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Preface

It has been thought generally that the modern government economic regulation
practice action originated in 1870’ s. The western developed capitalism countries’
economic regulation has gone through a dynamic process of " regulation —
deregulation — regulation multidimensionation”. The theoretical research about
government economic regulation is traced up to 1840’ s at least. John Stuart Mill
talked about natural monopoly in 1848. The theoretical research of government
economic regulation is divided into empirical research stage, traditional regulation
theoretical research stage and modern incentive regulation theoretical research
stage. In the empirical research stage, the research centre of the economists was
the question of pricing and rate structure under the economics of scale. In the
traditional regulation theoretical research stage, the research centre of the
economists was that the government should or should not execute the economic
regulation, why the government execute the economic regulation, how to increase
the efficiency of the economic regulation? In the modern incentive regulation
theoretical research stage, the research centre of the economists is how to increase
the efficiency of the economic regulation under the asymmetric information and the
assumption of the self — interest or public interest regulator in the regulation
analysis framework which Jean — Jacques Laffont and Jean Tirole create to deal
with adverse selection and moral hazard in the meantime.

In the traditional regulation theoretical research stage and the modern
incentive regulation theoretical research stage, the public interest theory of
regulation, the interest group theory of regulation, the price theory of regulation,
the contestable theory, the non — market organization theory and Neoclassical
Economics regulation theory, the workable competition theory, the incentive
regulation theory under the non — principal — agent framework, the modern
incentive regulation theory occurred gradually. These theories’ answers to these
questions about the government should or should not execute economic regulation,
why the government execute economic regulation and how to increase the efficiency
of economic regulation are conflict or different, and every theory has some
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defection in some ways.

The book mainly adopts the economics research method, especially the method
of modern industry organization theory, game theory, the optimal dynamic
programming and mechanism design theory, standing on the height of the latest
academic achievements of economic regulation theories since the 1990s , from basic
theory study angle, tries to hackle and generalize these economic regulation theories
existed, compare and analyze the interrelated theories. The doctoral dissertation
will connect with the character of the economic regulation tightly, loose some strict
assumption condition, or join other key factors in the model, or carry on new
mechanism designation according to the economic regulation reality, so as that we
make the interrelated theories more comprehensive and accordant, make the
creative regulation theory have more powerful interpretation — power and prediction
— power, make the economic regulation policy suggestion according to the creative
regulation theory more persuasion and effective. The book will emphasize on three
problems deeply: First, I hope I can discern the differences between the public
interest theory of regulation and the contestable theory, decrease their divergency,
answer the basic theoretical problem about the government should or should not
execute economic regulation more scientifically, and put forwards the policy
suggestions how to execute economic regulation furthermore. Second, in the
dynamic environment of the technology progress and inflation, and in the natural
monopoly industry of the average cost decrease continuously, I shall design pricing
method which can induce the regulated firm to execute second — best pricing.
Third, I will consider parliament, producer interest group, consumer interest
group, regulator and court’s more realistic interaction and restriction relation in the
regulator collusion model, establish a new regulator collusion model, put forwards
some more rational policy suggestions.

The book has been divided into six parts.

The part one has defined some related conceptions. After the part has analyzed
the economic regulation definition of the economists, such as A. E. Kahn, George
J Stigler, Paul A. Samuelson, Joseph E. Stiglitz, and so on in the part, the part
points out the economic regulation’s definition is divided into broad sense and
narrow sense, and give a kind of description definition. The part discuss the
contents and ways of the economic regulation, points out that every country
execute economic regulation in the industries of the public affairs, post, broadcast,
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television, telecommunication, transportation and finance in the world nowadays,
mainly take advantage of the control of entry and exit, price, product ,
investment, and so on. The part has concentrated on the economic regulation’s
structure and procedure of and Japan. The part has analyzed the economic
regulation law and policy’ s system and position, has compared the differences
between macroeconomic policy and economic regulation policy, and so on.

The part two has hackled and generalized the development thread of the
economic regulation. The part has followed the principle of simplicity and polish,
has briefly introduced the development process, main content, defection and
tendency of the public interest theory of regulation, the interest group theory of
regulation, the price theory of regulation, the contestable theory, the non — market
organization theory and Neoclassical Economics regulation theory, the workable
competition theory, the incentive regulation theory under the non — principal —
agent framework, the modern incentive regulation theory according to these
theories’ origination and trend.

The part three has introduced the public interest theory of regulation and the
contestable theory, the economic theory of regulation, the workable competition
theory elaborately, and has compared the public interest theory of regulation with
the contestable theory, compared the workable competition theory with the modern
incentive regulation theory. The part thinks that the public interest theory of
regulation and the contestable theory are different in some aspects. The public
interest theory of regulation thinks that the realistic competition can decrease the
efficiency which the cost subadditivity bring about, so it urges that the government
should prohibit other firms from entering. The contestable theory thinks that the
threat and pressure of the potential competition is enough to make the incumbency
firm lay down price in the sustainable price, so it urges that the regulator should
create the contestable environment as possible as he can, object to forbid other
firms to enter. The former thinks that the government protection can bring about
economic efficiency, the latter think the government abandon(but not absolute)can
lead to economic efficiency. The public interest theory of regulation and the
contestable are coincident in other aspects. That the public interest theory of
regulation urges to forbid other firms to enter can eliminate real competition, can
realize the optimal pricing through the economic regulation. That the contestable
theory believes to create the contestable environment, and make use of the pressure
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of the potential entry can oblige the regulated firm to execute the optimal pricing,
eliminate the real competition meanwhile. Two theories’ methods are opposite,
though their purposes are same.

The part has traced the development footmark of the economic theories of
regulation, from the effect of the single pressure group to the regulator, to the
effect of several pressure group to the regulator, from the static model, single —
period model, to the dynamic model, multi — period model, from regarding the
economic regulation as the exogenous variable, to regarding the economic
regulation as the internal variable, the economic theories of regulation has been
discovered to comply with the same assumption and logic. The economic theory of
regulation has denied the public interest theory of regulation absolutely. Because
the assumption of the public interest theory of regulation is not realistic basically, it
is inevitable that some persons suspect and deny it. The regulation process model
has criticized the economic theory of regulation. The economic theory of regulation
has departed the principal — agent framework under the imperfect information to
consider and analyze problems, the economic theory of regulation has not regarded
the regulation process as the game process. These aspects are its shortcoming.

The part thinks that the workable competition theory and the modern
incentive regulation theory in the name of Laffont are the theories in which they
have studied to how to increase the regulated firms’ productive efficiency and
allocation efficiency under the precondition of the cost subadditivity, but two
theories’ methods and approaches to increase the economic efficiency are different.
The workable competition raises the economic efficiency through the firms’ real
competition or subjunctive competition, direct competition or indirect competition
mainly. The incentive regulation theory is different from the workable competition
theory, it need the regulator to design the good incentive mechanism, so as to
induce the regulated firms to increase the economic efficiency. The franchise
bidding’ s questions are as follows: first, it is difficult to deal with the failed
incumbency firms’ sedimentation assets. second, it can bring about the question of
"winner’s tragedy” .third, it is difficult to determine the contract’s time limit. It
is difficult to make use of the regression analysis technology to split the difference
of the firm’s management environment. If the regulated firms form the collusion
alliance so as to cope with the yardstick competition, it will abate. If the
efficiency’s increase which direct competition brings about can not compensate the
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efficiency’ s loss which to abandon the cost subadditivity leads to, the direct
competition will be a failure choice. From the view of pure theory, the modern
incentive regulation theory in name of Laffont is perfect, but, it is the theory’s
shortcoming to require perfect information. For example, the theory demands the
regulator to have some Baysesian transcendental information, to know the function
of technology, endeavor, cost or demand is hard to resolve in practice.

The part four has studied on the evolution of pricing method under the
economic regulation. The part has introduced the marginal cost pricing, Ramesy —
Boiteux Pricing, the capital investment return rate pricing, the cost addition
pricing, the fixed price pricing, the price — cap pricing, Finsinger — Vogelsang
dynamic pricing, the scale adjustment optimal linear pricing, and analyzed these
pricing methods’ shortcoming. I have designed a pricing method which can induce
the regulated firm to execute second — best pricing under the asymmetric
information condition. The part five has executed an empirical research on Chinese
civil aviation transportation industry and a comparison research on England,
America, Japan’s economic regulation reform. The empirical research is to prove
the theory. Not only is the international comparison research to prove the theory,
but also affords some examples for Chinese economic regulation reform. I have
inferred the calculation formula of cost — revenue analysis method under the
condition of the absolute regulation or the competition regulation before I execute
the empirical research. The part five also studies the total factor productivity
growth and decomposition of China’s natural monopoly industries, points that with
capital stock increasing and labor inventory decreasing, resources allocation in the
state railway transport industry, water production and supply industry, electric
power, steam and hot water production and supply industry has but little room for
improvement; the production efficiency and allocation efficiency of natural
monopoly industries is low, but the degree is not so high that people has imagined;
introducing limited competition in the traditionally regarded natural monopoly
industries can enhance the total factor productivity growth, cutting — edge
technology progress, but reduced the improvement of the scale economy.

The part six has comment on the theory’s achievement of the economic
regulation as a whole, has analyzed the empirical research and the international
comparison research’ s implication to the economic regulation in practice, has
analyzed Chinese economic regulation’ s problems mainly, has put forwards ten

- 9 .
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policy suggestions of the economic regulation in China according to the achievement
of the theory and practice.

The book’s innovation is as follows:

Firstly, not only has the book broken through three assumptions of the
contestable theory, but also it has assumed to exist the asymmetric information,
has imported the transcendental distribution function of the entry firm’ s
sedimentation cost and the probability distribution function of the relation between
the search information cost and finding new firms to enter, has generalized the
conclusion of the contestable theory to the reality. The book has demonstrated in
detail and answered definitely the basic theory problem about the government
should or should not execute the economic regulation. It has drawn a conclusion
that the government should execute economic regulation, the government should
make use of entry regulation and price regulation mainly, and it should resort the
advanced design programs and ways. The answer is not simply ditto of the public
interest theory of regulation, but a necessary conclusion after the dissertation has
researched almost all economic regulation theory and economic regulation practice
experience.

Secondly, the book has learned from the design thread by which Laffont and
Tirole levies price change tax, has designed to levy price change tax and cost tax’s
program in the average cost decrease industry, so as to induce the regulated firms
to decide price in the second — best price. Not only is the design's information
requirement low, but also it is feasible. I have considered two key factors of the
technology progress and inflation. The model and Laffont and Tirole’s model has
formed a kind of inter — supplement relation because of the different cover range.

Thirdly, my model has generalized the cost function of Laffont and Tirole’s
regulator collusion model to continuity, assumed parliament will punish the
regulators according to canard cost extent, if parliament finds collusion between
regulator and regulated firms. My model has considered complicated interaction of
patliament, producer interest group, consumer interest group, regulator and court,
so my model is closer to the reality, my model’s policy conclusions are more than

before, more persuasive and more pertinent.
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