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Historical notes on economic 

theory of regulation 



Regulator’s goal

• Max α(R-C)+V

The regulator’s goal is to max profit plus 

consumer surplus



Simplifying profits and consumer 
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Regulator’s goals

Preferences of the regulator                 

The dimension of parameter alfa reflect 

preferences of the regulators

( l=0)

Baron e Myerson assumed no cost for public funds 

( l=0)

For Laffond Tirole l=0



Regulation and games
The regulatory process is modeled as a game of incomplete information. 

The regulator:

• has no direct access to information about the monopolist’s true 
production costs. 

• induces the regulated firm to employ its privileged information to 
further the broad interests of society, rather than to pursue its own 
interests? 

• trades off its objective to extract rents from the monopolist (revenue to 
the government) against its objective to encourage an efficient output 
level. 

In addition, the monopolist must be given sufficient incentive to participate 
(i.e. to stay in the market). 

Revelation principle, Baron and Myerson (1982) and Sappington (1982,1983).



Literature flow

Asurge in the literature on regulatory 

economics followed the Baron-Myerson 

and Sappington contributions: 

“ alternative regulatory mechanisms, such 

as price caps versus cost-and profit-

sharing schemes”.



Mechanisms and effects

• empirically estimation of the effect of regulation on firms’ behavior 
(see Wolak, 1994). 

• optimal time-consistent mechanisms: “ratchet effect,” when 
information is gradually revealed over time, by Freixas, Guesnerie, and 
Tirole (1985) and Laffont and Tirole (1988)

• synthesis of theories of optimal auctions and of optimal regulation 
Laffont and Tirole (1987), McAfee and McMillan (1986) and Riordan 
and Sappington (1987)

• ex post audits of firms’ costs Baron and Besanko (1984) and Laffont 
and Tirole (1986)

• collusion between the regulated firm, its auditor and even the 
regulatory agency Laffont and Tirole (1993). 



Information types, optimal design

• Privileged information 

• Inter-temporal commitment powers of the 
regulator

• Both influence the optimal design



Regulation theory: 5 principles

1)privileged information rent. 

2)to help limit this rent design options that induce the firm to 
employ its superior industry knowledge to realize Pareto gains. 

3)the options intentionally induce outcomes that differ from the
outcomes the regulator would implement if he shared the firm’s
knowledge. These performance distortions serve to limit the
firm’s rent.

4)regulator is better able to limit the firm’s rent when he is
endowed with a broader set of regulatory instruments and more
extensive commitment powers.

1)Limited commitment power suggest to limit regulator’s access 
to information



Back to real world in 5 steps

1) information asymmetries can be difficult to outline 
precisely.

2) optimal regulatory policies cannot be outlined when info 
asymmetries are pronounced and multidimensional. 

3) it’s impossible to specify completely firms and regulator’s 
constraints.

4) some instruments (transfers) optimal in theory are not 
available in practice.

5) goals of the regulator difficult to specify. 



4 families of practical policies

Four dimensions with overlap:

1)the extent of pricing flexibility granted to the regulated firm

2)the manner in which regulatory policy is implemented and     

revised over time  

3)the degree to which regulated prices are linked to realized 

costs 

4)the discretion that regulators themselves have when they    

formulate policy. 



PC - IRR comparison
Table 1: Price cap versus rate-of-return regulation

Firm’s flexibility 

over relative 

prices 

Yes No

Regulatory lag Long Short

Sensitivity of 

prices to realized 

costs 

Low High

Regulatory 

discretion

Substantial Limited

Incentives for 

efficient cost 

reduction 

Strong Limited

Incentives for 

durable sunk 

investment 

Limited Strong



PC - IRR comparison

If the priority is about efficiency on observed 
and not observed (managerial effort) costs 
choose PC.

If the priority is to ensure investments 
choose IRR.

IRR is a kind of commitment to avoid 
opportunistic behaviour of the regulator 
(expropriation or very low mandatory prices).



Price flexibility

• If the regulated firms owns private

information on costs and demand it is better

to leave them to adjust price

• In other words, rent seeking by well

informed firms can drive to social Pareto

improvement.



Price flexibility, rents, consumer surplus

Example: premium price for swimmers from 18.00 
to 20.00 (10 € instead of 5), 

R<s

G extra consumer surplus is higher than rents 



Rents and consumer surplus with a 

service with congestion

D with lower n of swimmers

D with higher n of 

swimmers

Price

Quantity



Regulation in practice: conclusion

The practical policies provide insight about the gains  that regulation 
can secure and further insight about how a regulator can employ 
any additional information;

Four important observations:

1)carefully designed regulatory policies often can induce the regulated 
firm to employ its superior information in the best interests of 
consumers. 

2)the Pareto gains (definition?) are secured by delegating some 
discretion to the regulated firm. Discretion is the means by which 
it can employ its superior knowledge.

3)The extent of the discretion depend: 
a) the congruity of the preferences (aligned incentives) 

b)    the nature and extent of the information asymmetry. 



4) is not costless to induce the firm to employ its superior 
information.

a)the firm will command rent;  

b)attempt to preclude all rents can eliminate large potential gains for 
consumers;

c)the regulator may further the interests of consumers by credibly 
promising not to usurp all of the firm’s rent. 

5) the regulator’s ability to achieve his objectives is
influenced significantly by the instruments at his disposal,
regardless of how well informed he is.



Historia magistra vitae

1798: New York municipality privatizes water services
franchising it to Manhattan Company, but due to
absence of information and regulation, the incumbent
establishes Chase Manhattan Bank!! …later the city will
fail to tame a big fire but...

Relevance for regulation: it’s all about asymmetric
information and information extraction as the New York
case shows us…

…what is the link between JP Morgan, a big player of the
financial crisis, and the LPS? JPM roots are also in the
absence of LPS regulation!!!
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