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This course deals with the economics of regulation. It is concerned with how the government can
correct market failures, which can be due, among other factors, to entry barriers and externalities.
However, as the literature on the new regulatory economics shows, asymmetric information
constraints regulators seriously in their interventions. Hence the need for regulators to devise
incentive compatible rules and regulations. In many sectors traditional cost and rate of return
regulation are gradually replaced by complete or partial deregulation and, where regulation is
maintained, by price caps.

The first part of the course focuses on the traditional approaches to regulation, covering topics such
as cost-based pricing, second-best pricing, price discrimination, rate of return regulation,
externalities, and contestability. In the second part, the more recent analysis related to asymmetric
information, opportunism, and incentives is emphasized. Topics covered in this second part include
pricing, quality regulation, auctions, the dynamics of regulation, regulatory capture, privatization,
and access pricing. The emphasis will be on the theoretical models of regulation and their
implications for public policy.

Manuals

The two following books will be used extensively:

Laffont, J. J., and Tirole, J., 1993, A Theory of Incentives in Procurement and
Regulation, The MIT Press.

Spulber, D., 1989, Regulation and Markets, The MIT Press.

In addition to journal articles, selected chapters from the following books will also be used:

Laffont, J. J., and Tirole, J., 2000, Competition in Telecommunications, The MIT Press.
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Baumol, W. J., Panzar, J.C., and Willig, R.D., 1982 & 1988, Contestable Markets and
the Theory of Industry Structure, Harcourt Brace Jovanovich Publishers.

Kahn, A. E., 1988, The Economics of Regulation: Principles and Institutions, The MIT
Press.

Viscusi, W. K, Vernon, J. M., and Harrington, J.E., 1995, Economics of Regulation and
Antitrust, The MIT Press.

Schmalensee, R., 1988, Handbook of Industrial Organization, Vol. II.

Schmalensee, R., 1979, The Control of Natural Monopolies, Lexington Books.

Richardson, J. J., 1990, Privatisation and Deregulation in Canada and Britain.

OECD, 1999, Implementing domestic tradable permits for environmental protection.
Organisation for Economic Co-operation and Development, OECD Proceedings. Paris
and Washington, D.C..

Evaluation

Final 50%
Paper 50%

Lectures

Overview of regulation

Spulber, Ch.1.

Viscusi, Vernon and Harrington, Ch. 10, pp. 307-22.

Roman, A. J., “Regulation, Deregulation, Competition and Privatisation: The Canadian
Experience”, in Richardson, 1990, pp. 229-44.

Kahn, Alfred E. The Deregulatory Tar Baby: The Precarious Balance Between Regulation and
Deregulation, 1970-2000 and Henceforward. Journal of Regulatory Economics. Vol. 21 (1). pp
35-56. January 2002.

* Biglaiser, Gary; Riordan, Michael. Dynamics of Price Regulation. Rand Journal of Economics. Vol. 31 (4). p

744-67. Winter 2000.



3

Cost-based pricing

Spulber, Ch. 3.

Klein, Christopher C. A Comparison of Cost-Based Pricing Rules for Natural Gas Distribution
Utilities. Energy Economics. Vol. 15 (3). p 176-82. July 1993.

Braeutigam, R. R., 1980, “An analysis of fully distributed cost pricing in regulated industries”,
Bell Journal of Economics, 182-96.

Second-best pricing

Spulber, Ch. 5, pp. 159-70.

Braeutigam, R. R., 1988, “Optimal policies for natural monopolies”, in Schmalensee, 1988, pp.
1316-20.

Borenstein, Severin. The Trouble with Electricity Markets: Understanding California's
Restructuring Disaster.  Journal of Economic Perspectives. Vol. 16 (1). p 191-211. Winter 2002.

Sheehan, Michael. Why Ramsey Pricing Is Wrong: The Case of Telecommunications
Regulation. Journal of Economic Issues. Vol. 25 (1). p 21-32. March 1991.

* Steiner, P. O., 1957, Peak Loads and Efficient Pricing, Quarterly Journal of Economics, pp. 585-610.

* Kennet, D Mark; Gabel, David J. Fully Distributed Cost Pricing, Ramsey Pricing, Ramsey Pricing, and Shapley

Value Pricing: A Simulated Welfare Analysis for the Telephone Exchange. Review of Industrial Organization.

Vol. 12 (4). p 485-99. August 1997.

*  Danielsen, Albert L; Kamerschen, David R; Keenan, Donald C. Third-Best Pricing Rules for Regulated

Utilities. Southern Economic Journal. Vol. 56 (3). p 628-38. January 1990.

* Prieger, James E. Ramsey Pricing and Competition: The Consequences of Myopic Regulation. Journal of

Regulatory Economics. Vol. 10 (3). p 307-21. November 1996.

* Cuthbertson, Keith; Dobbs, Ian M. A Robust Methodology for Ramsey Pricing with an Application to UK

Postal Services. Journal of Industrial Economics. Vol. 44 (3). p 229-47. September 1996.

* Dierker, Egbert. The Optimality of Boiteux-Ramsey Pricing. Econometrica. Vol. 59 (1). p 99-121. January

1991.

* Martin-Cejas, Roberto Rendeiro. Airport Pricing Systems in Europe and an Application of Ramsey Pricing to

Spanish Airports. Transportation Research Part E-Logistics & Transportation Review. Vol. 33 (4). p 321-27.

December 1997.

* Tam, Mo-Yin S. A Mechanism to Induce Ramsey Pricing for Natural Monopoly Firms. International Journal of

Industrial Organization. Vol. 6 (2). p 247-61. June 1988.
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* Ted Bergstrom & Jeffrey K. MacKie-Mason, 1991. "Some Simple Analytics of Peak-Load Pricing”, RAND

Journal of Economics, 241-249 Vol. 22 (2) pp. 241-249.

* Crew, Michael A; Fernando, Chitru S; Kleindorfer, Paul R. The Theory of Peak-Load Pricing: A Survey.

Journal of Regulatory Economics. Vol. 8 (3). p 215-48. November 1995.

* Bergstrom, Ted; MacKie-Mason, Jeffrey K. Some Simple Analytics of Peak-Load Pricing. Rand Journal of

Economics. Vol. 22 (2). p 241-49. Summer 1991.

* Jordan, W John. Heterogeneous Users and the Peak Load Pricing Model. The Quarterly Journal of Economics.

Vol. 98 (1). p 127-38. February 1983.

* Platts, A R. Traditional Peak-Load Pricing Theory: A Synthesis. Journal of Economic Studies. Vol. 8 (1). p

47-51. 1981.

* Panzar, John C. A Neoclassical Approach to Peak Load Pricing. The Bell Journal of Economics. Vol. 7 (2). p

521-30. Autmn. 1976.

* Sorenson, John R; Tschirhart, John T; Whinston, Andrew B. A Game Theoretic Approach to Peak Load Pricing.

The Bell Journal of Economics. Vol. 7 (2). p 497-520. Autmn. 1976.

Rate regulation: The Averch-Johnson model

Spulber, Ch. 10, pp. 267-93.

Kahn, Vol. II, pp. 49-59.

Keeler, James P. Effects of Cost-based Regulation of Prices. International Journal of Transport
Economics. Vol. 12 (1). p 51-61. February 1985.

* Yusoff, Wan Sulaiman Wan. Rate of Return Regulation: An Indirect Approach. Iium Journal of Economics &

Management. Vol. 7 (2). p 51-71. 1999.

* Frank, Mark W. The impact of rate-of-return regulation on technological innovation. Bruton Center for

Development Studies series. Aldershot, U.K.; Burlington, Vt. and Sydney: Ashgate. p ix, 135. 2001.

* Pint, Ellen M. Price-Cap versus Rate-of-Return Regulation in a Stochastic-Cost Model. Rand Journal of

Economics. Vol. 23 (4). p 564-78. Winter 1992.

* Besanko, David; Donnenfeld, Shabtai. Rate of Return Regulation and Product Variety. Journal of Public

Economics. Vol. 36 (3). p 293-304. August 1988.

* Crew, Michael A; Kleindorfer, Paul R. Governance Costs of Rate-of-Return Regulation. Journal of Institutional

& Theoretical Economics. Vol. 141 (1). p 104-23. March 1985.

* Das, Satya P. On the Effect of Rate of Return Regulation under Uncertainty. American Economic Review. Vol.

70 (3). p 456-60. June 1980.

* Callen, Jeffrey; Mathewson, G Frank; Mohring, Herbert. The Benefits and Costs of Rate of Return Regulation.

American Economic Review. Vol. 66 (3). p 290-97. June 1976.

http:///ideas/data/rjerandje.html
http:///ideas/data/rjerandje.html
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* Granderson, Gerald; Lovell, C A Knox. The Impact of Regulation on Input Substitution and Operating Cost.

Southern Economic Journal. Vol. 65 (1). p 83-97. July 1998.

* Yusoff, Wan Sulaiman Wan. Rate of Return Regulation under Cournot Oligopoly. Iium Journal of Economics &

Management. Vol. 7 (1). p 115-22. 1999.

* Spieger and Spulber, 1994, “The capital structure of a regulated firm”, RAND, Vol. 25(3).

Externalities

Spulber, Ch. 12, pp. 331-45.
Ch. 13, pp. 350-69.

Smith, S., 1999, ‘The compatibility of tradable permits with other environmental policy
instruments’, in OECD (1999).

* Hahn, R., “Market power and transferable property rights”, Quarterly Journal of Economics, 1984:753-65.

* Ebert, Udo. Ramsey Pricing and Environmental Regulation. Bulletin of Economic Research. Vol. 50 (4). p

297-307. October 1998.

* Copeland, Brian R. Pollution Content Tariffs, Environmental Rent Shifting, and the Control of Cross-Border

Pollution. Journal of International Economics. Vol. 40 (3-4). p 459-76. May 1996.

* Baron, David P. Noncooperative Regulation of a Nonlocalized Externality. Rand, 16(4): 553-68, Winter 1985.

* The economics of environmental regulation. Oates, Wallace E., Economists of the Twentieth Century Series.

Cheltenham, U.K.: Elgar; distributed by Ashgate, Brookfield, Vt. p 195-230. 1996. Previously Published: 1994.

*  Fredriksson, Per G. How Pollution Taxes May Increase Pollution and Reduce Net Revenues. Public Choice.

Vol. 107 (1-2). p 65-85. April 2001.

* Simpson, R David. Optimal Pollution Taxation in a Cournot Duopoly. Environmental & Resource Economics.

Vol. 6 (4). p 359-69. December 1995.

* Lee, Dwight R. The Economics of Enforcing Pollution Taxation. Journal of Environmental Economics &

Management. Vol. 11 (2). p 147-60. June 1984.

* Denicolo, Vincenzo. Pollution-Reducing Innovations under Taxes or Permits. Oxford Economic Papers. Vol. 51

(1). p 184-99. January 1999.

Introduction to the New Regulatory Economics

Laffont and Tirole 1993, Introduction, pp. 1-19, 35-40.

* Pricing and regulatory innovations under increasing competition. Crew, Michael A., ed., Topics in Regulatory

Economics and Policy Series. Boston; Dordrecht and London: Kluwer Academic. p 1-19. 1996.

* Sappington, David E M. Designing Incentive Regulation. Review of Industrial Organization. Vol. 9 (3). p

245-72. June 1994.
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* Blackmon, Glenn. Incentive regulation and the regulation of incentives. Topics in Regulatory Economics and

Policy Series. Boston and Dordrecht: Kluwer Academic. p x, 133. 1994.

* Crew, Michael A, ed. Incentive regulation for public utilities. Topics in Regulatory Economics and Policy

Series. Dordrecht and Boston: Kluwer Academic. p x, 213. 1994.

* Brown, Lorenzo; Einhorn, Michael; Vogelsang, Ingo. Toward Improved and Practical Incentive Regulation.

Journal of Regulatory Economics. Vol. 3 (4). p 323-38. December 1991.

* Laffont, Jean-Jacques. The New Economics of Regulation Ten Years After. Econometrica. Vol. 62 (3). p

507-37. May 1994.

The basic model

Laffont and Tirole 1993, Ch. 1, pp. 53-72, 82-44.

* Baron and Myerson, 1982, “Regulating a monopolist with unknown costs”, Econometrica, 50:911-30.

Pricing

Laffont and Tirole 1993, Ch. 2, pp. 129-37, 155-8.
Ch. 3, pp. 165-73, 178-9, 206.

* Currier, Kevin M. An Algorithm for Ramsey Pricing by Multiproduct Public Firms under Incomplete

Information. Journal of Economic Dynamics & Control. Vol. 13 (2). p 283-300. April 1989.

* Iossa, Elisabetta. Price versus Output Regulation under Asymmetric Information on Demand. Rivista Italiana

Degli Economisti. Vol. 4 (3). p 359-74. December 1999.

Dynamics without commitment - The Ratchet effect

Laffont and Tirole 1993, Ch. 9, pp. 375-82, 409-11.

Leone, Andrew J; Rock, Steve. Empirical Tests of Budget Ratcheting and Its Effect on
Managers' Discretionary Accrual Choices. Journal of Accounting & Economics. Vol. 33 (1). p
43-67. February 2002.

Allen, Douglas W; Lueck, Dean. Searching for Ratchet Effects in Agricultural Contracts. Journal
of Agricultural & Resource Economics. Vol. 24 (2). p 536-52. December 1999.

* Olsen, Trond E; Torsvik, Gaute. The Ratchet Effect in Common Agency: Implications for Regulation and

Privatization. Journal of Law Economics & Organization. Vol. 9 (1). p 136-58. April 1993.

Regulatory capture

Laffont and Tirole 1993, Ch. 11, pp. 475-82, 485-87, 500-6.
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Becker, 1983, “A Theory of Competition Among Pressure Groups for Political Influence”,
Quarterly Journal of Economics, 98(3):371-400.

Stigler, George J. The Theory of Economic Regulation. 1971. Bell Journal of Economics. 2:3-
21.

Willenborg, Michael. Regulatory Separation as a Mechanism to Curb Capture: A Study of the
Decision to Act against Distressed Insurers. Journal of Risk & Insurance. Vol. 67 (4). p 593-616.
December 2000.

Peltzman, Sam. Toward a More General Theory of Regulation. Journal of Law & Economics.
Vol. 19 (2). p 211-40. Aug. 1976.

* Martimort, David. The Life Cycle of Regulatory Agencies: Dynamic Capture and Transaction Costs The

Review of Economic Studies. Vol. 66 (4). p 929-47. October 1999.

* Laffont and Tirole, 1991, “The politics of government decision-making: a theory of regulatory capture”,

Quarterly Journal of Economics, 106:1089-1127.

* Evans, Lewis; Garber, Steven. Public-Utility Regulators Are Only Human: A Positive Theory of Rational

Constraints. American Economic Review. Vol. 78 (3). p 444-62. June 1988.

*  Laffont, Jean-Jacques; Martimort, David. Separation of Regulators against Collusive Behavior. Rand Journal of

Economics. Vol. 30 (2). p 232-62. Summer 1999.

* Mullins, David. From Regulatory Capture to Regulated Competition: An Interest Group Analysis of the

Regulation of Housing Associations in England. Housing Studies. Vol. 12 (3). p 301-19. July 1997.

* Levine, Michael E; Forrence, Jennifer L. Regulatory Capture, Public Interest, and the Public Agenda: Toward a

Synthesis. Journal of Law Economics & Organization. Vol. 6 (0). p 167-98. 1990.

* Tollison, Robert D. Regulation and Interest Groups. Regulation: Economic theory and history. High, Jack, ed.,

Ann Arbor: University of Michigan Press. p 59-76. 1991.

Access pricing, Price caps and Telecommunications

Laffont and Tirole 2000, pp. 1-8,61-67,84-92,97-105,119-124,131-136, 170-173, Ch. 7.

* Blonski, Matthias. Network Externalities and Two-Part Tariffs in Telecommunication Markets. Information

Economics & Policy. Vol. 14 (1). p 95-109. March 2002.

* Chang, Ming Chung. Ramsey Pricing in a Hierarchical Structure with an Application to Network-Access

Pricing. Journal of Economics-Zeitschrift fur Nationalokonomie. Vol. 64 (3). p 281-314. 1996.

* Sappington, David E M; Weisman, Dennis L. Designing incentive regulation for the telecommunications

industry. AEI Studies in Telecommunications Deregulation. Cambridge and London: MIT Press; Washington,

D.C.: AEI Press. p xvi, 388. 1996.

* Clemenz, Gerhard. Optimal Price-Cap Regulation. Journal of Industrial Economics. Vol. 39 (4). p 391-408.

June 1991.
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* Weisman, Dennis L. Superior Regulatory Regimes in Theory and Practice. Journal of Regulatory Economics.

Vol. 5 (4). p 355-66. December 1993.

* Mitchell, Bridger M; Vogelsang, Ingo. Telecommunications pricing: Theory and practice. A RAND Research

Study. Cambridge; New York and Melbourne: Cambridge University Press. p xv, 307. 1991.

* Laffont and Tirole, 1994, “Access pricing and competition”, European Economic Review, 38:1673-710.

* Sibley, D., 1989, “Asymmetric information, incentives, and price-cap regulation”, RAND, 392-404.

* Armstrong, M., 1998, “Network Interconnection in Telecommunications”, Economic Journal, 108:545-64.

* Armstrong and Vickers, 2000, “Multiproduct price regulation under asymmetric information”, Journal of

Industrial Economics, 48(2):137-60.

* Mark Armstrong, Chris Doyle, John Vickers, The Access Pricing Problem: A Synthesis, Journal of Industrial

Economics, Vol. 44, No. 2. (Jun., 1996), pp. 131-150.

* Salinger, Michael A. Regulating Prices to Equal Forward-Looking Costs: Cost-Based Prices or Price-Based

Costs? Journal of Regulatory Economics. Vol. 14 (2). p 149-63. September 1998.

Contestable markets

Baumol, Panzar and Willig, Ch. 2 (1982) & 17 (1988).

* Bailey, Elizabeth E; Baumol, William J. Deregulation and the Theory of Contestable Markets. Antitrust and

regulation . Burgess, Giles H., Jr., ed., International Library of Critical Writings in Business History, no. 4

Aldershot, U.K.: Elgar; distributed in North America by Ashgate, Brookfield, Vt. p 420-46. 1992. Previously

Published: 1984.

* Evenden, Rhys D; Williams, Alan W. Contestability: The Debate and Industry Policy. Economic Analysis &

Policy. Vol. 30 (1). p 75-90. March 2000.

Dynamics with commitment and renegotiation

Laffont and Tirole 1993, Ch. 10, pp. 437-47, 458-60.

Strausz, Roland. Regulation in a Political Economy: Explaining Limited Commitment and the
Ratchet Effect. Economics of Governance. Vol. 1 (3). p 181-97. 2000.

* Baron and Myerson, 1987, “Commitment and Fairness in a Dynamic Regulatory Relationship”, Review of

Economic Studies, 54(3):413-36.

The regulation of quality

Laffont and Tirole 1993, Ch. 4, pp. 211-37.

Dalen, Dag Morten. Regulation of Quality and the Ratchet Effect: Does Unverifiability Hurt the
Regulator? Journal of Regulatory Economics. Vol. 11 (2). p 139-55. March 1997.
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* Besanko, Donnenfeld and White, 1988, “The multiproduct firm, quality choice, and regulation”, Journal of

Industrial Economics, pp. 411-29.

* Saglam, Ismail. Quality and Quantity Regulation under Asymmetric Information. Middle East Technical

University Studies in Development. Vol. 24 (3). p 429-39. 1997.

Privatization

Laffont and Tirole 1993, Ch. 17.

Schmalensee, 1979, Ch. 6.

* Anbarci, Nejat; and Karaaslan, Mehmet E., 1998, “An Efficient Privatization Mechanism”, Journal of Policy

Reform, 2(1):73-87.

* Beesley, M E. Privatization, Regulation and Deregulation: Introduction. Privatization, regulation and

deregulation . Beesley, M. E., Second edition. New York and London: Routledge in association with the Institute

of Economic Affairs. p 1-25. 1997.

*  Bailey, Elizabeth E; Pack, Janet Rothenberg, eds. The political economy of privatization and deregulation. Elgar

Reference Collection. International Library of Critical Writings in Economics, vol. 44. Aldershot, U.K.: Elgar;

distributed in the U.S. by Ashgate, Brookfield, Vt. p xxii, 639. 1995.

* Beesley, Michael E. Privatization, regulation and deregulation. New York and London: Routledge in association

with the Institute of Economic Affairs. p xii, 375. 1992.

Auctions and regulation

Laffont and Tirole 1993, Ch. 7.

Salant, D., 2000, “Auctions and Regulation: Reengineering of Regulatory Mechanisms”, Journal
of Regulatory Economics, 17(3):195-204.

Second-best price discrimination

Spulber, Ch. 7.

Hollas, Daniel R; Friedland, Thomas S. Competition, Regulation, and Second-Degree Price
Discrimination in the Municipal Electric Industry. Quarterly Review of Economics & Business.
Vol. 20 (3). p 41-59. Autumn. 1980.

* Boom, Anette, 1991, “Interjurisdictional Regulatory Spill-Overs and Price Discrimination: The Markets for

Prescription Drugs”, Journal of Institutional & Theoretical Economics, 147(4):87-715.

* Armstrong, Mark; Vickers, John. Price Discrimination, Competition and Regulation. Journal of Industrial

Economics. Vol. 41 (4). p 335-59. December 1993.

* Ireland, Norman J. On the Welfare Effects of Regulating Price Discrimination. Journal of Industrial Economics.

Vol. 40 (3). p 237-48. September 1992.
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