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Averchdohnson regulation is concerned pr
tion in practice, with the regulation of thepln
rather than with the structure of prices. py :
theory and practice as is evidenced by i
price structure, e.g. those mandating
other tariff structures. The problem is p
the large fixed costs facing utilities,
are common or joint implies that,
allocation of fixed costs may be bas
not readily amenable to translation
accountants. This section is conce
in particular, with examining ho
the optimum implied by economi
common cost allocation are al
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c theory: The problems with| Ogje from
discussion of the individual i SO'CXamme'd latgr in Part y o
. ¢ individual industries. In this section w, n the
only with the problems of allocation of fixed costs igno © Are congen
of J_ommcss. This involves comparison of Ramsey Engthgproblem
derived from various accounting rules for allocating ﬁieges With priceg
now examine briefly some of the consequences of usincosls.Wewxll
rules based upon the contributions of Braeutigam (fgggo
(1981).
The problem of accounting for fixed or common cost by m
fully distributed cost rules consists of recovering Fin (6 44))‘ a g |
products. “ional

HCcoummg
) and Col,

CX)=F+3 C(x) (644

where C(x) is total cost of producing (x,,...,x,) and C, (x) is the
direct cost of product /. Let the contribution from each product i equal

Q,(x)=R(x)—-C,(x,) (6.45)
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¢ of much
t having equéd
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fO:X‘ / Z xl
| - ly give different results
rules, as Braeutigam shows, clearly give difler
ThsA othersc ru’le. However, when demand characteristics are not
fmmklhe:/{: l:::gzlators may be forced to resort to such measures. Is
well kno

of changing the FDC rules employed so that they can

eans B
there irllg’sz 1o the Ramscy rule? Bracutigam shows that the rule
move

P-S.Ci(x)

?Ff?ﬁ(x_,) (6.50)

with §,=C/(x)/x,C/(x) and C’,=margina'l cost of x, w1!I onerpricc
(relative to Ramsey pricing) products \‘{Ilh hlgher elasticities of de-
mand. Thus by slightly lowering the prices with presumabl){ hlgher
demand elasticities and slightly raising those with lower elgtstlcmes it
may be possible to move closer to economically efﬁcient prices.

The problem of allocating fixed costs by accounting formulae is that
in general it will not result in economically efficient pricing. The
problem is important for a number of reasons. For one it may be the
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only feasible alternative for recovering fixeq costs, F,
regulated firm has both competitive and mong S'| 0
incentive to overstate F so that as many ¢ e

er
Y Markeyg ; Whery o

fq 1t
allocated to the monopoly products, We Wi“hereiosls as WSSi}ll:.i the
implications of these issues in Parts TV and V um to Some ¢ ane

6.6 PRODUCTIVITY AND INCENTIVE REGUL AT
10N

Ur_mder perfect information, the regulator could i
ficient pricing and investment behaviour. H OWE:vmpl
assumptions on the costs of obtaining informat T, unde cali,
necessarily be considerably less informed than ﬁnnsog’ Tegulatgy w:ﬁ
technology, cost and demand conditions, This an Such Matterg
problem under incomplete information arises, wh;rebpnnql’alﬂgent
must use procedures which employ relatively easily gblh? Teulatg,,
(e.g. arising from audited acccounting records) to defin Wainabl 4
induce firms to behave efficiently. Under RoR regulatio : l;xcen
the regu!atory intervention is the commission P'°Ces; Z{exa le,
determining a fair rate of return, together with a definition Irected ,
base and allowable expenses which make up the rage of the Tate
constraint, As we have seen, this form of regulation caof Tetum
incentives to improve welfare relative to unregulated monopl:,lprovIQc
also provides incentives for allocative inefficiency. Resyls suchys but i
have motivated a study of other modes of regulatory inte;ilh.m
directed at perhaps providing incentives for more efficient ouu:cl)morl
The results to date have, however, not been encouraging, Rﬂlhlen:s
appears that the assumption of asymmetric information, so fundame, r:l
tal to the separation between regulators and regulated firm ha;
inherent in it unavoidable losses in welfare. The best we can hopc,for is
a second-best solution, subject to these informational constrainis |,
spite of this, it is naturally an interesting issue to investigate alternayiye
regulatory methods which may improve on some of the problems of
RoR regulation or other inefficiency aspects of the monopoly problem,
We can classify recent research on alternative regulatory methods
into two categories: those directed towards improving pricing efficiency
and those directed towards X-efficiency. Under the former category are
the proposals of Loeb and Magat (1979) and Vogelsang and Finsinger
(1979), which are directed at inducing the regulated firm to price its
ouput at marginal cost (Loeb-Magat) or Ramsey cfficient prices
(Vogelsang-Finsinger). In the latter category are the proposals of Sudit

ti\les to
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‘ and Sudit (1979) on productivity incen-

g) an rew, }?lﬂ: (;?;ffircsigncd to induce th'c regulated firm to
(97 ese jncentive ents and to engage in other cost reduc-
V%, 1 technolof ! reduce X-inefficiency. We consider first the
. s, . . :‘I’Sang_pinsingcr proposals, and a related propo-
ey and then consider productivity regulation. A
s cent research on regulating a monopolist Lmd.er
hcrazfon completes this section. Qur purposes here will

hese alternative regulatory proposals. A more

ibe t . :
asyﬂ;imarily {o describe parison of their merits will be delayed until

detall® . o
7. ‘decentralized method of utility
Chag:crand Magat (1273;55;-;?:;::)(:5, subsidies and franchises aimed
ion’ cmployﬂtli%c and X-efficiency. What follows briefly summar-
 promotin allocall ment. In Figure 6.4 the regulator sclects a
- d extends their argy inform the utility that if it
ises 877 7" 4. The regulator would also inform the utility f
ice of Po= ce below P, that it would receive a lump sum subsidy
Jowered 115 pnnsumer surplus for the difference between the two prices.
Lfithe Coovide the company with the incentive to move a price of
This would praximise its profits. Its profits would improve by the
p=me, ‘°b$ween CHP, and HGA. If CHP,=HGA, a zero profit
diﬁﬂer‘ﬁnoe ould result. Thus Loeb and Magat argue that this method of
soldion could lead to the efficient solution (P = mc), but only
rCE"l.au?;c regulator to have knowledge of the piecewise linear demand
re(ﬁf‘:hmugh P, H.Gand 4. The subsidy required to achieve this is
curve tf
PD\G/ﬁ:élsang and Finsinger (1?79) p.rovidc a regulatory rule which
converges to economica_lly ef_ﬁment prices. Their approach employs an
incentive type mechanism in the tradition of i Cross §l970). Th_cxr
iterative procedure converges 1o a set of prices wh'lch maximise
consumer’s surplus subject to a break-even profit constraint. Vogelsang
and Finsinger assume that demand and cost functions do not change
over time, and that the firm knows these functions, which are, like the
demand functions, assumed to be continuous and well behaved. Their
regulatory process requires that the regulator know costs, prices and
quantities that the firm realised in the previous period. Thus at time j
the regulator observes x(p,), C(x{), and I'I.(p,) where these are respec-
lively output, total cost, and profit and p, is price. For period j+1 the
regulation defines the set of feasible or allowable prices by

R={p|xp—C(x)<0}. (6.51)
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