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NATURAL MONOPOLY AND LERNERIAN SOCIALISM

I want to express my thanks •for the opportunity to speak on this

occasion, honoroing a man about whom I felt so deeply, both as a person and as

one of the major contributors to our discipline. I am also, incidentally,

delighted to be back in Israel. Last night, as we entered the hotel, the man

helping with the baggage took one look at us and said "Welcome home", and, you

know, it was just the right thing to say.

While I am not going to talk about Abba himself, I will try to offer some

ideas which are, I hope, in Abba's spirit. In our professional capacity we

are, of course, indebted to Abba for many things, but, perhaps, as

micro—economists we are indebted to him most for thinking about the

implications of micro—economics and their applications to the ideals of

socialism. It is certainly clear that the application of micro—economics to

those important ideals is really fundamental.

Since the appearance of general equilibrium analysis and its marriage

with the theory of perfect competition, economists have known of the ability

of the market mechanism, suitably modified, actually to achieve much of what

romantic commentators had hoped central planning could accomplish. Abba

recognized that the legitimacy of socialism as an ideal must rest ultimately

on what it can accomplish for the general welfare -- for people, and not on

the compatibility of its instruments with someone's aesthetic preconceptions

about the avoidance of "unsocialistic" means. Seeing this so clearly, he also

saw that responsible socialism must not reject the market mechanism in those

cases where analysis has shown that the market mechanism promises to be the

most effective means of benefitting humanity. This remains one of the
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fundamental insights of current economics, and whatever post-Lernerian

discussions such as the one I am going to offer tonight may add to that

insight must at best be considered a valuable footnote contributing

incrementally to a set of ideas with a life of their own. Yet such an

insight, however, valuable and however profound, is never the last word on its

own subject, and so it necessarily offers room for additions. That, surely,

is the ultimate tribute one can pay to a basic contribution and a new idea.

It seems to me that one prime area calling for additional thought in

Abba's discussion of resource allocation under the market mechanism type of

socialism is the role of monopoly and the proper means for its control in the

social interest by whatever agency is in charge of the socialist economy. His

discussion of resource allocation in The Economics of Control dealt primarily

with markets that are naturally competitive and naturally offer the

possibility of financially feasible pricing consistent with economic

efficiency. That is, he dealt with the case which Professor Flanders has so

eloquently called to our attention in which marginal cost pricing can solve a

host of problems and, at the same time avoids the problems of financial

feasibility for the firm that charges prices equal to marginal costs.

However, he was careful to point out that his discussion on this score was

incomplete, particularly when dealing with issues like economies of scale and

with natural monopoly. The classic analysis of The Economics of Control

therefore deliberately omitted a number of issues which must still be faced up

to in designing some system for the control of monopoly. These issues turn

out to be important, not only as objects for theoretical inquiry but, as I

hope I will convince you, for actual practical policy in dealing with such

problems. There are three issues. The first which I have already hinted at,

is a topic which has been discussed often enough in the literature, so that it
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need merely be mentioned tonight. It is the issue of what should happen when,

because there are scale economies, the setting of prices equal to marginal

costs, which Abba so rightly advocated, guarantees that the firm must end up

earning less money than the total costs of its operations. If the world is

not ready to provide subsidies to monopolies, natural or unnatural, as it

usually is not, that leads to the dilemma that the firm which follows the

marginal cost pricing prescription is a firm which is on its way to committing

suicide. That, of course, is not the optimal way to control monopoly.

The second issue to which I would like to address myself is what is to be

done about what has been called The "rent seeking" behaviour which monopoly

profit engenders. What is meant thereby is that the very existence of a

monopoly, and I will go into more detail later, means that an extraordinary

amount of time, effort and other resources, and extraordinary amounts of money

will be spent by private interests seeking to gain control of that source of

wealth, and in this process there will be enormous losses of potential output

to society.

The third of these issues, and perhaps the most important in practice, is

the effect of monopoly on innovation and economic growth. Here there is a

double problem. The first, we are told, is that monopolists become lazy, they

come to like the quiet life, and that, not being spurred by competition, they

are the last to look for new ideas which are a way to court trouble by doing

something unfamiliar. But there is an associated problem which arises from

regulation. Any government regulation can be expected to seek to prevent a

monopoly from obtaining any earnings above those obtainable in a competitive

industry. But such an imposed profit limit may be yet an additional cause for

the firm to avoid any innovative acts, because it would simultaneously remove

any possibility of reward for productivity accomplishments by the firm. These
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are real problems which beset real firms, and are emphatically not merely

textbook issues. The question to which I will address myself here is how, in

the spirit of the Economics of Control which I regard as the one correct

general approach towards these issues, one can deal with these three problems.

As previously stated, I will not discuss the first problem at great

length. I bring it up primarily because, as we will see, it is a useful

introduction to the second problem. The first of these problems is that

marginal cost pricing is automatically likely to lead to financial deficits

when such pricing is employed to control a "natural" monopoly. As we now

know, there is a solution to that problem which was proposed by Frank Ramsy in

1927, and which has since become a standard item in the literature. The

proposition is now widely known and widely accepted, but in 1970, when I was

involved in republicizing it, it had all but disappeared mysteriously

vanished from the literature. I recall that now because in 1970 Abba wrote a

comment on my paper on the subject which helped to bring it wider attention.

His article offered some gentle and illuminating criticism. In addition Abba

had previously engaged in extensive and helpful correspondence with me on the

subject from which I certainly learned a great deal, and Abba charitably

claimed that he learned something in the process as well.

In any event, it is clear that we can now tell a better story than Abba

was in a position to tell in 1944, about the first of those issues -- that is,

how one modifies prices so as to achieve a double goal: To induce the best

allocation of resources that is attainable and coincidentally provide that the

monopoly neither incur a deficit nor be allowed to earn any excess profits.

That is, of course, the objective of the Ramsy pricing scheme, both to induce

what Abba was after -- efficiency in resource allocation, and meanwhile to
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keep the monopoly from earning either too much or too little.

Unfortunately, as I have said, excess profits and resource misallocation
are only first on the list of ill effects of unconstrained monopoly. The
second unfortunate effect which I have described is a phenomenon that has been
labelled "rent seeking" by Buchanan and Posner. Besides calling this effect
to our attention they have provided convincing evidence that its detrimental
consequences for public welfare typically are far more serious than those of
monopolistic restriction of output. What is rent seeking

)
' In essence, for

our purposes it may be described as the spending of money in order to make
money, not by productive activity, but by the acquisition or retention of
monopoly power. For example, when a government agency announces the
availability of a single licence or franchise for the production and
distribution of electric power in an area, 20 firms may well apply: Each will
hire a corps of lobbysts, lawyers, publicity agents, economist witnesses and
others to improve its chance of getting this licence. Let me assure you from
personal knowledge that this phenomenon is very real and very substantial.
Having been involved in several court battles where the cost to one side alone
was estimated at several hundred millions of dollars, I have seen tangible
rent seeking with my own eyes. Imagine several floors of a huge building
occupied seven days per week by an array of lawyers, legal assistants,
computers, computer operators, xeroxes, secretaries and others, and this army
in operation 24 hours a day. Imagine cases lasting a decade or more and
constituting a lifetime career for a team of laywers. Imagine a firm enmeshed
simultaneously in more than two dozeen such cases and you begin to grasp the
magnitude of the waste that rent seeking can engender. It means that hordes
of capable individuals who could be contributing to the productive process
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instead dedicate some or all of their working time to activities with little

benefit to society. Paradoxically, the rent seeking behaviour I have just

described, at least in theory, automatically eliminates one of the two major

evils attributable to monopoly, but substitutes for it another evil, arguably

far worse. For rent seeking automatically eliminates the profitability of

monopoly, but it does so by turning all that profitability into pure waste.

The argument here, essentially, is that while in its own operation the

monopoly is obviously not competitive, the court battles, lobbying procedures

and the other devices that are employed in fighting for that monopoly

franchise are purely competitive activities, and entry into those activities

will continue as long as there is an iota of profit to be obtained by doing

so. The result is that the profits of monopoly are driven to zero, but not in

the way that we should hope for and like. They are driven to zero by a

continuous, wasteful battle for the monopolistic franchise which turns all of

its conceivable benefits into trash. It is easy to demonstrate rigorously

that the resulting social losses may well become several times as large as the

losses from the resource misallocation attributable to the monopoly itself.

It may seem, incidentally, if we don't think about the issue carefully,

that rent seeking is a problem that arises only under capitalism and

automatically disappears in a socialist society. but that is an illusion.

Under socialism the rent seeking phenomenon does not vanish, but the form it

takes does chanye. Even in a socialist society which places minimal reliance

on the market mechanism rent seeking can play a very substantial role. For

example, in the Soviet bureaucracy the efforts of individuals to rise to

higher positions where they can control the resources generated by enterprises

with large real earnings are precisely of that variety, and many of the
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sources of waste in the Soviet productive mechanisms, including the propensity

to excessive accumulation of inventories in order to protect oneself from

falling behind in that battle for what may be interpreted as retention of the

franchise, are interpretable as precisely the same sort of phenomenon.

Under capitalism, and perhaps under socialism as well, there is only one

way to eliminate the problem, and that is, of course, to remove the incentive

for the wasteful resources use represented by rent seeking. Fortunately, the

Ramsey pricing approach to which I alluded earlier, effectively does remove

that incentive. If it does really result in prices which, while consistent

with allocative efficiency, eliminate all excessive profits, that pricing

scheme also simultaneously removes the incentives for rent seeking, and

therefore precluded all the wastes that go with it. So, in solving the first

of the three problems we already take a giant step toward the solution of the

second. It should be noticed that once again we are considering a pricing and

market mechanism sort of solution to a very real monopoly problem, handling it

in a spirit that is entirely Lernerian.

The Ramsey approach can, then, with one blow, eliminate two of the three

basic problems of the control of monopoly with which I am concerned here.

Unfortunately, however, while solving these two problems it may aggrevate the

third, which, in the long run, as I have indicated, may well prove the most

serious of the three in terms of its ability .to impede the growth of the

economic welfare that can be generated by the economy.

This third problem is the need to find some way of motivating the

monopolist to innovate aggressively, to dedicate himself to productivity

growth and to efficiency improvement. This is critical for the long run

because accumulated and compounded improvements in performance tend eventually

to make up for any shortcomings in the economy's static efficiency.
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It is often said, as I have earlier indicated, that monopolists prefer

the quiet lite, that too much innovation is not attractive to them since they

can do well enough without disturbing their peaceful relatively riskless

existence. But the problem becomes far worse under regulation of the sort we

have experienced in the United States or under any other control mechanism

which automatically limits economic profits to zero. For, if the profit

constraint is always effective, the firm is always automatically reimbursed

for all of its costs but never receives one iota more. The arrangement works

like what has been called a "cost plus contract", between a government and its

suppliers, and it is well known that cost plus contracts eliminate all

incentives for improvement, innovation and efficiency. Why should a

management, constrained to zero profits, take the heavy risks and devote the

great effort needed for innovation. For whether it does so or not, the profit

reward will be exactly the same. Thus, zero profit regulation such as that

associated with Ramsy pricing helps to ensure that the monopolist will follow

his natural instinct to avoid innovation and other productivity enhancing

disturbances to his otherwise peaceful existence.

The matter can usefully be looked at in another way. The central problem

for regulators seeking to control excess profits is the ability to

differentiate between two types of earnings. The first is simply an excessive

(or monopoly) profit which a monopolist has done nothing to deserve; the

second type of earning in question is a reward for extraordinary

accomplishment in meeting consumer desires or in improving efficiency. If the

regulator who seeks to preclude all monopoly profit, that is, the first of

these types of earnings, is, in practice, unable to distinguish the two, he

may incidentally also eliminate the second, leaving no reward for efficiency.
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The result is built-in stagnation and economic inefficiency. This, then, is

the third crucial problem with which I am concerned here.

Let me therefore end my talk by suggesting a means for dealing with this

problem without undoing the Ramsey solution to the other two problems with

which I have concerned myself. It will be seen that the solution is entirely

in the spirit of Abba's work relating to practical problems, from counter

speculation to TIP, with their heavy reliance on the virtues of financial

incentives for the right sort of behaviour. I must point out, incidentally,

that the proposal I am about to describe seems every bit as abstract and as

theoretical as Abba's ideas appeared to be when they were first ennunciated.

However, we have made some progress since then, because this idea has now

already been adopted by one regulatory agency in the United States, and is

under consideration by others.

The basic idea underlying the proposal is for the agency of control or

the regulatory agency, to replicate what economists call the Schumpeterian

process, which is the free market's device for eliciting innovation and

efficiency. That is, it is the means by which the market provides higher

rewards to those firms which exceed the norm in their innovation and penalises

those which regularly fall behind.

The Schumpeterian market mechanism, it will be recalled, works something

like a patent system. The firm that is the first to offer a better new

product, or the first to install a cheaper new productive process, thereby

subverts the power of its lagging competitors to force the innovative firm's

prices down to the level of its costs and to keep its economic profits down to

zero. That is, by inventing a better mouse trap or by employing a more

efficient productive process, the innovator is temporarily permitted by the
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market to charge prices that are higher than the pertinent costs and, thereby,

to earn profits which he can retain so long as his rivals have not caught up

with him.

These resulting economic profits are the market's reward for innovation.

They provide the incentive necessary to elicit the expenditures, effort and

risk—bearing required for the innovative process. Moreover, these profits are

temporarily like the profits provided by a patent with a limited life, for the

profits of the innovator are eroded as soon as its rivals are able to provide

adequate counter—innovation which re—establish their ability to compete

effectively with the innovator who got there first. At this point the

innovator's profits fall and the benefits of the growth in efficiency are

passed on to the consuming public, which is exactly the sort of thing that we

are trying to achieve.

Now it should be pointed out that this process is not without its price

because what is involved is indeed like a patent, the temporary grant of a

monopoly to the innovator who can use that monopoly to price excessively,

thereby restricting demand and resulting in a misallocation of resources.

This process, therefore, involves a costly trade—off between resource

allocation efficiency and economic growth. Yet, I believe there is a strong

presumption that, in the long run, continued and compounded innovation will

more than compensate for such static inefficiencies. It is because of this

prospect that the ideal principles of a Lernerian control mechanism must not

rule out some similar device providing similar incentives for innovation, new

product design and increases in economic efficiency.

The issue is how can this be done by the Lernerian agency devoted to the

control of monopolies. That is, how can the agency hope to measure the degree
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of a firm's outstanding innovation record of performance in order to permit it

to be rewarded with some appropriate amount of super—normal profit'. Or how

can that agency determine that some other firm has had a performance record

that is below standard and decide how much it should therefore be penalized.

The answer, of course, is that no agency can hope to do this, and,

fortunately, as I will show, there is no need for it to do so.

Let me first just describe without explanation a procedure which I claim

will automatically do the job, and I stress the word "automatically" because

it is the term that Abba would have loved me to emphasize. Having first

described the procedure, I will then say a few words about its logic. The

procedure involved, in essence, is the following: one starts out at some

point with the monopoly firm initially forced to price in the Ramsey manner,

with the appropriate efficiency prices calculated to yield zero economic

profits. I shall deal with the familiar situation in which there is continual

inflation because it brings out the point more clearly. Here the basic step

is to permit the firm to raise its prices automatically every year or even

every month but to raise its prices by less than the full amount of the rise

in the prices of its inputs. For example, suppose the economy is inflating at

a rate of 10 percent per annum, and suppose tnat in this economy, typically,

similar industries have been increasing their productivity at a rate of about

3 percent per annum. Let us suppose we are dealing with the telephone

industry and we have found that in electronics, which is considered a

comparable industry, productivity is growing about 3 percent per annum. Then

our controlled firm is permitted automatically to raise its price not by 10

percent, the 1U percent by which its labour costs, its costs of wire, its

costs of fuel, its other input prices are rising on the average. Rather, it
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is permitted to raise its price by 10 percent minus the 3 percent productivity

standard, that is, merely by 7 percent. This means that the firm is given a

moving target. If it is able to meet the norm demonstrated to be feasible by

other industries, if it is able to increase its productivity by 3 percent in

that year, that 7 percent rise in its prices will just exactly suffice to let

it break even, given the zero economic profits with which it starts and the 10

percent increase in its input prices. If the firm happens to be very good,

happens to beat the norm and achieve a 4 or 5 percent increase in

productivity, then it will not earn only zero profits but positive profits,

just like the superior innovator of the Schumpeterian process. Similarly, if

the firm's operation is lazy or incompetent or if for some other reason its

management does not perform adequately and its productivity grows 1.5 percent

or 2 percent -- below the 3 percent target that was chosen -- then that firm

will end up with an economic loss, not because anybody has calculated and

measured its productivity, but automatically without anybody making internal

calculations or telling it what to do or trying to perform the impossible task

of distinguishing its efficiency incentive payments from monopoly profits.

The next step occurs at some randomly selected date, say 5 years, on the

average, after the process starts. The firm is then brought before the

control or regulatory agency and told that its prices are to be recalculated

in light of its current costs so that they assume their Ramsey values, again

yielding zero profits. The new Ramsey prices will, of course, generally be

lower than they were before by amounts corresponding to the cost savings that

have been achieved meanwhile as a result of the productivity inducements.

Therefore, just as in the Schumpeterian process, at that point all the
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productivity gains which have been the source of reward to the firm that

achieved them will now be passed on to the general public, and that is the

object of the entire affair.

The logic of this process requires several comments. The first is the

observation that the basic idea is very simple and is simple to administer.

It involves no complex calculations, no corps of accountants and no detailed

interference in the decision—making process of the enterprise. It simply

requires calculation for the economy as a whole, not for the firm in

particular, of how fast labour costs and other input costs are rising. For

reasons that I will mention in a moment, one never wants to use data about the

firm itself for this purpose. Rather, one wants to use general data for the

economy in setting the norms for the procedure. Similarly, the process uses

publicly available productivity data for other comparable industries rather

than data about the regulated firm itself, and from these two pieces of

information the process procedes automatically.

Now, the second point to be made about the proposed procedure is that, in

setting the productivity target in terms of another neighbouring industry, one
assures two things: first that the productivity goal is realistic, not

arbitrary. It is something that is actually being achieved by others. It

just asks the firm to run as quickly as others have demonstrated they are able

to. Second, it automatically takes proper account of exogenous influences

beyond the firm's control which affect its ability to enhance its own

productivity growth. For example, if an oil shock temporarily makes it

difficult for the firm to raise its productivity, that will also affect the

neighbouring industry similarly, and by so slowing the growth of the latter,

the controlled monopoly's productivity target will automatically be adjusted

to take account of the difficulty imposed by the petroleum crisis.
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The third comment on the nature of the proposal is that its use as a

standard of the inflation rate of input prices in the economy as a whole,

rather than that of the firm itself, is designed to lead the firm to seek its

inputs from the cheapest sources, to offer the firm a reward for achieiving a

rate of growth of input prices lower than the economy's, by seeking out

cheaper suppliers of fuel, by finding more efficient suppliers of raw

materials, etc.etc. For if the firm's price ceilings depend on the economy's

input costs, rather than its own, the enterprise will be able (temporarily) to

retain as profits any relative savings it is able to achieve in its input

purchases.

My last comment on the control proposal is that its review date -- the

date on which its profits are to be reduced to zero once more, and its gains

passed on to the consuming public -- is to be chosen randomly in order to

avoid an inducement to the firm to play games with the scheme by delaying

innovations as the review date approaches in order to get itself a more

liberal target for the next go around. If its costs can be kept relatively

high at that date, its Ramsey prices will be correspondingly higher, and with

as yet unused innovations in management's pocket, the profits of the firm

after the review date will be enhanced at the public's expense. This can be

avoided by a random choice of review date which prevents the controlled

monopoly from knowing in advance when that date will be.

have emphasized that the hallmark of this scheme is minimal

interference by the board of control with any of the decisions to be made by

the firm's managers, that it gives the board of control a set of rules whose

operation employs only objective and easily obtainable data and does not

require the board to get into arguments on the proper measurement of the
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productivity of the firm itself, which must ultimately come to resemble

theological disputes on the number of angels that can be balanced on the head

of a pin. I also repeat that the proposal is no pure abstraction, not a

device which belongs only in theoretical writings. Its very simplicity and

its promise for effectiveness, as a rule which requires any firm to run as

hard as it can in order for its profits to stand still, has already begun to

recommend the proposal to policy makers.

I have now gone on long enough about the details of the proposed

innovation stimulation mechanism. My objective here is not to convince you of

the optimality or even of the feasibility of this one particular approach, for

there may well be others that are superior to it. The point, rather, is to

convince you that incentives for productivity growth can be provided through

use of the market mechanism and financial incentives as the way to get where

one wants to go, to get there efficiencly and to get there with minimal

interference with freedom of choice.

Today's lecture unuertook to provide some illustrations of the ways in

which one can continue to build on Abba's approach, carrying just a bit

further the sort of applied analysis he taught us so effectively. This is

entirely in Abba's spirit, with its concern for freedom and for avoidance of

measures that rely on case-by-case judgement and intervention by bureaucrats.

It is to Abba that we owe the vision that such things are not only possible,

but are the right way to go.




