
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

A N 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.1 Their
intention, to hold down monopoly profits, was at odds with Insult'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.2

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.



CHAPTER 1-1 Why Deregulate ? 7

On the scale of an isolated city, provision of electricity is a natural monopoly

and requires regulation or municipal ownership, but as transmission technology

developed, it brought new possibilities for trade and competition. The earliest

electric companies, for instance Brush's company which lighted New York's

Broadway in 1880, integrated generation with distribution, and, in fact, sold light,

not electricity. Edison initially did the same, installing the light bulbs in the homes

he lit and charging by the number of bulbs installed. Westinghouse introduced high-

voltage transmission using alternating current (AC) technology to the United States

in 1886, and by 1892 Southern California Edison was operating a 10-kV transmis-

sion line 28 miles in length. This, too, was an integrated part of a full-service utility.

Integrated utilities remained natural monopolies for many years while expansion

of the high-voltage transmission network continued, mainly for purposes of reliabil-

ity. Eventually the entire Eastern United States and Eastern Canada were united

in a single synchronized AC power system. By operating at extremely high voltages,

this system is able to move power over great distances with very little loss, often

less than three percent in a thousand miles.

Regulated, vertically integrated utilities were well established by the time the

transmission system made substantial long-distance trade possible. As a conse-

quence, trade was slow to develop, but the existence of the grid made the de-

integration of the electric industry a possibility.3 Generation could now be split

off to form a separate competitive market, while the remaining parts of the utilities

remained behind as regulated monopolies. By 1990, encouraged by a general trend

toward deregulation, the de-integration trend in electric markets was underway

in a number of countries. Today, more than a dozen semi-deregulated electricity

markets are operating in at least ten countries, with several operating in the United

States.

In spite of this apparent success, many fundamental problems remain. After

ten years of operation, the British market has declared itself a failure and replaced

all of its market rules. In a single year, the California market managed to cost its

customers more than ten years of hoped-for savings. Alberta (Canada) is worried

over the results of its recent auction of generation rights that brought in much less

revenue than planned. New York saw prices spike to over $6,000/MWh in 2000,

and the New England ISO had to close its installed capacity market due to extreme

problems with market power. But initial problems do not prove deregulation is

doomed; some markets are functioning well. A closer look at fundamental argu-

3. See Joskow (2000b, 16) for a similar view of the unimportance of "the demise of natural monopoly
characteristics at the generation level" and the importance of the expansion of the grid, and Ruff (1999)
for an alternative view of the role of the grid and transmission pricing.


