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FOR AN ACADEMICIAN with a practical bent, 
there is an immense satisfaction in taking 
principles out of the textbooks and ap- 

plying them in the real world. That has been 
my agreeable task as a practitioner of regula- 
tion for the past four years. 

The economic principles we-my fellow 
commissioners or board members and I-have 
been applying are easy to characterize: that 
economic efficiency requires prices for goods 
and services to be set equal to their marginal 
social opportunity costs (that is, the cost to 
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society of the resources that are used to pro- 
duce additional quantities-resources that will 
therefore be freed for other uses if and as 
buyers restrain their demands) ; and that, when- 
ever it is technologically feasible, competition 
is the best way to achieve this result, as well 
as to ensure the optimum rate of innovation and 
the greatest degree of managerial efficiency- 
X-efficiency, as economists now put it. What 
has been especially intriguing about my experi- 
ence is that it has embraced two quite different 
regulatory situations-one, the traditional pub- 
lic utilities, where competition seems for the 
most part not feasible and the economist-reg- 
ulator is moved to play an active role in trying 
to produce efficient results; the other, airlines, 
in which it appears the prime obstacle to ef- 
ficiency has been regulation itself and the most 
creative thing a regulator can do is remove his 
or her body from the market entryway. 

But the process of applying these princi- 
ples-even of simply getting out of the way- 
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has been far from simple. The Slate on which 
the economist-regulator writes is all scribbled 
over with the scratchings of lawyers, jurists, 
and politicians; the world to which he would 
apply his principles is excruciatingly imperfect 
and resistant; and the compass he needs is one 
that would help him thread his way through the 
thickets of "second best" (a theory that tells us, 
in effect, that it may be economically inefficient 
to price at the "first-best" level of marginal 
costs in some individual markets if prices in 
other markets are far above or below that 
"ideal" level). The really challenging job is de- 
ciding not what the ultimate, economically 
rational equilibrium should look like but what 
is economically rational in an irrational, "sec- 
ond-best" world, and how best to get from here 
to there. 

Regulating Monopoly 

It would be supererogatory for me to linger 
long over the defects of the institution of regu- 
lated monopoly: the sufficient summary is that 
it combines the worst of both worlds-the evils 
of monopoly with the stultification of the profit 
motive. I would add to this the almost irresisti- 
ble opportunity it offers to use price-typically, 
very imprecisely and inefficiently-as an instru- 
ment for the redistribution of income. 

The First Problem; Regulated Monopoly Itself. 
One of the most sobering lessons of my experi- 
ence with public utility regulation was the 
progressive realization that my most energetic 
initiatives were little more than feeble efforts 
to compensate for the inherent defects of the 
institution over which I was presiding. 

One of my proudest accomplishments at 
the New York Public Service Commission was 
the progress we made in requiring the electric 
and telephone companies in New York to in- 
troduce a system of prices related to marginal 

consumption and abstinence, energy and in- 
sulation, the use of fuels or the sun, consider 
what the introduction of that marginal cost- 
based 12-to-i ratio does to the likelihood of 
storage cooling being developed and introduced 
commercially. Again, the business customers of 
the New York Telephone Company now have to 
pay for their local calls on a timed basis; they 
can no longer ignore the fact that additional 
minutes of conversation have a positive mar- 
ginal cost. Residential users are offered a simi- 
lar pricing system, with the inducement of re- 
duced basic charges. 

In trying to introduce changes like this we 
encountered strenuous resistance, not just 
from large users who thought they would be 
harmed by them, but from the utility compa- 
nies themselves. Why? Why would the electric 
companies cling to a declining block rate struc- 
ture (whereby the more electricity a customer 
uses the cheaper each additional "block" of 
electricity is, without reference to the time of 
consumption) when it appeared, particularly 
at times of peak demand, that sales in the final 
blocks were at prices markedly below marginal 
cost, and that the result was to intensify the 
financial squeeze to which the companies were 
already exposed by the combination of inflation 
and regulatory lag? 

I can think of only two reasons: first, bu- 
reaucratic inertia, and second, a lingering as- 
sumption that it was in their interest to pro- 
mote additional sales that require additional 
investment, in order to build up their rate base. 
But both of these phenomena are themselves 
surely the consequence of regulated monopoly 
-of the absence of competition and of regula- 
tion on a cost-plus basis (with allowable re- 
turns reckoned on invested capital) . So a plaus- 

... a plausible case can be made that regu- 
lation itself was one of the imperfections 

costs. For example, the large residential user 
of electricity on Long Island, instead of paying 
the previous flat charge of so many cents per 
kilowatt hour, will soon-if the courts allow- 
pay rates varying betweeen 21 cents at night 
and 30 cents on summer days when the temper- 
ature gets above 83 degrees. As a specific ex- 
ample of the encouragement that this kind of 
pricing will offer to rational choices between 

we were trying to overcome... . 

ible case can be made that regulation itself was 
one of the imperfections we were trying to over- 
come-that all this furious activity to reform 
utility rate structures was itself necessitated by 
regulation. 

This same observation applies, I think, to 
our strenuous attempts to attack the problem 
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of X-efficiency-our introduction of manage- 
ment efficiency audits, our embodiment of 
productivity targets in the rates we Set, and 
our efforts to force surprisingly reluctant sep- 
arate gas and electric companies to integrate 
their investment and operations more fully. Un- 
regulated monopolists would presumably have 
strong incentives to hold their costs down and 
to buy rather than produce for themselves 
whenever the marginal costs of buying were 
less than the marginal costs of producing. 

A clear understanding of the limits of what 
regulation can accomplish under monopoly has 
the very healthy effect of making an economist- 
regulator anxious to seize every possible op- 
portunity to render regulation unnecessary. We 
took major steps in New York, for example, 
toward opening the market for telephone termi- 
nal equipment (including interior wiring) to 
free competition: this particular part of the 
industry, we were convinced, could be effective- 
ly competitive. 

The Second Problem: Second Best. Prominent 
among the opponents of marginal cost pricing 
of electricity was a group of large industrial 
and commercial users, some of them opposing 
it out of ignorance and inertia, others under- 
standably fearing it would be used to discrimi- 
nate against them, and others simply unwilling 
to pay the costs of the service they received. 
They hired a number of economists to proclaim 
solemnly that it would be inefficient to price 
electricity at marginal cost-which has almost 
certainly, after so many years of inflation, come 
to exceed average revenue requirements, as 
traditionally determined-when the prices of 
natural gas and oil are both being held below 
their marginal costs. 

The observation was, of course, pertinent. 
My own provisional answer has the following 
parts: 

(1) First of all, "second best" argues no 
more persuasively against moving prices to 
marginal costs than it does against leaving 
them where they are. 

(2) The field price of natural gas is, indeed, 
being held below marginal opportunity cost; 
but since, for that very reason, gas is in any 
event being physically rationed, pricing elec- 
tricity up to its marginal costs is not likely to 
produce a substantial diversion of consump- 
tion to this underpriced substitute. 

(3) The price of domestic crude oil, simi- 
larly, is clearly being held artificially below the 
marginal cost to the American economy, which 
is the delivered price of imports. But the regu- 
lation affects only a declining fraction of total 
domestic supply, and domestic supply is only 
a part of what goes to determine the retail 
price. 

(4) Moreover, oil is a major input in the 
generation of electricity (it takes three Btus 
of oil to produce one of electricity). This fact, 
along with the external costs (in terms, for ex- 
ample, of our national terms of trade) of sharp- 
ly rising oil imports, argues powerfully for 
pricing electricity at marginal cost, at least 
where oil-fired generation is marginal. 

(5) Other less obvious but extremely im- 
portant substitutes for electricity are all priced 
at something like their respective marginal 
costs-insulation, the incorporation of addi- 
tional efficiency in electric appliances, and 
equipment. The choice among these particular 
substitutes cannot be made efficiently unless 
electricity itself is similarly priced. 

In short, the presence of governmentally 
imposed distortions in other parts of the econ- 
omy does not, as the opponents of marginalism 
seem to think, render economic prescriptions 
invalid. It merely makes the analysis more diffi- 
cult. 

The Third Problem: Subsidization. The same, 
of course, is true of legislative decisions to sub- 
sidize or cross-subsidize certain kinds of con- 
sumption. These decisions usually leave a de- 
termined regulator a considerable margin of 
discretion in deciding what shall be subsidized, 
how much, and how. 

For example, Congress is determined to 
spend as much as $100 million a year of the 
taxpayers' money to provide air transportation 
service to relatively small and isolated commu- 
nities, over relatively thinly traveled routes. 
There is no point in my fighting that policy, 
particularly when some case can be made for it 
on grounds of the external benefits of linking 
the country together and avoiding urban con- 
gestion. But what the Civil Aeronautics Board 
has done is explain to Congress how it may get 
what it wants more efficiently, first, by permit- 
ting free entry of air taxis and commuter air- 
lines-which can often perform these particu- 
lar services at much lower cost than the certi- 
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ficated carriers-and, second, by specifying the 
subsidized services we want to purchase and 
attempting to purchase them at minimum cost, 
rather than, as under the present system, es- 
sentially by making good the revenue deficien- 
cies of the carriers certificated for this purpose 
(this description does less than justice to the 
CAB's progressive efforts over the years to re- 
fine the methods of subsidy determination, but 
it will have to suffice). 

Similarly, society seems determined to 
have basic telephone service provided at less 
than cost and, even worse from the efficiency 
standpoint, through internal subsidization. The 
reasons, when they are articulated at all, are 
usually stated in terms of externalities (my 
telephone is valuable to me only as it enables 
me to reach others) or "social welfare." A reg- 
ulatory commission can be persuaded, how- 
ever, (1) that these cases for subsidization ap- 
ply validly only to the opportunity to receive 
unlimited numbers of calls and, possibly, to 
place some minimum of outgoing ones, but (2) 
that they provide very little justification for 
subsidizing what passes for basic service in 
most places in the country-which typically 
includes the opportunity to place an unlimited 
number of local calls, of unlimited duration, at 
no extra charge. Confining the subsidy to the 
former, truly basic service, while introducing 
individual charges for each additional local call 
and for additional minutes of calling, mini- 
mizes the inefficiency that results from holding 
rates below marginal costs and has the addi- 
tional satisfying effect of rewarding with lower 
bills people who are willing to exercise some re- 
straint in the costs that they impose on the 
system. 

Economic logic can be fruitfully applied 
also to devising a least-distorting method of fi- 
nancing this internal subsidization. The tradi- 
tional method has been by charging prices 
markedly above marginal costs for interstate 
calls on the ground, among others, that since 
the very costly installation at the subscriber's 
end is used for both intrastate and interstate 
calls, it is only "fair" that both share the re- 
sponsibility for covering its costs. The conse- 
quence is that every time a telephone or a 
switchboard is installed, some 20 percent of the 
capital cost is automatically transferred to the 
interstate revenue requirement, there to be im- 
posed upon long-distance calling. 

I can tell you from experience it is possible 
to persuade regulatory commissioners that it 
is inefficient to levy the cost associated with 
these installations on usage of any kind- 
whether interstate or intrastate. The distortion 
is particularly inefficient in the case of tele- 
phony, because it seems clear that the marginal 
costs of long-distance communications are far 
below average revenue requirements. And, the 
Bell System pointed out, this transfer inflated 
interstate toll charges in 1974 by 40 percent! 
Since the entire cost is incurred at the time of 
installation and the marginal cost of using the 
equipment thereafter is zero, we in New York 
state transferred hundreds of millions of dol- 
lars of these annual revenue requirements to 
the monthly lump-sum charge. 

Managing a Transition to Competition 

During the last fifteen months, I have been 
coping with a very different kind of disequilib- 
rium-the transition of the airline industry 
from a regime of rigid governmental protection- 
ism and cartelization to one of free competition. 
I have little to add to the extensive literature 
endorsing that goal. It provides only limited 
guidance, however, for getting there-specifi- 
cally, for coping with the inevitable distortions 
of a transition that is going to take some time, 
partly because the law under which we operate 
still requires us to find, case by case, whether 
granting each application for entry accords 
with the "public convenience and necessity," 
while giving each incumbent competitor-exer- 
cising procedural rights that trace back at least 
to the Magna Carta-an opportunity to argue 
that it will not. 

What I propose to explain here is my con- 
version from a belief that gradualism is desir- 
able to advocacy of something as close to total 
deregulation as the law will permit, to be 
achieved as quickly as possible. 

My original attitude was based, first, on 
simple intellectual caution. It was based, sec- 
ond, on a desire not to discredit deregulation 
by showing an insensitivity to the fears of both 
Congress and the financial community about 
what a sudden total immersion in the waters 
of competition might do to the financial health 
of the industry, especially since it had just 
emerged from five or six years of dismal earn- 

20 AEI JOURNAL ON GOVERNMENT AND SOCIETY 



ings. Finally, I thought that, since the airline 
companies had lived in a protectionist hothouse 
for forty years, their managements had to have 
time to plan for the new competitive era-to 
rationalize their operations, to meet the addi- 
tional competition to which they would become 
subject, and to be ready to grasp the competi- 
tive opportunities that would shortly be pre- 
sented to them. 

I was not unaware, even at the outset, of 
the possible distortions of a gradual process. 
The theory of second best tells us that if we 
want to go from point A to point C, it is not nec- 
essarily socially efficient to go part way. And I 
will shortly be presenting several concrete il- 
lustrations of the principle. To anticipate the 
conclusion, however, I originally thought that 
meant that we ought to move very cautiously, 
examining the results every step of the way, in 
hope of minimizing the disruptions and distor- 
tions of the transition; my present conviction 
is that it means we must make the act of faith 
and move as rapidly as possible all the way to C. 

The First Problem: Unequal Competitive Abili- 
ties. The airline industry carries over into its 
present an incredibly complicated burden of re- 
strictions and impediments from the past. The 
most important explanation of the differences 
in cost among different carriers is their respec- 
tive bundles of operating authority and restric- 
tions, and the kinds of routes and route struc- 
tures they serve-long-haul or short, in thick 
markets or thin. Moreover, the ability of one 
carrier to compete successfully over a particu- 
lar route with another will be heavily influenced 
by the extent to which it and its rivals have 
available to them (1) customers from their own 
feeder routes that they can readily funnel into 
their own operations and (2) rights to routes 
going beyond a given city-pair route onto 
which they can feed their passengers, thereby 
permitting them to fatten up their flight sched- 
ules on routes where there is competition. Con- 
tinental Airlines, for example, which lacks 
route authority eastward of Chicago, argues 
strenuously that it would be at a serious com- 
petitive disadvantage if carriers with richly 
diversified feed into O'Hare Airport from the 
East were free to invade the comparatively few 
routes to the West that contribute the bulk of 
its profits. 

Route structure is, indeed, the dominant 
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influence on relative unit costs, but carriers 
compete over particular routes. And while the 
one with the most feed can flow traffic over par- 
ticular contested routes and in this way beef 
up its schedules to the disadvantage of its 
rivals, there is ample evidence that it is not the 
biggest carrier, with the most ample "feed" and 
"beyond" operations, that uniformly enjoys 
competitive superiority. All three of Continen- 
tal' s competitors between Chicago and Los 
Angeles, for example, have rich feed from the 
East; yet Continental competes with them very 
effectively. 

If there are advantages of integration, there 
are also powerful economies of specialization. A 
lack of "feed" and "beyond" traffic did not pre- 
vent Pacific Southwest from becoming the dom- 
inant carrier in the Los Angeles to San Fran- 
cisco route, or Southwest Airlines from dupli- 
cating that success between Dallas and Hous- 
ton; and, it is interesting to observe, one of 
Eastern Airlines' most profitable routes is the 
Washington-New York-Boston shuttle in which 
it has surrendered any possible advantages of 
single-plane service, feeder, or "beyond" opera- 
tions. 

So far as I know there is no objective basis 
for deciding which of these situations is more 
likely to prove typical-the one in which size 
and network economies are decisive, or the one 
in which the specialized carrier will have clear 
advantages. Most markets undoubtedly fall in 
between. In market after market today, carriers 
of widely varying sizes and degrees of integra- 
tion meet in head-to-head competition; there is 
no systematic evidence that this cannot con- 
tinue indefinitely. Perhaps the only conclusion 
one can and need draw is that, under a com- 
petitive regime, these various kinds of market 

Our uncertainty about the outcome of the 
competitive struggle is no reason to pre- 
vent its taking place... . 

situations will sift themselves out automatical- 
ly, with various kinds of suppliers emerging 
successful on the basis of their respective ad- 
vantages and handicaps in each. Our uncertain- 
ty about the outcome of the competitive strug- 
gle is no reason to prevent its taking place; the 
only sensible prescription is to give the corn- 
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petitorS freedom to slough off their artificial 
handicaps by entering and leaving markets, as 
they please. 

Moreover, if we cannot predict how these 
offsetting advantages and handicaps of the sev- 
eral carriers are likely to work out under a 
regime of free entry, it seems to me even less 
likely that we can hope to achieve the most ef- 
ficient performance of the transportation func- 

something about airplanes that drives business- 
men crazy--that once the CAB removes its 
body from the threshold, they will rush into 

... there seems to be a general belief among 
defenders of the present regulatory regime 
that there is something about airplanes 

tion by prescribing how the thousands of mar- 
kets should be served, as the proponents of the 
status quo would have us do. I find it difficult 
to see how these uncertainties tilt the balance 
in the direction of a reliance on predictably 
ignorant regulation in preference to an uncer- 
tainly predictable market process. 

The Second Problem: Distortions from Moving 
Piecemeal. Some carriers profess not to worry 
about their ability to survive a competitive 
struggle if the CAB were able to deregulate 
promptly and totally; but they argue strenuous- 
ly against our decreeing totally free entry into 
markets on a case-by-case basis, in the order in 
which applications happen to be presented to 
us. 

The problems they envisage seem to be of 
two kinds. First, a Continental or a National 
argues, the market-by-market approach to free 
entry may subject a carrier to waves of com- 
petition in particular markets that are impor- 
tant to it, while it may find itself having to wait 
a long time for its own turn to come. I see no 
reason to assume, however, that the order of 
our proceeding will have a systematic bias of 
this kind. In fact, our two most dramatic pro- 
posals to open large numbers of markets to 
multiple permissive entry-involving service to 
and from the underused Chicago Midway and 
Oakland airports-have been ones in which the 
great bulk of the traffic will be purely turn- 
around; in which, therefore, feed and beyond 
rights will be of little importance; and in which 
prominent among the applicants are carriers 
with no such route systems at all. 

The second fear is that if only some mar- 
kets are opened to entry and not others, all the 
competitive energies of the industry will con- 
centrate on them, resulting in excessive entry 
and investment. All this comes down to is 
the destructive competition scarecrow: there 
seems to be a general belief among defenders 
of the present regulatory regime that there is 

that drives businessmen crazy... . 

markets pell-mell, like lemmings, without re- 
gard to the size of each, how many sellers it can 
sustain, and how many others may be entering 
at the same time. This does not happen in other 
industries; there is no reason why it need hap- 
pen in air transport. 

It remains undeniable, however, that the 
gradual approach, market by market-which 
may be forced on us by the Federal Aviation 
Act-must involve distortions. So long as de- 
regulation is incomplete, so long as the certifi- 
cate of public convenience and necessity con- 
tinues to have an exclusionary and therefore a 
market value, some of the airlines assure us, 
they will apply for more licenses than they can 
operate economically, and operate under them 
sufficiently to ensure that they are not taken 
away; and they will flood markets with more 
service than is economic in order to preclude 
competitive operations by others, in the hope 
of being able in the future to reap the rewards 
of the monopoly power they achieve and pre- 
serve in this way. 

The only rational answer is to demonstrate 
convincingly that the value of these franchises 
is going to be zero. Then there will be no val- 
uable pieces of paper to fight for with uneco- 
nomic operations and no future monopoly gains 
to offset against the costs of present predation. 
It is of course necessary to convince the com- 
panies that this is going to happen; but the way 
to do that is to open markets to free entry- 
and that is what we are doing. Moving as rapid- 
ly as possible to a system of universal free entry 
-and exit-is the way also to deal with the as- 
serted inequality of competitive abilities and 
opportunities during a slow transition: make 
the transition rapid; move quickly, on as broad 
a front as possible, to permit all carriers to 
slough off the restrictions that limit their oper- 
ating flexibility, to leave the markets they find 
it uneconomic to serve, to enter the markets 
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they want to enter. The legal uncertainties are 
far from negligible; but there is more than a 
small chance the courts will let us define the 
"public convenience and necessity" in this in- 
telligent way, provided we explain very clearly 
to them just exactly what we are doing and 
why. 

The Third Problem: Do Innovators Need Pro- 
tection? Despite the legend to the contrary, the 
Civil Aeronautics Board has during its forty- 
year history admitted a large number of new 
domestic airlines into scheduled operations; 
still, the five we have licensed in the past two 
months to compete directly with the trunks and 
regional carriers and our adoption both in spe- 
cific cases and in general principle of the policy 
of admitting all applicants on a permissive 
basis clearly reflect a dramatic change in entry 
policy. (See Chicago-Midway Low Fare Route 
Proceeding, July 12, 1978, U.S.-Benelux Exemp- 
tions, September 1, 1978, and Application of 
World Airways [Guam Exemptions], Septem- 
ber 7, 1978.) 

Two of these recent certifications raised 
the old but still challenging question of the 
compatibility of pure competition with innova- 

tion. These were the extremely attractive novel 
applications of Midway Airlines and Midway 
Southwest to provide commuter service be- 
tween the essentially unused Midway Airport in 
Chicago and several midwestern cities, at basic 
fares approximately 50 percent of the level that 
the CAB had theretofore uniformly pre- 
scribed. The first of these was a "paper" com- 
pany, the second an affiliate of the highly 
successful Texas intrastate airline that had pio- 
neered in the introduction of the same kind of 
highly efficient, specialized, low-fare commuter- 
type service as was being proposed here. The 
two applications were shortly met with filings 
by other carriers to serve some or all of the 
same markets, and with declarations by incum- 
bents already licensed to serve Chicago that 
they would "meet the competition"-that is, 
reduce their fares in these markets and in some 
cases make use of Midway Airport as well-at 
least one of them before the two new carriers 
could even hope to obtain CAB certification, let 
alone acquire the necessary aircraft. 

Several civic parties urged us to protect 
one or both of the innovators by giving them 
for a year or two the exclusive right to serve 
Midway Airport; some of them originally pro- 

Reprinted from Scripps-Howard Newspapers. 
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posed that we also prohibit incumbent carriers 
even from matching the low fares at O'Hare. 
The innovators, they argued, needed and de- 
served a period of exclusive right to exploit 
their new idea. If, instead, we were to permit 
the many larger and better established rivals to 
emulate-indeed anticipate-them immediate- 
ly, how could we be sure, once the two upstarts 
were aborted or eliminated, that the existing 
carriers would not drift back to O'Hare, as they 
had done in the past, each of them finding it in 
its own interest to concentrate its flights on the 
airport where its passengers would have the 
greatest possible likelihood of making connec- 
tions? 

Once again, we confronted the distortions 
inherent in gradual deregulation. Despite our 
use of extraordinarily expedited procedures, 
these applications had been pending for almost 
two years. In effect, therefore, our certification 
process was acting like a patent system in re- 
verse: whereas under a patent system, the in- 
novators would have been rewarded for the 
required public disclosure of their plans with 
a period of exclusive right to exploit them, 
under the Federal Aviation Act it would be their 
already certificated rivals who would be given 
the head start! 

Space will not permit even a summary of 
the reasons that led us finally to reject this 
plausible argument. The ultimate consideration 
was that we were not persuaded it was neces- 
sary to grant this period of exclusivity in order 
to ensure the successful commencement of the 
service. Instead, therefore, we grasped the op- 
portunity to make our first major grant of uni- 
versal authority to all applicants, in the belief 
that this would ensure the fullest and most 
rapid possible exploitation of the market, and 
that the competitive market would do a better 
job than we of deciding what service, and how 
much, would be economically feasible, and 
which carriers would be the best equipped to 
provide it. 

But this is not the end of the story. Partly 
because of the very distortions of the transition 
that led some of us to think long and hard 
about giving the innovators a head start, we 
decided to move even faster and farther than 
we had originally contemplated. Having de- 
cided upon the policy of multiple permissive 
entry into all the six markets to which we had 
narrowed the case, in order to make it manage- 

able, we then tentatively decided to extend our 
permission to an additional seventeen Midway 
markets by summary procedures (Chicago Mid- 
way Expanded Service Proceeding, July 12, 
1978). One important consideration was our 
desire to minimize the undeniable possibility 
that incumbent carriers would blanket all the 
available opportunities and so preclude opera- 
tions by Midway and Midway Southwest. The 
idea was to open up so many that the incum- 
bents would simply run out of blankets. I was 
therefore enormously gratified with the reac- 
tion to this decision by Midway, which had flat- 
ly asserted during the case that it could not get 
off the ground without exclusive authority. Ac- 
cording to the Wall Street Journal of July 13, 
1976: 

Kenneth Carlson, one of the .. , owners 
and its marketing vice president, said .. . 

that by expanding the available routes to 
23 from six, the CAB would give Midway 
Airlines ample market prospects. 

"It's going to be harder for [established 
carriers] to grab us in a bigger fishbowl," 
Mr. Carlson said. 

Precisely as we intended. 

The Fourth Problem: Liberalizing Entry When 
Airport Space Is Inefficiently Rationed. The cer- 
tification of Colonial Airlines, our third wholly 
new entrant this year, provides a quite different 
but even more poignant illustration of the prob- 
lem of determining what constitutes rational- 
ity in an irrational world., Colonial applied for 
authority to provide commuter service between 
Morristown Airport, in northern New Jersey, 
and Washington and Boston. The administra- 
tive law judge concluded the service was needed 
but recommended against certification because 
Washington National Airport is badly con- 
gested at peak hours, its slots are allocated by 
agreement among the certificated carriers, and 
there was a real danger that a certificated 
Colonial, carrying at most fifty-six passengers 
per flight, would be able to claim a slot at the 
expense of some other carrier carrying several 
hundred to or from somewhere else. A rational 
second-best kind of calculation. In addition, the 
City of Newark importuned us to turn down 
the application on the ground that there is ex- 
cess capacity at Newark Airport nearby. 

The basic problem is that airports are for 
the most part separately owned, that each of 
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them charges landing fees based on its own em- 
bedded costs, and that few if any follow peak 
pricing principles even modestly. So the choices 
by carriers and passengers of flying times and 
airports are blithely uninfluenced by what must 
be vast differences in marginal opportunity 
costs, except to the extent that rationing by in- 
tercarrier agreement produces the same results 
-which seems extraordinarily unlikely. 

We were unwilling to settle for a very poor 
second best. Therefore we certificated Colonial. 
In addition, we advised Newark to put pressure 

uniformly low-fare scheduled service by the 
supplemental carriers, some of whom have 
been seeking this authority for years. 

The final returns are not in on whether we 
have moved too quickly, although I believe we 
have not. The pertinent observation, in any 
event, is that the logic of events has driven us 
in the direction of trying to synchronize the 
processes of decontrolling price and entry by 
speeding up the latter rather than moderating 
the former-in the direction, once again, of 

on the Port Authority of New York and New 
Jersey, which operates all three metropolitan 
airports, to introduce marginal cost pricing- 
which would mean reducing Newark landing 
fees sharply and increasing them at the other 
two; and we began a reconsideration of the 
antitrust exemption we had been routinely giv- 

Equalizing restrictions turns out to be like 
equalizing the two sides of a mustache: 
one can do it much more rapidly by cutting 
down on the longer side than by extending 
the shorter one! 

ing the carriers to get together and allocate air- 
port slots. Finally, we initiated consultations 
with FAA to explore the possibility of devising 
schemes-preferably rational pricing-to en- 
sure a more efficient allocation of scarce take- 
off and landing space. (See Applications of 
Colonial Airlines, Inc., June 27, 1978, and August 
22, 1978.) In this case first best is surely much 
better than second. 

The Fifth Problem: Calibrating the Liberaliza- 
tion of Pricing and Entry. If one is not to re- 
move all controls at once, it is important to try 
to see to it that controls over price are not re- 
moved too fast or too slowly relative to con- 
trols over entry. The need for this caution is 
most obvious in removing price ceilings in the 
continuing presence of monopoly power. 

On the down side, I am not certain that the 
increasingly permissive attitude that the CAB 
has taken during the last year toward price re- 
ductions-to the point of almost total laissez 
faire-while new entry by would-be competi- 
tors continues to be embroiled in the still mad- 
deningly slow certification process, has not 
caused us to miss the opportunity for a restruc- 
turing of the industry along more competitive 
lines. It is possible that by permitting incum- 
bent carriers during the last year to introduce 
a vast variety of discount fares-many of them 
highly discriminatory and appealing to the 
same elastic-demand travelers as do the char- 
ters and Freddie Lakers-we may have enabled 
them to foreclose entry into the provision of 

speeding up the transition. Equalizing restric- 
tions turns out to be like equalizing the two 
sides of a mustache: one can do it much more 
rapidly by cutting down on the longer side than 
by extending the shorter one! 

The Sixth Problem: Maintaining an Efficient 
Balance of Price and Nonprice Competition. It 
would have been equally undesirable to have 
liberalized entry more rapidly than pricing. 

When I came to the CAB it had pending be- 
fore it over 600 applications for route author- 
ity, of varying degrees of vitality and sincerity. 
Only a handful of these involved a direct prom- 
ise of price competition-a small hand with 
only a few fingers. The others were simply ap- 
plications to enter given city-pair markets and 
offer service in competition with a single carrier 
or very small number of incumbent carriers at 
the same prices. 

One lesson we have learned from the his- 
tory of airlines is that in the absence of price 
competition, rivalry among carriers tends to 
take the form of costly improvements in serv- 
ice, particularly additional scheduling. An in- 
crease in the number of carriers in a particular 
market seems to have been correlated with a 
decline in load factors-an increase, in other 
words, in cost-inflating scheduling rivalry- 
producing an apparently self-justifying equilib- 
rium of high fares, low load factors, and con- 
sequently high unit costs. This is not to depre- 

REGULATION, NOVEMBER/DECEMBER 1978 25 



APPLYING ECONOMICS TO AN IMPERFECT WORLD 

cate the value of service competition. The 
difficulty is that if passengers are presented 
with no alternative, higher load factor/lower 
fare offerings, there is not an effective market 
determination of whether the service offered is 
too good. 

The complete regulator reacts to this di- 
lemma by extending the regulatory net wider, 
in order to limit these kinds of competition as 
well-limiting advertising, controlling sched- 
uling and travel agents' commissions, specify- 
ing the sizes of sandwiches and seats and the 
charge for inflight movies. The regulatory rule 
is: each time the dyke springs a leak, plug it 
with one of your fingers; just as a dynamic in- 
dustry will perpetually find ways of opening 
new holes in the dyke, so an ingenious regula- 
tor will never run out of regulatory fingers. 

The efficient way to reverse the process of 
cost-inflating nonprice rivalry is of course to 
structure markets competitively and permit 
suppliers to vie for customers by reducing their 
prices. The consequence will be to raise break- 
even load factors and, our experience demon- 
strates, realized load factors as well. 

The upshot of these considerations, as of 
the others, was therefore a decision on our part 
to press forward on both fronts as rapidly as 
possible-relaxing our previously rigid con- 
trols on competition in basic fares, while trying 
to open up entry rapidly enough to give new, 
price-competing carriers a fair chance to sur- 
vive, and to make it irrational for incumbents 
to try to forestall them by anticipatory, preda- 
tory price cuts. The beneficial consequences are 
already there, for anyone to see. (The landmark 
decision, thus far, is Domestic Passenger Fare 
Level/Fare Structure Policies, September 5, 

1978.) 

The Seventh Problem: Discriminatory Price 
Competition. There are three additional obser- 
vations that I would like to make about the 
epidemic of special fares-many of them highly 
discriminatory-that has broken out during 
our accelerating process of deregulation. 

The first is that many of these fares are not 
discriminatory at all, but represent a logical 
reflection of the varying costs of the various 
kinds of service this industry provides or is in 
a position to provide. The marginal opportunity 
costs, both short- and long-run, of providing 
regular coach service-which carries a reason- 

able probability of a passenger's being able to 
get a seat on relatively short notice on a con- 
veniently scheduled flight and with no penalty 
if he fails to show up at flight time-are much 
higher than the marginal opportunity costs of 
standby service, or of carrying a passenger who 
volunteers to be bumped from an overbooked 
flight, for sufficient compensation (and we will 
see more of these, under a new board order re- 
quiring the carriers to seek volunteers before 
resorting to involuntary bumping) ; or of char- 
ter service-where the passenger accepts the 
risk of a heavy penalty if he has to cancel out, 
and of the flight not going out at all if not 
enough seats are sold; or of Super-Saver, Budg- 
et, or Super-Apex fares, the number of which 
made available on each flight is restricted to the 
number of seats the carrier estimates would 
otherwise go out empty, and which are in prin- 
ciple therefore in effect anticipatory standby 
fares. 

In contrast with ordinary standbys, how- 
ever, these last fares on scheduled service also 
embody very substantial elements of discrimi- 
nation. Many of the restrictions on their avail- 
ability, such as minimum length-of-stay require- 
ments, are clearly aimed at confining them to 
demand-elastic customers and have nothing to 
do with cost. Moreover, particularly when they 
were first initiated, the fares were extremely 
discriminatory geographically, being available 
only on particularly competitive heavily trav- 
eled routes. My second observation, however, 
is that this accentuating price discrimination 
is symptomatic of the fact that we are still in 
the transition from tight regulatory carteliza- 
tion to effective competition: entry is still not 
free, and until recently the offer of restricted 
discount fares was the only kind of price com- 
petition the CAB was willing to permit. 

And this leads to the third point, which is 
that as the process of deregulation proceeds, 
much of the discrimination will tend to disap- 
pear. There are already signs that this is hap- 
pening. 

Super-Savers, originally available only be- 
tween New York, Los Angeles and San Fran- 
cisco, are now available between all major 
cities in the United States; and Super-Apexes 
are available from many major cities in this 
country to many major points in Europe, no 
longer just between New York and London. 
Texas International's Peanut-fares, Continen- 
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tal's Chickenf eed, TWA's No Strings and Ameri- 
can's Short Stop are available to all comers in 
the markets in which they are offered, regard- 
less of size, shape, length of stay, or previous 
condition of servitude: the only control is that 
-just like interruptible off-peak sales of gas 
and electricity-the number of discounted 
seats varies from flight to flight, depending 
upon their timing relative to the system peak. 
British Caledonian has divided its planes on 
transatlantic flights into three compartments, 
with fares in each based upon its own implicit 
load factor, and therefore on the degree of com- 
fort and ease of obtaining advance reservations 
that it affords, and with further differentiations 
based upon the presence or absence of cancel- 
lation penalties, stop-over privileges, and cir- 
cuitous routings-all of them genuine cost-de- 
termining variables. 

And, finally, and most satisfying of all, in- 
tensifying competition and the removal of CAB 
prohibitions are at last producing reductions 
in the basic fares themselves, on a totally non- 
discriminatory basis. That process is only just 
beginning. 

Epilogue: Who Bears the Burden of Proof? 

One of the most fascinating aspects of the 
public policy disputations I have participated 
in during the last four years is the widespread 
acceptance of the notion that the burden of 
proof rests always with the advocates of change 
-that even if one is dealing with manifestly 
irrational, if not idiotic, arrangements, the ad- 
vocate of moving in the direction of rationality 
is called upon to predict exactly how the proc- 

lation guarantees that no town will lose service, 
even temporarily; that no carrier will be sub- 
jected to unequal competitive pressures be- 
cause it may have inherited a less favorable 
route structure than its rivals; that there will, 
furthermore, be no wastage of fuel, no excessive 
entry into any market, no injurious discrimina- 
tion, no bankruptcies, no loss of seniority rights 
anywhere, no danger of increased concentra- 
tion, and no impairment of scheduled service. 
Or they will oppose free entry unless and until 
the advocates can predict in complete detail 
how the new pattern of operations will look, 
while professing to be content to leave the fash- 
ioning of the future air system, in its every de- 
tail, to the very same Civil Aeronautics Board 
that stoutly asserts its inability to make those 
predictions. 

The opponents and the faint-hearted en- 
treat us to make all our route awards manda- 
tory, exclusive, and rigidly prescribed. The car- 
telists and protectionists would have us com- 
prehensively prescribe prices, schedules, the 
size of sandwiches, the pitch of seats, the charge 
for inflight movies, and travel agents' commis- 
sions. 

What has been genuinely illuminating to 
me, in contrast, is how rich a comprehension I 
have acquired of the distortions of the transi- 
tion, and how thoroughly I have as a result 
been converted to the conclusion that the only 
way to move is fast. The way to minimize the 

The way to minimize the distortions of the 
transition, I am now thoroughly con- 
vinced, is to make the transition as short 
as possible. 

ess will work out and to prove beyond all doubt 
that it will work perfectly. 

The people who think they will be injured 
by marginal cost pricing of electricity seem to 
think their intellectual responsibilities are ful- 
filled by a ritualistic incantation of the two 
magic words, "second" and "best," although 
some condescend to enrich the debate further 
by finding some economists willing to contrib- 
ute scornful allusions to neoclassical econom- 
ics. 

Similarly in air transport, people who pro- 
fess to be in favor of freer competition never- 
theless demand from the advocates of deregu- 

distortions of the transition, I am now thor- 
oughly convinced, is to make the transition as 
short as possible. 

The ultimate consequence is already clear- 
ly in sight. The view is growing more and more 
widespread among the carriers themselves: if 
the CAB no longer provides us with any protec- 
tion at all or if it exposes us to the distortions 
of gradual and partial deregulation, would we 
not be better off with no CAB at all? I wish I 
could say that I had the foresight to have 
planned it exactly that way! 
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