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Preface

For nearly a quarter of a century, researchers have been respond-
ing to a series of path-breaking articles on the economics of pub-
lic utilities. For example, Stigler and Friedland (1962) examined
the effects of regulation on electricity prices, using data from the
early 1900s. They found no impact on prices, and an outpouring
of additional studies followed. Simultaneously, Averch and
Johnson (1962) analyzed the impact of rate-base regulation on a
firm’s input mix and output. More elaborate models followed on
the heels of their seminal contribution. At about the same time,
Steiner (1957) and others were establishing the conditions for effi-
cient pricing for a firm that experiences peak and off-peak
demands for its output. The field of public utility economics no
longer moved at a glacial pace, with case studies composing a
substantial portion of its literature. Rather, it became part of the
cutting edge of microeconomic theory, with more sophisticated
analytical tools being applied to pricing and investment problems
encountered in the context of natural monopolies.

Alfred E. Kahn’s comprehensive textbook, The Economics of
Regulation (1971), consolidated the extant literature, but the
founding in 1970 of the Bell Journal of Economics contributed to
the growth in the number of articles on utility topics. As an indi-
cation of that journal’s impact, one need only note that this rela-
tive newcomer quickly became one of the top 10 economics jour-

X
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nals. The sustainability of natural monopoly, nonlinear pricing,
and regulation under uncertainty are just three of the themes
stressed in this literature that have enriched our understanding
of complex regulatory issues.

Furthermore, the literature continues to expand. Besides the
specialized and more general journals that publish research on
public utility topics, there continue to be numerous symposia
and conference volumes (such as those edited by Crew and by
Danielsen and Kamerschen) that represent important sources of
primary material. Keeping up with the burgeoning literature is
nearly impossible; so the present survey represents a snapshot of
a rapidly changing field of study.

We have tried to pull together the major strands of research,
without merely creating an encyclopedic catalogue of the litera-
ture. Some themes are treated in an idiosyncratic manner, rep-
resenting our own views of how the tapestry might be best dis-
played. We hope that researchers at regulatory commissions can
sense the excitement of recent theoretical developments. In addi-
tion, we hope that academic analysts will gain an appreciation for
the challenges faced by regulators and executives who grapple
with problems in the transportation, electricity, gas, and telecom-
munications industries.

The bounds we have chosen for our coverage reflect both the
need to produce a manageable manuscript and our own abilities
and interests. Undoubtedly, our survey has missed some impor-
tant contributions and in some chapters is biased toward our own
work. The former is an error, and the latter a natural inclination.

Prerequisites

The reader is assumed to have a solid grasp of interme-
diate microeconomics. The material builds on standard con-
sumer and producer theory; the particular applications to public
utility issues involve extensions of intermediate theory. We have
tried to avoid mathematical elegance for its own sake. However,
partial differentiation is used extensively in the context of con-
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Preface Xi

strained optimization problems. Similarly, integration is used
when deriving consumer surplus and expressing expected values.

Despite the regular appearance of functional notation, the non-
mathematical reader will be able to follow the chains of reason-
ing. The extensive use of figures should assist in the interpreta-
tion of key relationships. We have tried to make the material
accessible to the technical staffs of regulatory commissions and
utilities, but the target audiences are advanced undergraduate
and graduate students, in addition to economists wishing to
review recent developments in the field.
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theories, significant developments in microeconomic theory over
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policy. This book provides a comprehensive overview of natural
monopoly issues that we hope will stimulate analytical refine-
ments and lead to improved public policies.
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