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Via Videotape:

Mr. Telser: ..really began in [indiscernible] 1in a very
[indiscernible] called Mathematical [indiscernible]. A slab
book that had very important ideas in it about how a
competitive market works.

[Videotape malfunction]

Mr. Telser: ..a slim book that had very important ideas 1in
it, and was one of the very first rigorous analyses of how a
competitive market works. So I view the theory of the
[indiscernible] as essentially a theory of competition, because
it makes very, very explicit the idea that people bargain with
each other. They try to make the best deals that they can for
themselves and they look around and as a result of all of their
competitive bargain among themselves, finally there emerges a
set of outcomes that nobody can improve upon. So the price 1is
the best price that the seller can get, and it’s the lowest
price that the buyers have to pay consistent with making the
largest number of trades possible in the market.

Now, when the Edgeworth started, he was really applying
primarily to markets, but it also has many other applications.
And it became discussed in the theory of gains in 1944 in a
very famous book by [indiscernible]. But it didn’t really

become appreciated by economists until a little bit later when



Martin [indiscernible] pointed out the connections between
Edgeworth had done 60 years earlier and what was in the theory
of gains. But the essential idea of the theory is competition,
contracting, and allowing people the freedom to make the best
deals that they can for themselves.

Now, sometimes what it leads to and becomes very
interesting is a study of what kind of rules are required 1in
order to make a market work. It is the market doesn’t mean
that there’s [indiscernible]. It requires appropriate rules soO
that you get an outcome that is not only in the public
interest, but is also in the interest of all the participants.

Mr. Smith: I understand you and Sam [indiscernible] had a
bet about the future of airline regulations.

Mr. Telser: Right.

Mr. Smith: Do you think you could tell us that and how
did that result?

Mr. Telser: Well, I had a bet with Sam; I think it was 1in
1978 and I think it was a dollar. And I said the result was
going to be a great reduction in the number of airlines. And I
think I said in maybe 10 years or 15 years or something, we’d
be left with only about 5 or 6 airlines. So Sam, after this
lapse of time, said “I was wrong, Les.” He lost the bet and so
I never collected the dollar. But it took longer for this to

happen. And I think there is a general tendency for economists



to think that reasonable things will happen more rapidly than
they actually do happen. It takes a very long time before
inevitable forces.

And this brings us back in the way of the theory of the
core because in a system where public policy makes it hard to
put on certain kinds of constraints ion the arrangement when
[indiscernible] airlines continuously lowering the core of the
prices. And on the other end, one finds mergers and more
significant global mergers are actually blocked by ownership
rules, by any merger views 1in the business place. And mergers
are very interesting also because of the emphasis on pricing.
There has to be independent pricing decisions. And they’re
depending on cost conditions. This may not work. You can’t
really have a simple pricing with a viable industry.

And what often happens in order to get around this, there
are mergers. But mergers are often interpreted as
monopolistic. But they may actually be a way of avoiding the
constraints that are imposed by other kinds of regulations.
When you talk about the economic profession, I think that many
of the people in the economic profession, like in other
academic fields have had very little direct experience 1in
business. They’re sort of, to use the [indiscernible] term, in
the intelligentsia. They tend to think of themselves 1in

different ways.



But in Chicago there’s been a long tradition, 110 years,
in which there has always been a certain kind of emphasis and
approach that is different than in many other places. And that
prejudice hasn’t really been overcome. That is, I think that
this notion about how businessmen become wealthy, my guess 1is
that it’s sort of lurking underneath and it has for many
economists.

Mr. Smith: And so the economic profession remains more of
a theory base than an [indiscernible] base field with the
prejudice that would affect the intellectual populous,
certainly.

Mr. Telser: And it’s only recently, I would say, the last
maybe 40 or 50 years that you begin to see some changes. Now
for instance, one of the strongly held views that I share with
Ronald Coase is that people don’t leave money on the table.
That is, they don’t do stupid things. They try to make
arrangements so that they eliminate waste. And this may
require doing things that run against some deeply held, rather
naive views.

One of the things that we try to do here is that when we
take a student in, we try to teach them something so that when
they leave they know things that they didn’t know when they

started. But, I think that in many places that isn’t true.



The prejudices that they had when they came in are still with
them with they emerge with a degree.

Mr. Smith: Well, going back in some ways to the roots of
modern economics, people like Kix [phonetic] and Bagoo
[phonetic] and Samualson and so on, certainly it put economics
in general, not necessarily Chicago on this highly
conceptualized path. Was that a fortunate decision? I think
you’ve said some things about this.

Mr. Telser: Well, there is -- I’m not opposed to theory.
I do a lot of theory myself. I am opposed to sort of a theory
for its own sake. I think that what you have to do is to try
to solve problems. And you have to use your experience to
solve problems.

Now, in particular, one of the most important factors that
influenced me in my theorizing was consulting work that I did
for a consulting firm, A.T. Carney [phonetic] on railroads when
the Penn Central Railroad went bankrupt and it was such a big
bankruptcy that a special arrangement was made. There were
special legal arrangements made to handle the Penn Central
Railroad. And there was serious attempt made to try and
understand how railroads actually work and what we could do to
revive them and get them to be financially viable.

And I was involved in that, and I learned a lot about

railroads as a result. I mean, I actually learned a lot about



how railroads worked. And in general, I think that doing the
right kind of consulting is a very important part of the
experience of an economist. What we have to do, we have to
have something like a laboratory. If you’re studying chemistry
or physics, you don’t just sit there with a book and read
about. You actually have to go into a laboratory and do
experiments and see how this stuff really works. And I think
that we should be doing this also in economics.

I also did consulting in the auto industry. And I think I
had to get up once at six o’clock in the morning to visit a
Ford plant, a plant where they make Lincolns, and I think
that’s a very useful experience to see how this stuff is
actually done. You learn something by doing -- I have learned
from all of the consulting that I have done and I think it
would be useful for economists to do this.

Now this is not antitrust. This is learning how a
business works and how these things operate. You learn about
things that are not in the textbooks. If you just talk to
economists about railroads or assembly plants or whatever, that
is unpersuasive, because they call that anecdotes. You also
have to have theories that relate to this stuff so that they
can see that you’re really talking about general things.

You’re not just talking about little stories and particular

things.



Mr. Smith: The one bedrock belief of most antitrust
regulators 1is that price coordination, naked price fixing as
it’s generally defined, can never enhance [indiscernible] and
yet, with these mergers being driven in a way by this process..

Mr. Telser: In fact, that was in Bentley Myers’
[phonetic] dissertation on the cast iron pipe industry, where
they had worked out an arrangement due to the nature of the
cost of producing cast iron pipe and dependent companies worked
out an arrangement that actually lead to efficient production
despite government rules governing the way cast iron pipe had
to be sold in public situations. It’s what the companies did
amongst themselves, led to producing cast iron pipe at a lower
total cost than would have been possible given strict adherence
to the kinds of auctions that the government required.

Mr. Smith: One of the questions, of course groups like
CEI do and as a consultant you deal in particular cases is that
we find aggressive requlatory agencies in the United States,
the Department of Justice, the Antitrust Division and the
Federal Trade Commission now abroad increasingly, the European
Commissions [indiscernible] competition. They all seem to be
making pretty fierce judgments about the [indiscernible] of
bundling, pricing policy, coordination policies with very

little seeming doubt about the rest of the work they’re doing.



Any advice you would give these people or any hope that
they would..

Mr. Telser: It’s hard for me to -- well, they have a kind
of arrogance or bureaucratic bias. And one of things and it’s
hard for me to say what you can do about it. One of the things
that could be done is that there should be more serious
empirical work in order to see what are the consequences of
some of these things. There have been, for example, some
studies on the actual affects of antitrust, have they really
attained the goals that their proponents claim.

Mr. Smith: Robert Crandall, and I think it was Cliff
Winston [phonetic] just had a Brookings paper and found very
little evidence that antitrust regulations had achieved any
concerned [indiscernible].

Mr. Telser: Right. And often they have the reverse
effect. They often have bad effects rather than good effects.
And I don’t really know how you handle —-- I don’t think that
you can really do anything directly with the bureaucrats. I
think that maybe the best way to handle this problem is with
enlightened politicians. If you were to ask me who I thought
which President of the United States was the best economist we
ever had, you could probably guess what I’11 say.

Mr. Smith: Ronald Reagan.

Mr. Telser: By far.



Mr. Smith: Because he actually understood the market
wasn’t stupid and wasn’t evil.

Mr. Telser: Right. And was really very good at this.
And I can’t think -- it would be hard and I could name some
presidents that were simply God awful in their understanding of
this. And I would F- sort of like a student that went into
Stigler and complained about his grade, which was an F and
Stigler said to him, “Well, F is the lowest grade the
University would allow me to give you.”

Mr. Smith: Thank you very much. I’m looking forward to
this conference and your work has been an inspiration to
[indiscernible]..

Mr. Telser: Well, thank you.

Mr. Smith: We’re trying in other ways to figure out how
to take these insights and make policy [indiscernible] them.
It’s very much an enjoyable job. It’s a little frustrating at
times too.

Mr. Telser: I’m sure it is. More frustrating, I think,
than I could handle.

[Videotape Break]

Mr. Smith: ..i1n preparation for a conference we’re going

to be dealing with on the declining marginal cost problem and

its implications for public policy.



Mr. Coase: And I am Ronald Coase. I’m a professor at
Emeritus of Economics at the University of Chicago where I
still do research and writing at the age of 93.

Mr. Smith: We’re going to be asking some questions that
deal with largely the marginal cost question, but some of the
other prominent papers you’ve written and their implications
for modern policy. Let’s talk a bit about the marginal cost
controversy first. In that paper, written almost 50 years ago,
as I recall..

Mr. Coase: Yes. It was published in 1946 after the war
had finished and essentially contained ideas that I developed
before the war when I was 1in my 20s. I developed all my good
ideas when I was young.

Mr. Smith: In fact you [indiscernible]. The marginal
cost question was essentially industries that had declining
costs that the cost from the last output unit was considerably
less than the earlier ones. That the problems in traditional
economics because 1f one were to charge that low price, then
one would not recover enough to cover the overall cost that
produced the item. And this led to a problem and I want you to
explain how it was traditionally resolved and how you suggested
it be resolved.

Mr. Coase: Well, the situation is one in which average

costs are declining. If average costs are declining, the costs
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of additional units of output are less than the average cost of
the [indiscernible] output. Now economists saw that you ought
to allow people to buy things at the cost. What is the cost?
The cost of the additional units, that’s the cost. And so they
suggested that all prices should be equal to the cost of
additional units. That is marginal cost.

The difficulty was it was that marginal cost was less than
average cost. So if you did this, you couldn’t cover
[indiscernible] cost. Well, that’s no problem said the
economists. If you are in this sort of situation, the
government will pay the difference. And so they suggested that
you should allow firms to charge a price equal to marginal cost
and the difference between the average cost and price or
[indiscernible] cost and receipts should be born by the
government. And then this way, everyone would be happy.

Prices would equal costs and we’d get supplies at the lowest
cost possible.

Mr. Smith: And you raised questions about the wisdom of
that solution.

Mr. Coase: The wisdom comes about -- it’s hardly wisdom,
it’s so simple. If the government is going to pay for this
difference between [indiscernible] costs and the receipts when
prices equal marginal costs, how 1s the government going to get

the money? It’s goling to get the money by taxation. But, if



it’s taxes, 1it’s going to raise price above marginal cost

somewhere else. So you really aren’t getting rid of the
problem at all. We’re just creating the problem somewhere
else. For some reason or other, economists didn’t see this.

My argument was very simple. All my arguments are simple. And
it’s very hard to get them accepted.

Mr. Smith: The thing you suggested that there were
alternatives to either going bankrupt or government subsidies.

Mr. Coase: Well, the alternatives were known to everyone
who pays an electricity bill. It’s noticed it’s two-part tear
or you can multi-part tears where you pay an amount, which is
not related to your total consumption plus a charge, which is
related to your consumption. Economists don’t study what goes
on in the real world. They 1ive in an imaginary world. And in
the imaginary world, there weren’t multi-part tears and all
things could be done, as I’ve said, on the backboard.

Mr. Smith: We have a series now, of course, of creating a
multi-part pricings in telecommunications, electricity and
elsewhere, but very little economic insights into them,
because, as you said, economists rarely study these
[indiscernible] structures.

Mr. Coase: Well, they don’t need to, because they have
their own imaginary system, which they study.

Mr. Smith: It doesn’t need all these devices.



Mr. Coase: It doesn’t need them. Facts are not
necessary.

Mr. Smith: To what extent do you feel that the economists
are in a sense are [indiscernible] market don’t deal with this
reality, this necessary reality of multi-part pricing, there is
among many political commentators on pricing a feeling that
there’s something unjust about this system, that is it
discriminatory, discriminatory pricing is one of the ones that
are charging different people different amounts for the same
good and service, the feeling of somehow this is unfair and
that therefore the pricing that the market demands not being
legitimized by the economists and being misunderstood by
populous and by politicians, somehow we’re in trouble that we
have to rethink.

Mr. Coase: Yes. Or people who don’t understand it. With
this discrimination, total receipts are higher and therefore
things can be produced, which otherwise wouldn’t be produced
and the people who pay the low prices are better off than
people who buy at the high prices are better off. So the fact
that people are better off with this system isn’t as important
as the fact that some people get more going than others. My
teacher, Arnold Part [phonetic] dealt with problems of

intellectual property was on the whole opposed to patents and



copyright because he said if you introduce something new,
you’ll have a period in which you can get additional revenue.

Well, in his day that was no doubt true. But
[indiscernible] so he was often opposed to patents. But these
days, the copying takes place so quickly that people do not
have the opportunity of getting additional gains during that
early period. When there’s very little copying, well, you may
have ten years in which to and that may be enough.

Mr. Smith: In the antitrust area, do you feel that
antitrust regulations, overall, antitrust, obviously were
intended to improve the market, competitive with the market,
antitrust regulations now have been around over 100 years, I
guess. Do you have any feelings about their -- if we had to do
it over again, should we strengthen them, eliminated them or
done something different?

Mr. Coase: When you say what should we do, the question
is whether you can do any of these things that you want to do.
What has happened in antitrust is that the antitrust lawyers
are anxious to bring cases and they find cases in almost any
circumstance? As I often put it, if a firm lowers its price,
it’s predatory pricing. If it takes the price at the same
level, it’s collusion. And if it raises the price, it’s

monopoly. So there is variable -



I once taught a course about antitrust cases. And I was
reminded of an effect that in one case the argument was that
this firm was monopolizing, because it was more efficient than
the other firms and therefore had an advantage. And the
defense lawyers said oh no, we’re not efficient, we’re
inefficient, because you have to counter the argument. If you
read the antitrust cases, it’s really a laugh full the
arguments on both sides are silly, because that’s the way
antitrust goes.

Mr. Smith: There are many more arguably people to answer
and address these questions. Why is the economics profession
bound to these questions so worthy of neglect?

Mr. Coase: Because they don’t study the economic system.
They study other economists’ writings and the economic
literature consists of a discussion of discussions of
discussions and so it could go on. And it’s not really dealing
with what happens in the real world. It’s dealing with this
imaginary world that is economics.

Well, economics has become a theory driven subject. What
is in a textbook is a theory. And people are not interested
really in empirical work. A lot of people have to do empirical
work in order to get a Ph.D. But once they’ve done it, they
move over to mainstream economics, which is a theory,

theoretical subject. They’re going to look at the journals.



You can’t even find any English there. It’s all simple. Yes,
economists are trained in techniques with analysis. Not 1in
finding the real problems, which you could find if you went
into the street. They don’t go into the street.

Mr. Smith: The general course in economics, do you think
it’s beginning to become again aware of its political and

empirical roots or is it still drifting towards the blackboard

model?
Mr. Coase: Well, you have to distinguish between
mainstream economics, which is rightly, a dismal subject. From

work that is done, as it were on the outskirts, in development
and economics you’re getting interesting [indiscernible],
interesting work done. In [indiscernible] economics. In fact,
what 1s interesting is to see where the interesting work 1is
being done. It’s not being done by a large economic
departments, it’s being done in business schools, in law
schools, in engineering schools.

Mr. Smith: If it was closer to the reality, the real
world in a sense.

Mr. Coase: Yes, and one less subject to the control of
mainstream economics. The journals after all, people say you
shouldn’t have peer review. The difficulty with peer review 1is
that the peers have the mainstream viewpoints. Therefore will

not be receptive to other views. I have been concerned with
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the development of what is called the new institution of
economics. This deals with real world situations and in order
to deal with them, you have to take into account the laws that
exists, the attitudes that exists, and this sort of
sociological aspects, all of which effect how people will
respond. If you think that the best thing to do in life as to
sit as a hermit in a cave, they’re not going to get very much
economic development. And the rest of us who are not in the
cave will suffer.

Mr. Smith: When we’re talking to your successors eight
years from now, what kind of world would you like to see? What
kind of votes would you have for the policies of America and
the world?

Mr. Coase: One that I’d like to see is for people to
study how the actually economic system operates. They don’t
really study the economic system at all, which sounds
ridiculous, but in fact what they do is they study problems.
This problem, that problem, well, the economic system is 1like
the human body. It has a lot of different parts, all
interrelated and what we have to do is study how the economic
system actually operates. We don’t do that. Maybe in the 80
years you talk about economists will do that and I hope some of

the people at your conference will do 1it.



Mr. Smith: Well, we’ll do our best. We really appreciate
your talking to us, and thank you very much for letting us

interview and have our [indiscernible].
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