
Deregulation was just the removal of rules 
without considering why the rules were 

there in the first place. 
John Courage 



Under ideal conditions, the market mechanism 
provides optimal outcomes: 

All producers must be perfect competitors. 

People must have full information about 
tastes, costs and prices. 

All costs and benefits must be reflected in 
market prices. 

Pervasive economies of scale must be 
absent. 



These ideal conditions are rarely, if ever, 
attained, leading to market failure. 

Market failure: an imperfection in the market 
mechanism that prevents optimal outcomes 



Regulation can be designed to protect the public 
against monopolies, high prices, poor service or 

some danger. 

It can also be designed to insulate businesses and 
industries against the free market's risks. 



Antitrust laws give two options for government 
intervention: 

the structure of an industry. 

the behavior of an industry. 



Antitrust is government intervention to alter 
market structure or prevent abuse of market 
power. 

Regulation is government intervention to alter 
the behavior of firms, for example, in pricing, 
output or advertising. 



A natural monopoly is desirable because it can 
achieve economies of scale. 

It is likely that consumers will not benefit from 
the resulting cost savings. 

Natural monopoly: an industry in which one 
firm can achieve economies of scale over the 
entire range of market supply 

Economies of scale: reductions in minimum 
average costs that result from increases in the 
size (scale) of plant and equipment 

 



The economies of scale offered by a natural 
monopoly imply that no other market structure 

can supply the good as cheaply. 





The distinctive characteristic of a natural 
monopoly is its downward-sloping average 
total cost (ATC) curve. 

The natural monopolist’s profit-maximizing 
output also fails to minimize average total 
cost. 

The marginal cost (MC) curve lies below the 
ATC curve at all rates of output. 





The unregulated pricing of a natural monopolist 
violates the competitive principle of marginal 
cost pricing. 

Marginal cost pricing: the offer (supply) of 
goods at prices equal to their marginal cost 



Because P > MC, consumers are not getting 
accurate information about the opportunity 
cost of products sold in monopoly markets. 

Opportunity cost: the most desired goods or 
services that are forgone in order to obtain 
something else 



The economic profits potentially earned by a 
monopolist may violate our ideas of equity. 

Economic profit – the difference between total 
revenues and total economic costs 
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There are a number of regulatory options to 
deal with a natural monopoly: 

price regulation. 

profit regulation. 

output regulation. 



The government could regulate the 
monopolist’s price. 

The government could force the monopolist to 
set its price equal to marginal cost. 

But, in a natural monopoly, MC is always less 
than ATC. 



Marginal cost pricing by a natural monopolist 
implies a loss on every unit of output 
produced. 

A subsidy must be provided to the natural 
monopoly in order to provide efficient pricing. 



In a natural monopoly, production efficiency is 
achieved at capacity production, where ATC is 
at a minimum. 

No regulated price can induce the monopolist 
to achieve minimum ATC. 

A subsidy would be required to offset market 
losses. 
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The government can regulate the natural 
monopoly so that it makes a normal profit. 

The government would set the price where P = 
ATC. 



If a firm is permitted a specific profit rate (or 
rate of return), it has no incentive to limit 
costs. 

Profit regulation creates incentives for a 
regulated firm to inflate (“pad”) its costs. 



The government can regulate the natural 
monopoly’s output. 

Regulation of the quantity produced may 
induce a decline in quality. 
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A realistic goal is to choose a strategy that 
balances competing objectives. 

The choice isn’t between imperfect markets 
and flawless government intervention. 

The choice is between imperfect markets and 
imperfect intervention. 



In some cases, government failure may 
be worse than market failure. 

Government failure: government 
intervention that fails to improve 
economic outcomes 



There are costs associated with regulation: 

administrative costs 

compliance costs 

efficiency costs 



Someone must sit down and assess regulation 
tradeoffs. 

The costs of these lawyers, accountants and 
engineers represent a real cost to society.  



There is a cost for regulated firms to educate 
themselves, change their production behavior 

and file reports with the regulatory authorities. 



Inefficient regulation (bad decisions, incomplete 
information and faulty implementation) has a 

cost associated with it. 



Regulatory intervention must balance the 
anticipated improvements in market outcomes 

against the economic cost of regulation. 

Why Can’t Chuck Get His 
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