Chapter 1-1

Why Deregulate?

The propensity to truck, barter, and exchange one thing for another
. . . is common to all men.

Adam Smith
The Wealth of Nations
1776

IN THE BEGINNING THERE WAS COMPETITION—BRUTAL AND INEFFI-
CIENT. Between 1887 and 1893, twenty-four central station power companies
were established within Chicago alone. With overlapping distribution lines, competi-
tion for customers was fierce and costs were high. In 1898, the same year he was
elected president of the National Electric Light Association, Samuel Insull solved
these problems by acquiring a monopoly over all central-station production in
Chicago. In his historic presidential address to NELA, Insull explained not only
why the electricity business was a “natural monopoly” but why it should be regu-

lated and why this regulation should be at the state level, not the local level. Insull
argued that

exclusive franchises should be coupled with the conditions of

public control, requiring all charges for services fixed by public

bodies to be based on cost plus a reasonable profit.
These ideas shocked his fellow utility executives but led fairly directly to regulatory
laws passed by New York and Wisconsin in 1907 establishing the first two state
utility commissions. Reformers of the Progressive era also lent support to regulation
although they were about equally supportive of municipal power companies.' Their
intention, to hold down monopoly profits, was at odds with Insull’s desire to keep
profits above the competitive level, but both sides agreed that competition was
inefficient and that providing electricity was a natural monopoly.

1. See Platt (1991) for information on central station companies and Samuel Insull. The quotation (p. 86)
is from a contemporary account of Insull’s address. Platt describes early competition as follows: “The
Chicago experience of rate wars, distributor duplication, and torn-up streets presented an alternative that
was attractive to virtually no one.” For state commissions and progressives, see Rudolph & Ridley (1986).

2. Smith (1995) relies on Gregg Jarrell to conclude “regulation was a response to the utilities' desire to
protect profits, not a consumerist response to monopoly pricing.” But Knittel (1999) tests causation by
utilities and consumers and finds no significant correlation between profit change and regulation after
correcting Jarrell’s endogeneity problem. This result would be expected from an analysis of profit when
two equal forces have opposite motivations with respect to its level.






