
Overview
Roughly 78% of U.S electricity generation in 2012 was under output price regulation, where a regulator sets the output price charged by the firm in order to allow that firm an opportunity to recover costs as well as a return on capital.  Economists traditionally posit that this regulated  return on capital induces firms to produce output using an inefficiently high capital-labor ratio.   I test this “Averch-Johnson” hypothesis by comparing the coal procurement and inventory behavior of U.S power plants facing output price regulation versus electricity market prices.
Methods
Prior to 1998, the vast majority of U.S electricity generation was under output price regulation.  After 1998, some states shifted to electricity markets, while others remained regulated.  I analyze plant-level coal stockpiling behavior within a difference-in-differences framework, which makes comparisons both within a plant before versus after 1998 as well as across regulated and market price plants after 1998. 
Results and Conclusions
Within this difference-in-differences framework, I find that plants facing output price regulation hold roughly 30% more inventories relative to plants facing market prices. This finding provides evidence towards the “Averch Johnson” hypothesis that regulation induces a bias towards capital relative to variable inputs.  Using a 10% annual return on capital, the  30%  difference in coal stockpiles results in a $43,000 average increase per month per plant in capital costs.  Wind erosion of coal stockpiles also has significant local environmental costs; back-of-the-envelope calculations indicate a roughly $32,487 (2010 dollars) average increase per month per plant in local health costs due to the larger stockpiles held by regulated plants.  Taken together, these findings indicate that output price regulation induces distortions to firms' capital choices that have significant economic and environmental costs.
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