locations without sufficient competing

                         transport options.  T hey would be required to offer the same or an appropriately improving level of service

                         under terms regulated by the appropriate authority.  However, subject to their satisfying these requirements, they

                         would be free to contract to provide new industrial locations or towns that they had not previously served, under

                         terms to be mutually agreed upon by customer and supplier and subject only to the regulatory requirement that

                                                  63

                                                                                                    Tenenbaum, Lock, and Barker (1992) discuss a similar proposal, p.1141.

 in a developing market economy

Antimonopoly Law Handbook

                         they not interfere with the duty of the firm to supply its existing customers.

                         Note that in all three of these situations the provision of service to new customers may require major

capital expenditures.  This proposal would require that such expenditures be accounted for separately from

the capital and improvements serving the
$
core
#

 customers, so as to avoid artificially inflating the rate base

under rate regulation.

64

  For that matter, by allowing firms to offer services in both regulated and

unregulated markets, this proposal raises the problems of potential cross-subsidization discussed in section

4, above.  As noted in that section, it will not do to be doctrinaire in seeking to prevent or eliminate all

such potential problem situations; circumstances in which the regulated service and the unregulated service

are the same service (but in different locations) seem especially likely to be those circumstances where the

economies of joint service provision will outweigh the costs of possible regulatory evasion.  The policy

described here would in many cases provide the correct incentives for important new capital expenditures

to be made, and could, thus, make an important contribution to the economic transformation and

development of the post-socialist countries.

7.  Conclusion

Privatization can be an important component of the restructuring and modernization of the public

utility sectors in post-socialist countries.  In order that the forces of competition may work in as

powerful a way as possible in furthering the economic transformation, government policy-makers

should set up economic regulatory schemes in only those industries where competition clearly

cannot work: those industries that both have the production structure of a natural monopoly and

do not face significant competition from other producers or industries.  Policy-makers can protect

against the inefficient, anticompetitive, and unfair use of the regulatory process to subsidize

unregulated operations by requiring that regulated firms sell off unregulated operations in those

instances where this would not entail a huge sacrifice of scale or scope economies.  In those

sectors where regulation is likely to be necessary only temporarily.  Where formal regulatory

mechanisms are created, the new incentive schemes are preferable if international agencies can

make the government commitment to price paths credible.  If the commitment problem cannot be

overcome, cost-of-service regulation may be preferable.  However, even in these cases, regulated

                                                  64

                                                                                                    Under some circumstances it would increase the importance of the monitoring of product quality by a

                                                                                                    regulatory body.  This proposal may give some firms an incentive to degrade product quality on their existing

                                                                                                    regulated service and offer a high quality substitute unregulated service at a higher price.

 in a developing market economy

Antimonopoly Law Handbook
firms can be provided with the proper incentives to provide important new services by
deregulating such services, subject to the firm
s continuing to satisfy its

$
core

#
 responsibilities.

 in a developing market economy

Antimonopoly Law Handbook

References

Baron, David P. (1991),
$

Information, Incentives, and Commitment in Regulatory Mechanisms:

                         Regulatory Innovation in telecommunications
#

, In : Einhorn, Michael, Price Caps and

                         Incentive Regulation in Telecommunications, q.v.

Beesley, M.E. and S.C. Littlechild (1989),
$

The Regulation of Privatized Monopolies in the

                         United Kingdom
#

, RAND Journal of Economics, 20, pp.454-472.

Bolton, Patrick and Gerard Roland (1992),
$

Privatization policies in Central and Eastern

                         Europe
                                                                         #

                                                                               , Economic Policy , 15, pp.275-309.

Bös, Dieter (1991),
$

Privatization and the Transition from Planned to Market Economies: Some

                         Thoughts About Germany 1991", Annals of Public and Cooperative Economics , 62, pp.183-

                         194.

Bös, Dieter (1993),
$

Privatization in Europe: A Comparison of Approaches
#

, Oxford Review of

                         Economic Policy , 9, forthcoming.

Boycko, Maxim, Andrei Shleifer and Robert W. Vishny (1992),
$

Property Rights, Soft Budget

                         Constraints, and Privatization
#

, unpublished paper, Harvard University and University of

                         Chicago.

Boycko, Maxim, Andrei Shleifer and Robert W. Vishny (1993),
$

Privatizing Russia
#

, Brookings

                         Papers on Economic Activity , 2, pp.139-192.

Bradburd, Ralph (1992),
$

Privatization of Natural Monopoly public Enterprises: The Regulation

                         Issue
                                                           #

                                                                 , World Bank, Country Economics Department, Policy Research Working Papers,

                         WPD 864 (revised).

Brennan, Timothy J. (1987),
$

Regulated Firms in Unregulated Markets: Understanding the

                         Divestiture in U.S. v. AT&T
#

, Antitrust Bulletin, 32, pp.749-793.

 Brennan, Timothy J. (1989),
!

Regulating by Capping Prices
#

, Journal of Regulatory Economics ,

                         1, pp.133-148.

Brennan, Timothy J. (1990),
$

Cross-Subsidization and Discrimination by Regulated

                         Monopolists
                                                                                                             #

                                                                                                                   , Journal of Regulatory Economics , 2, pp.37-51.

Brennan, Timothy J. and Karen Palmer (1991),
$

Comparing the Costs and Benefits of

                         Diversification by Regulated Firms
#

, presented at Telecommunications Policy Research

                         Conference, Solomons Island, MD.

Brown, Lorenzo, Michael Einhorn, and Ingo Vogelsang (1991),
$

Toward Improved and Practical

                         Incentive Regulation
#

, Journal of Regulatory Economics , 3, pp.323-338.

Caves, Douglas W., Laurits R. Christensen, Michael W. Tretheway and Robert J. Windle (1985),

                         $

                               Network Effects and the Measurement of Returns to Scale and Density for U.S. Railroads
#

,

                         In: Daughety, Andrew F., ed., Analytical Studies in Transport Economics , New York:

                         Cambridge University Press.

Clague, Christopher (1992),
$

Introduction: The Journey to a Market Economy
#

, In: Clague,

                         Christopher and Gordon C. Rausser, The Emergence of Market Economies in Eastern

                         Europe , Cambridge, Mass.: Blackwell.

Coase, Ronald H. (1960),
$

The Problem of Social Cost
#

, Journal of Law and Economics , 3, pp.1-

                         44.  Reprinted in Ronald Coase, The Firm, the Market, and the Law, q.v.

Coase, Ronald H. (1989a),
$

Notes on the Problem of Social Cost
#

,  In : Ronald Coase, The Firm,

 in a developing market economy

Antimonopoly Law Handbook

Robinson, Colin (1992a),

$
The Results of UK Electricity Privatisation

#
, unpublished paper,

                         Univesity of Surrey.

Robinson, Colin (1992b),

$
Privatising the British Energy Industries: The Lessons to Be Learned

#
,

                         Metroeconomica, 43, pp.103-129.

Sappington, David E.M. and Joseph E. Stiglitz (1987),

$
Privatization, Information and

                         Incentives

                                                                                             #
                                                                                                   , Journal of Policy Analysis and Management , 6, pp.567-582.

Schmalensee, Richard (1989),

$
Good Regulatory Regimes

#
, RAND Journal of Economics , 20,

                         pp.417-436.

Schumpeter, Joseph A. (1942), Capitalism, Socialism and Democracy , New York: Harper.

Shapiro, Carl, and Robert D. Willig (1990),

$
Economic Rationales for the Scope of

                         Privatization

                                                                                                              #
                                                                                                                    , In : Saleiman, E. and J. Waterbury, eds., The Political Economy of Public

                         Sector Reform and Privatization , Westview Press.

Shleifer, Andrei and Robert W. Vishny (1992),

$
Pervasive Shortages Under Socialism

#
, RAND

                         Journal of Economics , 23, pp.237-246.

Sibley, D. (1989),

$
Asymmetric Information, Incentives and Price-Cap Regulation

#
, RAND

                         Journal of Economics , 20, pp.392-404.

�íp, Emanuel (1992),

$
Evaporation of Natural Monopoly: Another Idea for East Europe

                         Telecommunications?

#
, presented at conference, Financing and Investments for

                         Telecommunications Development in Central and Eastern Europe, Budapest, October 1992.

Slay, Ben (1994),

$
Industrial Demonopolization and Competition Policy in Poland and Hungary

#
,

                         presented at meetings of Eastern Economics Association, Boston, March 1994.

Spiller, Pablo (1993),

$
Institutions and Regulatory Commitment in Utilities

 Privatization

#
,

                         Industrial and Corporate Change , 2, pp.387-450.

Stigler, George J. (1971),

$
The Theory of Economic Regulation

#
, Bell Journal of Economics , 2,
pp.3-21.

Stigler, George J. (1975), The Citizen and The State: Essays on Regulation , Chicago: Univeristy

                         of Chicago Press.

Tenenbaum, Bernard, Reinier Lock, and Jim Barker (1992),

$
Electricity privatization: Structural,

                         Competitive and Regulatory Options

#
, Energy Policy , pp.1134-1160.

Tirole, Jean (1991),

$
Privatization in Eastern Europe: Incentives and the Economics of

                         Transition

                                                                                              #
                                                                                                    , In : Blanchard, O. and S. Fischer, eds., The NBER Macroeconomics Annual 1991 ,

                         Cabmbridge: MIT Press and National Bureau of Economic Research.

U.S. Department of Justice (1986), Oil Pipeline Deregulation, Washington, DC: Government

                         Printing Office.

Untiet, Charles (1987),

$
The Economics of oil Pipeline Deregulation: A Review and Extension

                         of the DOJ Report

#
, U.S. Department of Justice, Economic Analysis Group Discussion Paper

                         87-3, May 22.

Vickers, John and George Yarrow (1988), Privatization: An Economic Analysis , Cambridge,

                         Mass.: MIT Press.

Vickers, John and George Yarrow (1991),

$
Economic Perspectives on Privatization

#
, Journal of

                         Economic Perspectives , 5, pp.111-132.

Vissi, Ferenc (1992a),

$
The Role of Anti-trust in Hungary

#
, In: Rayner, Stephen A., ed.,

                         Butterworths Trade and Finance in Central And Eastern Europe, q.v.

 in a developing market economy

Antimonopoly Law Handbook

Vissi, Ferenc (1992b),
$

The Peculiarities of Regulating the Monopolies in teh Economics in

                         Transition in General, and in Hungary in Particular
#

, remarks at World Bank Conference on

                         Treatment of Natural Monopolies in Eastern Europe, Vienna.

Winston, Clifford, Thomas M. Corsi, Curtis M. Grimm, and Carol A. Evans (1990), The

                         Economic Effects of Surface Freight Deregulation , Washington, DC: Brookings Institution.

Wiseman, Jack (1991),
$

Privatization in the Command Economy
#

, In : Ott, Attiat F. and Keith

                         Hartley (1991), Privatization and Economic Efficiency: A Comparative Analysis of

                         Developed and Developing Countries, q.v.

Zank, Neal S. (1991),
$

Perspectives on privatization in LDCs: Encouraging Economic Growth

                         and Efficiency
#

, In : Ott, Attiat F. and Keith Hartley (1991), Privatization and Economic

                         Efficiency: A Comparative Analysis of Developed and Developing Countries ,  q.v.

 in a developing market economy

Antimonopoly Law Handbook