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Regulatory Bargaining and Public Law

In Regulatory Bargaining and Public Law, Professor Rossi explores the im-
plications of a bargaining perspective for institutional governance and public
law in deregulated industries such as electric power and telecommunications.
Leading media accounts blame deregulated markets for failures in competi-
tive restructuring policies. However, the author argues that governmental
institutions, often influenced by private stakeholders, share blame for the
defects in deregulated markets. The first part of the book explores the mini-
mal role that judicial intervention played for much of the twentieth century
in public utility industries and how deregulation presents new opportunities
and challenges for public law. The second part of the book explores the role
of public law in a deregulatory environment, focusing on the positive and
negative incentives it creates for the behavior of private stakeholders and
public institutions in a bargaining-focused political process. Regulatory Bar-
gaining and Public Law presents a unified set of default rules to guide courts
in the United States and elsewhere as they address the complex issues that
will come before them in a deregulatory environment.

Jim Rossi is the Harry M. Walborsky Professor and Associate Dean for Re-
search at Florida State University College of Law. He holds an LL.M. from
Yale Law School, a J.D. from the University of Iowa College of Law, and a
B.A. in economics from Arizona State University. He has served as a faculty
member at the University of North Carolina School of Law, and he has been
a visiting faculty member at the University of Texas Law School. A scholar in
the fields of administrative and regulatory law, Professor Rossi’s publications
have appeared in Virginia Law Review, Michigan Law Review, Duke Law
Journal, Texas Law Review, Northwestern University Law Review, Vanderbilt
Law Review, and Energy Law Journal, among many other journals. He is
co-author of the leading textbook on energy law, Energy, Economics, and the
Environment (2000).
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Preface

Theories of economic regulation modulate between optimism – associated
with those who view regulators as benignly pursuing the public interest
or other civic-minded goals – and pessimism – most commonly associated
with the public choice school, which sees regulators as captured by the
powerful private firms they are charged to regulate. These accounts of
regulation focus mainly on regulation’s substance, rather than the process
by which it is enacted and its ability to promote stability in government
policy for the operation of markets and the decisions of investors. Yet,
whatever account is best in the abstract, regulatory law has failed utterly
to examine the evolution of regulation and how it interacts with changes
in technology, economic conditions, and political preferences. Examining
regulation and regulatory law through the lens of bargaining sheds light
on the institutional role courts can play, particularly given the new issues
that arise in deregulated, or competitively restructured, markets.

Under the regime of natural monopoly regulation, predominant in
the twentieth century, public and private interests converged in ways
that were often (to the extent the public interest account of regulation is
correct), but certainly not always (as public choice reminds us), welfare
enhancing. Natural monopoly regulation, which represents a contract of
sorts, was plagued with its own problems; however, it provided a relatively
stable legal system for more than 50 years. The stability of cost-of-service
rate making largely limited renegotiation to the firm-specific rate-making
process, working to minimize the incentives for regulated firms to at-
tempt to influence government ex ante (i.e., prior to the formulation of
a public decision) outside the regulatory agency. Against this backdrop,
traditional doctrines of regulatory law purported to protect investors and
consumers. In fact, for most of the twentieth century, courts played a
modest role in regulated industries. Courts engaged in judicial review
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of regulatory agency decisions, but by and large agency decisions were
not upset by the judiciary, which routinely deferred to the expertise and
political accountability of regulators. Regulators were largely seen as fa-
cilitating a convergence between private and public interests, particularly
where they regulated only a handful of firms on an ongoing basis.

Deregulation has many benefits. It is often touted for its propensity to
allow private and public interests to converge through price mechanisms.
At the same time, many criticize deregulation for falling short of this goal.
In an electric power market with price competition, for instance, firms may
face strong pressures to abandon their traditional service obligations in
favor of higher-paying (and hence, more profitable) customers, leading
to a divergence between public and private interests in market decisions.

Less examined is how deregulation may present new tensions between
public and private interests in the regulatory process and for public law.
With deregulation, the firm-specific rate hearing is no longer the norm
for the adoption and implementation of deregulatory policies, inviting
a much less focused and less predictable type of private influence on
the regulatory process. As regulators look to alternative mechanisms for
the implementation of deregulatory policies, such as general legislation,
rulemaking, and standard tariffs, government potentially shares some
blame with private firms for any welfare-reducing divergence between
private interests and the public interest. Just as the traditional regulatory
process may have responded disproportionately to the strongest interest
groups, the process by which deregulatory policies are formulated and
implemented may invite policy makers to respond disproportionately to
new interest groups, possibly leading to the enactment of economic poli-
cies that thwart, rather than enhance, the overall welfare effects of com-
petition. For instance, given the dual-jurisdictional system for regulating
electric power in the United States, firms have strategic ways to escape the
jurisdiction of state or federal regulators, taking advantage of gaps or juris-
dictional overlaps in regulatory enforcement. In contrast, cost-of-service
regulation provided ways of coordinating these gaps between regulatory
authorities and evaluated firm-specific conduct more carefully – backing
this up with enforcement in the setting of the firm’s rates – thus minimiz-
ing (but certainly not eliminating) the divergence between private and
public interests.

In expanding the range and degree of potential divergence between
public and private interests, deregulation challenges policy makers and
courts to reevaluate many of the traditional public law doctrines that
frame the process for defining and implementing the rules in competitive
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markets. This book sets out to advance this project. In contrast to the pre-
dominant accounts of public choice theory and public-interested regula-
tion, the book draws on government relations bargaining as a mechanism
for assessing regulatory law. Contract-based approaches to regulation
analogize to a legalistic (judicially enforced) contract, drawing primarily
on judicial authority to compensate or deter renegotiation by a regula-
tory agency. In contrast, this book embraces a broader understanding of
the regulatory contract as a starting point for its method. Drawing on
the literature from the law and economics of corporate governance and
contracts, an “incomplete contracts” approach is presented in the insti-
tutional setting of economic regulation. This approach isolates incentives
and welfare states associated with contract renegotiation. In contrast to
legalistic contracts, which emphasize judicial enforcement of contracts,
the government relations bargaining approach highlights the insurance
implications of regulation and its renegotiation. This approach is sup-
plemented with a comparative institutional analysis, which evaluates the
institutional setting for governance of deregulated markets; it does not
limit its analysis to the decisions of a single regulator but pays attention to
alternative institutions, including courts, the legislature, and state versus
federal regulation.

Using a case study of electric power deregulation to draw general
lessons, the framework is applied to traditional doctrines of regulatory
law, including customer service obligations, the takings clause as a con-
straint on regulators, the filed tariff doctrine as a mechanism for limiting
ex post judicial enforcement, the dormant commerce clause and state
action immunity from antitrust enforcement, and regulatory federalism.
By isolating ex ante and ex post incentives and stressing the institutional
context for renegotiation, the framework reveals weaknesses these tra-
ditional doctrines of regulatory law present in a deregulatory era and
suggests ways courts might correct for them.

The title of the book – Regulatory Bargaining and Public Law – might
seem oxymoronic. A bargaining approach implies that government reg-
ulation will be replaced with market-based ordering, especially as indus-
tries are deregulated, leaving public law irrelevant to the bargaining pro-
cess. As is well known, though, deregulation is an extreme and somewhat
idealized concept. In this sense, “deregulation” is a term that can be crit-
icized on the same grounds as other commonly referenced media terms,
such as “serious comic,” or loaded political terms, such as “peace-keeping
force.” Yet, there is a point to simultaneously invoking bargaining in a
deregulatory environment and regulatory concepts and theories. As even
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the most extreme market proponents are aware, deregulated markets rely
heavily on regulation for implementation and oversight, especially where
network facilities, such as electric power transmission lines, provide the
primary means for market access for suppliers and customers. Further,
as the book argues, regulatory bargaining entails much more than the
negotiation of firm-specific regulation. Contractual relations abound in
public law even where private firms are not an immediate party to any-
thing approaching a legal contract. The government relations bargaining
approach includes within its scope these relations, as well as more tra-
ditional regulatory contracts between the firm and the state. Public law
retains relevance in framing these bargaining relations, even when mar-
kets are deregulated. Its role in this environment is the primary topic of
inquiry within this book.
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1

The Scope of Regulatory Bargaining

Contracts and other bargains are fundamental to competitive markets.
Deregulated electric power and telecommunications markets look to con-
tract to define the relationships between private firms, as well as between
private firms and customers. As Joseph Kearney and Thomas Merrill
(1998) note in the leading legal treatment of the topic of deregulation:
“The new paradigm seeks to subject to ordinary contractual relations all
common carrier and public utility services that can be provided through
multiple competing providers” (1363). With deregulation, contract will
become the primary mechanism for ordering market transactions be-
tween private firms and their customers, largely displacing traditional
regulatory doctrines that required firms to provide service to customers
on predetermined terms and conditions.

Contract is also fundamental to theories of regulation and regu-
latory law.1 As economists studying regulated industries with natu-
ral monopoly characteristics have long recognized, regulation bears
structural similarity to a long-term bilateral contract (Goldberg, 1976;
Joskow & Schmalensee, 1983). The actions of the regulator can be
analogized to contracts and other bargains. More than for run-of-
the-mill industries, the contractual understanding of regulation is fun-
damental to capital-intensive industries, such as electric power and

1 Legal scholars are perhaps guilty of using the term “contract” in the regulatory context
with less precision and caution than it deserves. The scholarly literature uses the notions
of contract in regulation as a rough analogy to describe the nature of various relationships
but not necessarily as a legal term of art. Like most legal scholars, I do not intend to imply
that regulatory contracts necessarily entail legal duties, obligations, and remedies – an
issue I return to in Chapter 5.

1
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telecommunications.2 For these infrastructure industries, capital invest-
ments comprise a large portion of the firm’s costs. The firm is only able to
pay for these investments over a sustained period of time, making contract
a useful way of approaching the finance issue faced by firms and regulators
(Gómez-Ibáñez, 2003). To the extent it encourages investment, commit-
ment is fundamental to any account of economic regulation. Contract –
a legal tool for establishing commitment – is thus an obvious mechanism
for regulatory law to invoke in order to promote investment.

Although notions of the regulatory contract are not foreign to regula-
tory law, discussion of the regulatory contract is highly polarized. Only at
the fringes of regulatory law do contractual and other bargaining concepts
enter into serious discussion. This may be due to overreliance on courts
as the final arbiter of contracts and a narrow understanding of the scope
of contractual bargaining. A bargaining account of government relations
can shed light on the history of regulation, as well as on its operation
and any changes in regulatory approach. With deregulation and other le-
gal transitions, contractual aspects of regulation have taken on renewed
vigor. However, in the context of electric power and telecommunications
deregulation, litigants and commentators have made a distinctively le-
galistic turn in discussion of the regulatory contract and its enforcement.
Their approach to the regulatory contract is typically limited to discrete
bargains between the firm and governmental bodies, ignoring the bargain-
ing process and other transactional settings, such as bargaining between
governing bodies. Many of the important public law questions in eco-
nomic regulation that are implicated by contractual bargaining remain
largely unexplored.

A good example of the polarized nature of the issue is “deregulatory
takings” – a prominent theory first advanced a decade ago by scholars and
utility advocates. Writing at the height of electric power and telecommuni-
cations deregulation in the 1990s, J. Gregory Sidak and Daniel F. Spulber
invoked the regulatory contract (which they refer to interchangeably as
both a “compact” and a “contract”) as a foundational concept for their
account of the state’s obligations in introducing competition to industries
such as telecommunications and electric power. According to them, the
regulatory contract between the firm and the regulator is comprised of
reciprocal burdens and benefits:

2 A growing literature addresses whether other regulated activities can benefit from analo-
gies to contract (Freeman, 2000). Although this book is focused on economic regulation,
its lessons may also be of relevance to regulation as contract in other settings.
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The regulated utility submits to various regulatory restrictions including
price regulations, quality-of-service requirements, and common carrier reg-
ulations. In return the regulated firm receives a protected franchise in its
service territory, and its investors are allowed an opportunity to earn rev-
enues subject to a rate-of-return constraint. Without the expectation of
earning a competitive rate of return, investors would not be willing to com-
mit funds for establishing and operating the utility. . . . Once the utility in-
vests these funds, the long depreciation schedules typical in electricity and
telecommunications regulation credibly commit the utility to performing
its obligations under the regulatory contract by denying it the opportunity
to recover its capital before the end of its useful life.3

This argument for deregulatory takings is a modern application of an
implied regulatory contract in which the terms of the bargain are not
necessarily express. Critics of this view, writing mostly from a legal per-
spective (Chen, 1999; Hovenkamp, 1999b; Rossi, 1998b), stake out an
alternative view of the explicit regulatory contract that would allow regu-
lators to change the terms and conditions of the regulatory contract with
little or no attention to the costs this may impose on incumbent firms. In
the 1990s, the debate represented by these two polar positions was among
the most significant issues facing regulatory law.

Although this debate may have been the rage among regulatory
lawyers during the 1990s, the issues faced today in industries such as
electric power and telecommunications have little or nothing to do with
deregulatory takings. As we near the end of more than a decade of legal
transitions, dismantling old regulatory structures and replacing them with
new ones, the short-lived theory of deregulatory takings might lead us to
question whether the regulatory contract on which deregulatory takings
is premised retains any relevance for these industries. That is, once old
regulatory structures crumble, can the regulatory contract still be brought
to bear on the conflicts infrastructure industries face, or is it a relic of an
older economic and legal order with little modern application? In this
book, I set out to advance government relations bargaining – a political
process theory of the regulatory contract – as relevant to the deregulatory
context and other legal transitions. Contract remains relevant, I argue, but
bargaining accounts of regulation are challenged to tackle new issues in
a changing regulatory environment. Bargaining accounts of government
relations will bring important new insights to bear for public law in the
context of economic regulation.

3 Sidak & Spulber, 1997: 109.
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I. DISTINGUISHING POLITICAL FAILURE FROM
MARKET FAILURE

In the summer of 2003, a massive blackout left 50 million customers
in much of the Northeast and portions of the Midwest without elec-
tric power. The blackout affected an area extending from New York,
Massachusetts, and New Jersey west to Michigan, and from Ohio north
to Toronto and Ottawa, Ontario, Canada. The economic costs it imposed
are staggering.4 Media accounts were quick to blame the blackout on
deregulatory policies the electric power industry adopted throughout the
1980s and 1990s.5 Although intuitively appealing, efforts to blame dereg-
ulation for the problem fail to explain the mechanism by which deregula-
tion might have contributed to the problem. There is, for example, little
reason to expect traditional rate regulation would have fared better in
avoiding the 2003 blackout.6

How, if at all, has deregulation failed? Has deregulation made in-
dustries such as electric power better (cheaper, more reliable, etc.) or
worse for consumers, investors, and firms, and what role, if any, has the
law played in this? Notions of the regulatory bargain can shed light on
the issues faced by deregulated industries, such as electric power, and by
other industries in transition. The conventional account of deregulation’s
weakness suggests that enhanced competition between firms will some-
times – perhaps even frequently – lead to predatory market conduct that
harms consumers (Kuttner, 1999). This account might be applied to cri-
tique electric power deregulation, perhaps as much as in any other sector
of the economy affected by deregulation. In California’s newly deregu-
lated electric power market in the late 1990s, energy supply firms were
able to manipulate supply and prices, seeking short-term gain at a cost to

4 Refer to http://www.electricity.doe.gov/news/blackout.cfm?section=news&level2=
blackout. Some estimated the costs of the 2003 blackout to be as high as $5 billion. Nancy
Gibbs, Lights Out, Time Magazine, Aug. 5, 2003, at 30.

5 On one account, “The current industry-centered deregulation of the national power grid
has created market-driven chaos, with electric bills skyrocketing as high as 300 percent
in California while power systems become less and less reliable – all at a time when the
shrinking cost of renewable energy should be providing lower costs and a more reliable
system.” Michael I. Niman, Why the Lights Went Out, The Humanist, Nov. 1, 2003, at 4.

6 Indeed, for many Americans older than 45 years of age, the blackouts of 2003 were
reminiscent of the blackouts of 1965, which left millions in eight Northeast states without
power for almost 24 hours, or the blackout of 1977, which plunged New York City into
darkness and brought about violence in several communities. For comparison between the
1965 blackout and the 2003 blackout, see Sillin (2003). The analogy between the blackout
of 1977 and the blackout of 2003 is discussed in Goodman (2003).
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consumers and others (Weaver, 2004). Similarly, in deregulated wholesale
power markets (structured primarily by federal as opposed to state regu-
lators), private greed certainly contributed in part to a serious shortage in
generation supply and transmission capacity, exacerbating the blackouts
that left New York City and much of the northeastern United States in the
dark in the summer of 2003.7 On this account of deregulation’s weakness,
private greed is the core cause of failures in the transition to competitive
markets.

This account of deregulation’s weakness is controversial. It may or
may not have merit, but it is not the full story. Deregulated markets face
another challenge that is underexplored in the popular and academic
press. Most economists believe that properly designed markets can curtail
the negative impacts of greed in the competitive process. Changes to
regulatory structure are not only relevant insofar as they influence how
private firms compete with each other in the unregulated sphere of the
marketplace. Regulatory change also affects how firms interact with and
influence governmental bodies in the formulation and implementation
of regulatory law. Government relations bargaining in this context have
serious consequences for the regulatory process and for public law.

For example, the failure of electric power deregulation in California
was as much a consequence of ill-conceived government competition poli-
cies, frequently framed by public law doctrines, as it was a consequence
of private greed in deregulated markets. Like most deregulated markets,
California’s plan to deregulate retail electric power did not dismantle gov-
ernment regulation. Instead, it emphasized new types of regulation, such
as a state-supervised power pool that prohibited certain types of trans-
actions and sanctioned others. Wholesale power supply markets, largely
deregulated by the federal government in the 1990s, before California’s
retail market opened, are subject to market-based supply decisions by pri-
vate firms and large price swings. California retail power suppliers, how-
ever, were subject to a price cap imposed by state lawmakers and were
also prohibited from using long-term contracts to serve retail customers.
Due to the state-imposed price cap, California utilities were precluded
from passing on their costs to customers, forcing them to absorb monu-
mental losses in highly volatile short-term supply markets when wholesale

7 Matthew L. Wald, A Question Still Unanswered: How Did the Blackout Happen?, New
York Times, May 10, 2004 (online edition) (quoting Robert Blohm, an electricity consul-
tant who questions whether deregulation impaired reliability and caused the blackout to
spread).
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power prices skyrocketed. Several electric power utilities in the state –
previously considered risk-free investments – went bankrupt. Undoubt-
edly, state policy decisions in California to cap retail prices and prohibit
long-term contracts were influenced by strategic lobbying and other reg-
ulatory maneuvers on the part of private stakeholders in the California
law-making process. Private manipulation of government regulation is as
significant as, and may even eclipse, private abuse of competitive markets.8

To the extent public law invites such manipulation, it shares responsibility
for failed market policies.

Most accounts of California’s failed deregulatory policies focus on
private greed in the marketplace. In contrast, a government relations
bargaining story of California’s failed deregulation plan highlights weak
links in the political processes leading to the formation and implementa-
tion of competitive retail power markets in the state. Firm–government
interactions had significant influence on the path of California’s competi-
tion policies as it implemented its deregulation plan. So did government–
government interactions, as utilities in the state were brought to the brink
of financial disaster while federal and state regulatory bodies faced off in
inaction – each attempting to pass the blame to the other for the failures
in California’s deregulated markets, with neither one stepping up to the
plate to address the serious regulatory problems that had been created.
Public law doctrines, such as the filed rate doctrine (see Chapter 6) and
federal preemption (see Chapter 8), were central to this crisis.

A government relations bargaining account can also be used to ex-
plore the issues of transmission reliability – perhaps the greatest problem
competitive markets in electric power will face in the coming decade. A
massive blackout in the summer of 2003 left large portions of the North-
east and Midwest without power due to a cascading failure of the interstate
transmission grid. The 2003 blackout may have been triggered by individ-
ual negligence (and perhaps even greed, although that is doubtful), but
private market behavior was certainly not the immediate reason the black-
out spread from Ohio, where it is widely reported the initial event leading
to the blackout occurred, to New York and other states. Consequences
were made far worse for areas like New York City due to both public

8 Accounts of California’s failed deregulatory scheme focus on tensions and gaps between
state and federal deregulatory policies (Joskow, 2001; Rossi, 2002). Other accounts em-
phasize California’s failure to allow long-term contracts to serve the retail market (Boren-
stein, 2002). These accounts share a focus on California’s failed government policies, not
an inherent failure in power markets.
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and private failures to expand transmission facilities over several decades.
These failures were influenced by private conduct in a regulatory process –
both preceding and following deregulation – as much as by deregulation
itself. As one author observes, “[e]lectricity consumption increased by
35 percent in the 1990s alone (and is twice the level of the early 1970s),
with transmission carrying capacity increasing by only 10 percent” (Sillin,
2003: 34).

Private utilities – owning both transmission, a natural monopoly net-
work, and generation, which is competitive – frequently resist the expan-
sion of transmission when it is not in the interest of their profits. Their
influence is magnified, perhaps even masked, by environmental interest
groups, who are allied with powerful incumbent firms in favoring state
and local regulation of the industry. As James Madison predicted long
ago in Federalist No. 10, if left to its own devices the state regulatory
process is particularly vulnerable to the influence of powerful private
interest groups. Where federal regulators also lack plenary authority to
solve transmission problems, both federal and state regulators can readily
fall into a cycle of evading difficult network congestion problems.

For example, the state of Connecticut has strongly opposed the Cross-
Sound Cable, a 23-mile merchant transmission line that would allow Long
Island Power Authority to import power from New Haven, Connecticut.
Some Connecticut officials cite environmental concerns in support of their
opposition to the project, such as impacts on shellfish beds and dredging
operations in the New Haven Harbor; however, the project complies with
all state siting and environmental statutes. The cable, already in place,
was authorized to operate under a temporary emergency order issued by
the Secretary of Energy following the August 2003 blackout, which was
lifted in early 2004. There is reason to believe that the issue is within the
jurisdiction of the Federal Energy Regulatory Commission (FERC), but
the scope of federal authority over the matter is not clear because the
FERC does not site transmission lines. Connecticut’s Attorney General,
backed by environmental interest groups and a major incumbent utility
serving Connecticut customers (Northeast Utilities, which owns an older,
parallel transmission line), threatened litigation if the Cross-Sound Cable
was allowed to go live again.9

As electric power transmission illustrates, the behavior of private
stakeholders is not only relevant in the market sphere, but also in the

9 Bruce W. Radford, Cross-Sound Cable Puts Feds on the Spot, Fortnightly’s Spark, June
2004, at 1.
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regulatory process that implements the constitutive governance of dereg-
ulated markets and the public law doctrines that frame this process.
Because states retain jurisdiction over the siting of power plants and
transmission lines, public law defines the range of permissible regulatory
responses in state politics and thus plays a central role in framing disputes
over the location and expansion of transmission lines (see Chapter 7). As
in the case of California’s deregulation plan, prior to the 2003 blackout,
interactions between governments were a major impediment to the ex-
pansion of transmission; long-standing jurisdictional conflicts and gaps
under extant public law doctrines have left both state and federal regula-
tors unable to take action to expand transmission (an issue addressed in
Chapter 8).

Focus on private interactions with governmental bodies and inter-
actions between governmental bodies – what I collectively refer to in
this book as government relations bargaining – is not a new insight for
regulatory lawyers and economists. A large literature explores private
bargaining with the government. Since public choice theory came into
its own in the 1960s, economists and political scientists have increasingly
paid attention to how private firms interact with the government. Most
applications, however, focus attention on a specific moment of change –
for example, a regulator’s decision to regulate or deregulate, the pas-
sage of a major piece of legislation, the repeal of previous regulatory
approach. Public choice theory is downright cynical about the ability of
regulation to enhance social welfare. Apart from condemning capture of
the regulator, the literature rarely focuses attention on the continuing
and recurring interactions between private firms and the government in
a deregulatory environment. However, because deregulation seldom en-
tails the complete dismantling of government – the general literature on
regulation broadly defines deregulation as including restructuring initia-
tives that depend on government for some implementation and oversight
(Borenstein & Bushnell, 2000; Cudahy, 2002a; Hirsh, 1999)10 – such in-
teractions regularly occur in the adoption and implementation of policies
designed to enhance competition. A growing literature also explores in-
teractions among governmental bodies, such as interactions between the

10 Throughout, I follow this convention, using “deregulation” to refer to a variety of govern-
ment competition policies regarding utility industries – for example, lifting restrictions
on entry and exit, mandating open access to networks, and unbundling vertically inte-
grated services – few of which require complete dismantling of regulation, although with
deregulation prices are no longer determined under traditional cost-of-service standards
and may be left entirely to the market.
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federal government and states (see Chapter 3). Focusing on bargaining
in the regulatory process shines light on a different kind of greed than
popular critics of market transitions condemn. Rather than focus on pri-
vate market greed, government relations bargaining focuses on private
behavior and incentives in public ordering. Even in times of regulatory
system stability, greed in politics may pose as a much of a challenge to
market transactions as greed in private transactions. With deregulation
and other legal transitions, however, focus on government relations bar-
gaining brings to the fore important issues that other contractual accounts
of regulation largely obfuscate.

II. LIMITS OF THE LEGALISTIC TURN FOR BARGAINING
ACCOUNTS OF REGULATION

Predominant accounts of utility regulation focus on three interrelated
projects. Traditional progressive accounts view regulation as ensur-
ing private markets do not ignore the public interest (Mitnick, 1980;
Posner, 1974). Neoclassical economic approaches view regulation pri-
marily as correcting for market failure in the interest of promoting
economic efficiency or enhancing social welfare (Posner, 1974). Public
choice theory focuses on the incentives and consequences of regulation
(Farber & Frickey, 1991; Mashaw, 1997; Quirk, 1981). The more cyni-
cal strand of public choice embraces a “capture” thesis that sees regula-
tors as beholden to the powerful firms they are charged with regulating
(Stigler, 1971). These approaches first emphasize the ends of regulation
(intentional and otherwise), and then pay attention to process only insofar
as it is useful to achieving these ends.

More than 10 years ago, George Priest argued that the project of
two of the predominant accounts of the origins of regulation – “public
interest” theory, which sees regulation as a solution to market failure,
and “public choice” theory, a strand of which views agency regulators as
operating under the dominant influence of (or “captured” by) the pri-
vate firms subject to regulation – are misplaced. Rather than attempt to
identify a singular theory of the origins of regulation or of exogenous sub-
stantive ends, Priest (1992) imagined a research agenda in which scholars
make an effort “to understand the mechanics of a change in regulatory
regime before deriving a theory of it” (323). Implicit to this project is
the recognition that theories of regulation place inordinate attention on
the substantive content of regulation. In contrast, a research agenda that
focuses on mechanism of evolution and change in regulated industries
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poses a fundamentally different series of questions than conventional
accounts.

An account of government relations bargaining places more empha-
sis on such questions than conventional accounts of economic regulation,
such as public interest or public choice theories. Focus on government
relations bargaining is not dismissive of ends – of course they are impor-
tant – but recognizes that ends are not necessarily prior (or exogenous)
to the theory of regulation. Process can matter as much as ends. Rather
than begin with externally generated ends, analysis of economic regu-
lation might take on different emphasis and realize fresh insights from
paying attention to process first.

The goals of regulation are numerous; however, public interest, effi-
ciency, and pluralist preference aggregation are most prominent. Public
interest theories of regulation have intuitive appeal as a starting point
for understanding the goals of regulation, although at best they are am-
biguous. They focus almost exclusively on the substance of regulation
rather than how it evolves and or promotes stable solutions to regulatory
problems. As Bruce Mitnick’s (1980) extensive study of regulation puts
it, “there remains no accepted definition of the phrase [‘public interest’],
much less an accepted operational definition offering indicators that we
may use to determine empirically whether something is in the public in-
terest” (259). Approaching regulation as a bargain challenges us to focus
not only on the substance of the public interest, but also on its evolution
and, in particular, its ability to promote coordinated voluntary solutions
to conflicts (its “equilibria” characteristics).

In addition, a government relations bargaining approach to regula-
tion diverges from neoclassical economic theory in that it views natural
monopoly regulation not merely as an efficiency-promoting solution to
market failure, but also as a negotiated equilibrium that is the product
of bargaining conditions and incentives. Such an approach also departs
from many public choice accounts in that it does not embrace a strong
capture thesis or condemn all rent seeking; instead, it acknowledges the
reality of continuing interactions between firms and the government, and
the incentives faced by private firms, as strategies used by stakeholders
to sustain the commitments of the incomplete contracts surrounding the
firm and its institutional arrangements in an industry.

It is certainly not a new insight for regulatory law to focus on bar-
gaining. However, discussion of regulatory contracts generally assumes
that the terms of the contract are complete, or downplays the incentive
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implications of incompleteness for the regulatory process. The contract
and the regulatory ends it reflects are assumed to exist independent of
the mechanisms of regulatory evolution and enforcement. For example,
Sidak and Spulber take Priest’s invitation seriously to observe that regu-
lation might be analogized to a “contract,” but they interpret bargains in
a legalistic manner to rely on third-party enforcement (typically courts)
to deter or compensate for renegotiation (Sidak & Spulber, 1997). This
approach leads them to make numerous recommendations for regulatory
law, most of which rely on judicial enforcement of a preexisting substan-
tive bargain. Most prominently, Sidak and Spulber argue that courts have
a primary role to play in enforcing regulatory commitments, under both
contract law principles and the Takings Clause of the U.S. Constitution, a
topic to which I return in Chapter 5.

Simple legal analogies between regulation and contractual obligations
and enforcement might also lead to misleading explanatory and norma-
tive suggestions. For instance, as Daniel Cole (2003) observes, regardless
of whether regulation can be described as anything approaching a legal
contract, the practical obligations and remedies contract law affords do
not give rise to meritorious claims for compensation for industry transi-
tions, such as a decision to deregulate in most cases. Debates over judi-
cial enforcement of regulatory contracts fail to confront that regulatory
history is often partial or incomplete, presenting complex contract in-
terpretation issues. As regulatory lawyers are well aware, contracts are
frequently renegotiated in the regulatory process. A rich literature on
incomplete contracts plays this out in commercial and corporate law set-
tings, but incompleteness also has far-reaching implications for regulatory
law (see Chapter 2). If the reality of incompleteness in the regulatory
contract is acknowledged as a starting point, we might envision a very dif-
ferent role for courts and other government institutions than traditional
accounts of regulation as contract suggest.

In the legal literature, it is commonly acknowledged that deregula-
tion of industries such as telecommunications and electric power poses
a fundamental challenge to theories of regulation and doctrines of reg-
ulatory law (Kearney & Merrill, 1998). Scholars of regulatory law have
also failed to fully engage Priest’s invitation in this context. We have yet
to completely explore the implications of the regulatory contract for the
regulatory process and for deregulated industries undergoing transitions.
A regulatory law that draws from literature on government relations bar-
gaining, relating this to incomplete contracts and institutional governance,
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would ask different questions and generate different conclusions for regu-
latory law than conventional analogies between regulation and judicially
enforced, or legalistic, contracts.

The legalistic turn in discussions about enforcement of the regula-
tory contract, as embraced by modern commentators such as Sidak and
Spulber, looks primarily to courts as the institutional enforcer of the reg-
ulatory contract. Although intuitively appealing – as we look to courts
for answers to all kinds of social problems – such an approach also in-
vites a type of judicial arrogance in completing the terms of the contract;
judges, perhaps juries, become the final arbiters of history in filling in
the contract’s gaps. At most, though, the regulatory contract represents a
long-term contract with poorly specified terms – what the legal literature
has recognized as a “relational contract” (Macneil, 1978). However, if
bargaining is the norm in regulatory contexts, public law may have very
little role to play. Even where public law does play an important role,
courts will not always serve as the primary enforcer of duties and obli-
gations. In fact, to the extent the conception of the regulatory contract
embraces certainty as one of its virtues, courts may not be the most likely
institutions to provide it; indeterminate legal approaches to contract in-
terpretation and remedies could work to undermine rather than enhance
predictability (see Chapter 5). Perhaps courts have little to do with en-
forcing bargains in the context of economic regulation. The parties to any
regulatory bargain – private firms and stakeholders, as well as govern-
mental bodies such as agencies and legislatures – might play as much of
a role in honoring contractual commitments as courts.

III. REGULATORY LAW AS AN INCOMPLETE BARGAIN

The legalistic turn in enforcement of regulatory contracts places enor-
mous emphasis on the commitment represented by the regulatory con-
tract, along with third-party enforcement of this commitment by courts.11

This quest for substantive contractual completeness has an advantage –
for example, it can reduce the costs of transacting in the political process –
but it also obscures public law issues that frame the bargaining process.

11 Third-party enforcement of the commitment by courts does not mean that every bargain,
or even most bargains, will be litigated in court. As Chapter 2 suggests, with iterated bar-
gains between a firm and regulator, firms may look to the regulator as much as courts for
relief from undesirable terms – much as private firms in ongoing commercial relationships
rely on self-enforcement mechanisms.
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During the last 20 years, an alternative account of contractual bargaining –
often referred to as “incomplete contracts” – has emerged in the law and
economics literature. Instead of focusing on whether courts should limit
their enforcement to express or implied contractual terms, incomplete
contracts (discussed further in Chapter 2) provide fresh insights that can
return bargaining to the core of debates about the role of public law in
regulation and deregulation.12

A. Renegotiation, Institutions, and the Reasons for Incompleteness

Three main themes are of fundamental importance to any account of gov-
ernment relations bargaining that draws on incomplete contracts. First,
and most obvious, an incomplete contracts perspective recognizes that
parties to a contract cannot commit indefinitely not to renegotiate a con-
tract into the future. In law and economics, the incomplete contracts ap-
proach has made important advances by addressing how renegotiation
has implications for the firm. Applied to law making, the incomplete bar-
gaining perspective does not seem to be controversial. No law, after all,
can be said to be entirely complete because lawmakers will always fail to
understand some future circumstances and conditions. Further, practical
trade-offs in the political process may lead to ambiguities in any law-
making bargain, sometimes leading agents to prefer incompleteness as a
strategy that allows passing a law or regulation although it is imperfect.
Even if it is not descriptively controversial, however, incompleteness has
some important methodological and normative implications for regula-
tory law that this book explores.

The incomplete contracts literature has made two additional contri-
butions that a government relations bargaining perspective can bring to
bear for regulatory law. Central to this book, it allows an emphasis on
comparative institutional questions; and, perhaps most significant for the
regulatory law questions raised in this book, by focusing on reasons for
incompleteness it pays attention to reciprocity and incentives in the con-
tracting process.

To varying degrees, scholars using the incomplete contracts approach
have emphasized the comparative institutional aspects of governance de-
cisions. Oliver Williamson (1996a), for example, draws on incomplete
contracts to address the “mechanisms of governance” – the private and

12 For an application of this framework to regulated industries, see Gómez-Ibáñez, 2003.
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public institutional order within which contracting occurs. Williamson
warns against placing exaggerated emphasis on judicially enforced or-
dering. His effort dovetails with the contributions of legal theorists who
eschew an approach to legal analysis that is focused on a single decision-
making institution (Komesar, 2001). In addition to courts, other institu-
tions, including legislatures, agencies, and state and local entities, may
play an important role in the bargaining process.

The incomplete contracts approach is also mindful of incentives in
the bargaining process – an insight that has important implications for
regulatory law in a deregulatory era. As the law and economics of con-
tracts has noted for more than a decade, the reasons for incompleteness
in bargains matters. Attention to “default” rules in the contractual and
corporate settings highlights the relevance of reciprocity and incentives to
the incomplete contracts account of regulation.13 Where the contracting
parties are in a truly reciprocal relationship – each possessing equal ac-
cess to information – the incomplete contracts literature says little about
how to address the problem of incompleteness, if it is indeed a problem.
In such contexts, the optimal default rule for courts may be no judicial
role – deferring to idealized, Coasian-type bargaining between the pri-
vate stakeholders and governmental bodies. Where these ideal bargaining
conditions are prevalent, as they may well be among homogenous, repeat
players in a negotiation, it might be predicted that regulatory law will be
largely irrelevant.

In contrast, if idealized bargaining conditions do not exist, courts might
have more to contribute to the bargaining process. One solution to regu-
latory incompleteness might be for regulators or courts to fill in the terms
of the bargain with efficient or fair substantive default terms. Historically,
courts have looked to fairness and efficiency in attempting to complete
the express or implied regulatory bargain. Another approach is for courts
to look to default rules that are designed with incentives in mind, such as
clear statement rules designed to encourage more accountable decisions
by one or both parties in the bargaining process, or penalty defaults, which
penalize one or both parties with the idea of encouraging them to reveal
information in the bargaining process (see Chapters 5 and 6).

Incentive-based default rules have much to contribute to discussions
of judicial review in this context. A government relations bargaining

13 “Default” rules – gap-filling measures that parties can contract around – are frequently
contrasted with “mandatory” rules, which parties generally may not voluntarily waive
within the legal system.
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account of regulation – which, like incomplete contracts, takes a neu-
tral position toward contracts renegotiation – reveals how deregulation
creates new opportunities for opportunistic private behavior vis-à-vis
the government in the deregulatory environment. In a nonreciprocal
situation – where there is an asymmetry of information – incompleteness
presents a more substantial problem for both contract law and the theory
of the firm.14 Incompleteness may exist for good reasons, but may also be
the result of strategic behavior, such as one contracting party’s nondisclo-
sure or an effort to preserve discretion to act in that party’s self-interest
in the future. In their effort to devise optimal rules for information dis-
closure at the time of contracting, Ian Ayres and Robert Gertner (1992)
illustrate the connection between information asymmetry and ex ante in-
centives. The legal literature focuses predominantly on “gap filling,” but
the incomplete contracts literature also advances other insights, such as
emphasizing the effect of ex post incompleteness on ex ante incentives.
As Eric Posner (2003) observes, the literature reveals a tension between
efficient trade and efficient relationship-specific investments. In the par-
lance of regulatory law, there is sometimes a tension between efficient
levels of participation in the regulatory process and efficient investment;
if the law of economic regulation is designed to protect commitments at all
costs, parties to a regulatory process may overinvest in expensive assets,
leading to a potential reduction in social welfare. Reciprocity and incen-
tives are key variables in any analysis of incompleteness in regulatory
law. An account of regulation that is informed by incomplete contracts
acknowledges how commitment relates to incentives for investment and
influences ex ante behavior in the bargaining process.

Extension of the insights from incomplete contracts to regulation and
the regulatory process provides several new research insights for reg-
ulatory law and has particularly important – but underexamined – im-
plications for deregulated industries. A government relations bargaining
approach recognizes that regulation itself is the beginning, not the end, of
an inquiry into legal ordering. It also concedes that regulation is never ex-
haustive, nor should it be, because there is an optimal amount of specificity
to rules and at some level precision comes at a serious cost to regulatory
flexibility (Diver, 1983; Gómez-Ibáñez, 2003; Goodin, 1982). In contrast,

14 The problems presented for corporate organization and contract law differ. In contrast to
the Hart/Williamson approach to incompleteness, which emphasizes how incompleteness
influences ex ante incentives to invest in firm-specific capital, Ayres and Gertner focus
on how incompleteness influences ex ante incentives to reveal information in bargaining.
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the traditional regulatory contract approach frowns on renegotiation and,
by giving contract a legalistic status, invites a type of judicial arrogance.
It empowers courts to revise history, filling in gaps with terms that may
or may not reflect what was actually promised, often based on a narrow
definition of efficiency.

Rather than look to courts as the primary arbiter and enforcer of
substantive commitments, the incomplete contracts approach is agnostic
toward contract negotiation. Such a renegotiation-neutral approach leads
to a very different account of the goals of public law in the economic regu-
lation context. Instead of protecting contracts – which even many legalistic
contracts commentators acknowledge to be incomplete – regulatory law
might broaden its agenda by paying attention to the behavioral incen-
tives and welfare consequences of renegotiation, distinguishing between
ex ante and ex post incentives and welfare states. Process is as just as
important as substance in an incomplete contracts analysis of regulation.
By focusing on bargaining incentives, such an analysis could introduce an
insurance perspective to the study of regulation. Much as the insurance
perspective reveals problems for the torts system, such as moral hazard,
ex post compensation or liability for regulatory change – advocated by
those who embrace legalistic contracts – influences regulated firms’ ex
ante interactions in the regulatory process and has consequences for ex
post welfare (Posner & Rosenfield, 1977). Courts will have an impor-
tant role to play for regulated industries but merely protecting regulatory
commitments is not their primary task, to the extent it is relevant to the
judicial enterprise.

B. Some Basic Analytical Observations

Before moving on to subsequent chapters, some analytical observations
about the approach of this book are in order.

First, throughout this book, I present government relations bargaining
as an approach to regulation invoking a comparative institutional anal-
ysis of the governance of deregulated markets to draw out the insights
of incomplete bargains for regulatory law. A government relations bar-
gaining approach envisions regulation not just as a “tool” responding to a
context-specific problem (Breyer, 1982) but as an institutional alternative
to market-based ordering. Within the market, such ordering can be exter-
nal, in the form of interfirm contracts, or internal, in the form of intrafirm
transactions. José Gómez-Ibáñez (2003) makes a substantial advance in
the application of incomplete contracts to regulated industries by focusing
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on the conditions under which private contracting will fail and empha-
sizing the relationship between monopoly regulation and procurement
contracting. As his comparative case study of incomplete contracts in a
variety of regulatory contexts suggests, where private contracting fails, a
need for discretionary government regulation, often by an administrative
agency, will be necessary. Even if discretionary governmental regulation
is chosen as a regulatory mechanism, however, bargaining questions con-
tinue to arise. Contractual bargaining is relevant to public governance
issues, as well as to private governance within the market. In the public
governance sphere, rather than look to judicially enforced contracts as
the default mechanism for governance, courts should compare the effec-
tiveness of contract with other institutions, such as federal or state courts,
federal or state agencies, the legislature, and the firm itself.

Although the comparative institutional approach is not a necessary
feature of incomplete contracts analysis of regulation, by combining the
two analytical approaches, government relations bargaining brings to
light many possibilities for analysis of public law questions that other ap-
proaches obfuscate. The literatures on incomplete contracts – primarily in
economics – and on institutions – primarily in political science – are largely
distinct, but there is an important conceptual convergence between the
two projects. Transaction costs is one of the primary reasons for contrac-
tual incompleteness. Similarly, institutional theorists focus on how trans-
action costs affect the efficiency of alternative institutional arrangements
(Eggertsson, 1996). Although the institutional literature is less formal in
approach to modeling than much of the literature on incomplete contracts,
incompleteness may be understood within the institutionalist frame-
work, perhaps most prominently identified with the work of Douglass
North (1996). Although much of the institutionalist literature treats con-
tracts as a “theoretical fiction” (Eggertsson, 1996: 9, at n. 3), the bargaining
framework can provide a lens for analysis that is complementary to an
institutional approach to the same problems.

Second, and related, this book takes a broad approach to the definition
of regulatory law. The scope of regulatory law includes not only substan-
tive regulation itself, but also the structural decision rules and networks –
the political process, including constitutions – that generate regulation
and changes to it. Regulatory law defined broadly includes what agen-
cies and legislatures do, as well as the constitutional order that defines
the mechanisms for public governments, both state and federal, and the
antitrust laws that, when properly enforced, frame the private ordering
of the marketplace. This definitional approach to regulatory law, much
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like the comparative institutionalist literature, distinguishes between “in-
stitutions” (defined broadly as “formal and informal rules that constrain
individual behavior”) and “institutional environment” (subject to longer-
term modification) (Eggertsson, 1996: 7). Some political scientists have
referred to this as the distinction between “ordinary” and “constitutive”
decisions (Laswell, 1971: 77), a dichotomy that perhaps maps more di-
rectly onto a legal ordering.

Such a broad approach to regulatory law presents a formidable chal-
lenge. The government bargaining account cannot ignore the implications
of renegotiation for regulation. If regulation is subject to constant renego-
tiation, a bargaining account of regulation may fail to provide any stable
solutions to regulatory problems. With constant renegotiation of every
commitment, any decision by regulators and firms is only tentative, at
best, or always shifting, at worst. To the extent this is the case, regulatory
decisions may have little coercive, precedential, or expressive value for
a legal system or for private actors (e.g., firms) or for a legal system. At
the extreme, renegotiation could undermine incentives for private firms
to invest in critical infrastructure, leading to a loss of investor confidence
in major industries such as electric power and telecommunications. As
a glance at the history of natural monopoly regulation would suggest,
though, not all rules are always up for grabs.15 Within a regulatory system,
some equilibria between regulators and firms, or between governmental
bodies, can be understood as having source in implicit, self-enforcing
agreements. Even where bargaining does not generate a simple Nash
equilibrium due to the repeat player effects, it may be characterized as
“subgame perfect” due to the existence of credible third-party threats.16

For instance, a regulator and a firm bargaining against the backdrop of
future judicial review (with similar or different expectations about the
applicable rule a court might apply) may reach a very different bargain
than parties bargaining without any expectation of judicial redress. The
identification of such equilibria can be helpful in evaluating the rules and

15 Just as the famous astronomer presented with the claim that the earth rests on the back
of a great turtle, we must address whether “it’s turtles all the way down.” The story is
commonly attributed to William James (Cramton, 1986).

16 Subgame perfection “implies that all threats are credible because it is in the player’s
best interest to carry them out, even if doing so is costly in the short run” (Mahoney &
Sanchirico, 2003: 1284). As Mahoney and Sanchirico observe, the N-player repeated pris-
oner’s dilemma has many subgame perfect equilibria that rely on third-party enforcement
to induce cooperative play. These equilibria may only reveal themselves after several it-
erations of a game but illustrate the importance of law as a mechanism for third-party
enforcement.
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implications of the given regulatory system. Institutional insights might
suggest that some features of a regulatory system are more likely to change
than others – for example, constitutions are more difficult to modify than
legislation – and this can be a relevant factor in assessing the practical
path for bringing about desirable bargaining.

Third, although this book sets out to imagine an agenda for regulatory
law that draws on bargaining, this book does not attempt an independent,
systematic defense of the formal incomplete contracts model of economic
behavior. To be sure, economists do not agree that incompleteness will
necessarily plague contractual relations. As Eric Posner astutely observes,

Why would rational parties choose noncontingent contracts when more
sophisticated contracts would enable parties to obtain better results? And
if parties did choose more sophisticated contracts, why would courts need
to do anything other than enforce the terms of these contracts? If courts
only enforced the terms of contracts, much of contract doctrine, and much
of the law-and-economics literature, would be irrelevant.17

Indeed, as the distinguished economists Eric Maskin and Jean Tirole
(1999) argue, under certain assumptions transaction costs do not neces-
sarily prevent the formation of complete contracts. The argument in this
book does not depend on a formal articulation of the incomplete con-
tracts model but instead is exploratory of the implications if and where
we might expect incompleteness in regulation and regulatory law. In this
vein, the book attempts to generate questions and hypotheses, rather
than provide formal answers regarding the implications of an incomplete
contracts model for government relations bargaining.

Finally, this project has both explanatory and normative dimensions.
At the explanatory level, the book explores the promise of research ideas
from incomplete contracts and institutional analysis that fit extant legal
doctrine concerning regulation in ways that equal, if not exceed, their
conceptual competitors. Recognizing that the key questions are funda-
mentally empirical ones, the book uses a case study approach. In theory,
economics or political science might suggest a certain approach to un-
derstanding regulation, but how does this play out in practice? Through-
out the book, the electric power industry is used as a primary example
for illustrating the interplay of economics, politics, and law in contrac-
tual bargaining. On occasion, telecommunications is also addressed. It is
hoped that the case study approach will provide a focused opportunity for

17 Posner, 2003: 85.
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examinanation of the implications of specific legal doctrines on certain
types of firm and institutional structures. Of course, the risk of any case
study approach is that the generalization that can be developed from it
will be misleading due to unrepresentative selection. Although large data
sets across industries would be ideal for drawing such generalizations,
such data are not readily available. Until it is, a case study examination
of similarly structured industries – such as electric power and telecom-
munications – is well suited to generate tentative hypotheses for further
empirical study, if not to call into question conventional attitudes and
beliefs about regulatory law.

There is also a normative dimension to the project that becomes clear
in later chapters. This book is not concerned so much with the substance of
regulation in any given context as it is with the process that produces the
bargaining conditions for regulation. Although the focus is not on an-
swering every normative question posed by regulation, the approach has
a fundamentally different normative focus, and thus leads to different
questions and recommendations than competing accounts of regulation
as contract. For example, the approach is much more aligned with – and
may reflect a normative preference for – government experimentalism
and flexibility (Dorf & Sabel, 1998) than previous accounts of regulation
as contract that risk ossification of regulatory policies. Further, although
applying the contractual account to public governance issues is predicated
on a basic pluralist vision of politics as incorporating the vector of compet-
ing interest groups (i.e., it does not always condemn rent seeking), I also
do not always see the protection of industry rents as a legitimate end for
regulation. To that extent, my normative analysis rejects thin pluralism as
a solution to bargaining problems for every public law issue. A challenge
for public law is to recognize when social welfare might require over-
riding thin pluralism. In some instances, such as in evaluating regulatory
tariffs, I argue that informational asymmetries in bargaining make a com-
pelling case for rejecting thin pluralism in favor of a more robust substan-
tive account of regulatory law, such as a thick (public interest-oriented)
pluralism.

C. Unmasking the Core of Regulatory Law

Government relations bargaining sheds light on several different dimen-
sions of regulation and regulatory law. Economists routinely look to in-
complete contracts to analyze the structure of the firm and markets. In
political science, game theorists and rational choice modelers have made
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efforts to understand law making as an activity that occurs in bilateral and
multilateral bargaining spaces. Sociologists focus on the network interac-
tions of groups, which political scientists also increasingly address in their
efforts to understand and model interest group behavior and influence.
The law-making sphere readily lends itself to bargaining analysis. Regula-
tions and laws can be analogized to contracts between firms in an industry
and different governing bodies, as can interactions between governmen-
tal bodies, such as interactions between federal and state governments or
interactions between states.

Government relations bargaining provides an umbrella framework
for applying the insights of these various disciplines to various public
law doctrines and processes in economic regulation. The fundamental
project of regulatory law is organized around interactions between pri-
vate firms, interactions between firms and the government, and interac-
tions between different government entities. Each interaction gives rises
to a type of behavior – contracting between private firms, private firm
or interest group participation in the political and regulatory process, or
interjurisdictional gaps and conflicts – with which regulatory law is con-
cerned during the formation of regulation, its application and operation,
and transition periods, such as in the context of deregulation. Each type of
behavior may yield benefits for social welfare, but also may reduce overall
social welfare. A primary point of regulatory law is to minimize the types
of interactions that lead to overall reductions in social welfare, such as
inefficient private contracting, interest group capture or manipulation of
the regulatory process, or inefficient regulation or ossification in the inter-
jurisdictional context. The subject matter of this book thus differs from
many other accounts of regulatory law, which focus almost exclusively
on firm–government interactions, going beyond the history of regulation
or its substance. Instead, the approach of this book is much more pro-
cess oriented – focusing on the institutional implications of regulatory
doctrine – and defines the core of regulatory law more broadly than tra-
ditional accounts of regulation. Although some have defined regulatory
law broadly to include law, policy, and politics (Tomain & Shapiro, 1997),
regulatory law traditionally focuses on regulation and the intersections of
the overlapping spheres of antitrust and federalism with regulation. This
book urges a more extended framework for regulatory law, particularly
as industries are deregulated. What goes on in the realms of antitrust
law and federalism, even outside the realm of conventional regulation,
is of fundamental importance in deregulated industries. In addition, the
framework of this book raises important issues for industries in regulatory
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transition, where institutional instability and conflict replace traditional
norm of coordination.

Traditionally, applications of incomplete contracts to regulation focus
on the type of incompleteness that is internal to a firm. As Part I of
his book argues, insights about the role (and relevance) of regulatory
law can be gained by extending incompleteness beyond just the firm to
encompass public governance issues, including general issues of public
order and the role of law in markets. Three main bargaining eras are
relevant to the analysis. First, before economic regulation of an industry
arises, firms bargain primarily with state, local, and federal legislatures.
Second, once economic regulation is in place for an industry, firms bargain
primarily with regulatory bodies – that is, state and federal agencies. Third,
during a period of regulatory transition in which the scope and purpose
of regulation changes or regulation is dismantled, firms again look to
legislatures for relief.

Much analysis of regulation focuses on one of these bargaining eras but
does not make connections across them. Most regulatory law assumes the
second type of bargaining, thus paying little or no attention to the first and
third eras of regulatory bargains. As we embark on a new era of compet-
itive markets in electric power and telecommunications, most regulatory
relations take place in the first and third bargaining eras. In a traditional
environment governing regulated industries, the boundaries between an-
titrust law, economic regulation, and federalism were largely stable. To a
degree, this is a function of clear legal rules, but it is also owing to the vol-
untarily coordinated behavior of private stakeholders within the industry
and governmental bodies. The era of natural monopoly regulation pre-
sented nearly ideal bargaining conditions – a relatively small number of
homogenous private stakeholders, along with government actors, work-
ing out cooperative, stable solutions to regulatory boundary problems
in repeated (and largely predictable) negotiations. In the era of natural
monopoly regulation, the combination of legal rules, implicit contracts,
and cooperative solutions provided a relatively stable framework for reg-
ulatory law. However, as traditional regulation is dismantled or modified,
the old order faces new challenges. As firms (some established, others
emerging) begin to compete in restructured industries, regulatory bound-
aries are increasingly uncertain. In the parlance of contracts, they are in-
creasingly subject to renegotiation, but the possibility of shifting bound-
aries is not something regulatory law has focused much attention on.

Chapter 2 sets the stage for later discussion by applying government re-
lations bargaining to the natural monopoly structure of the electric power
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industry and the rise and operation of its regulation during the twenti-
eth century. Discussion focuses on vertical integration of the industry,
the evolution of regulation, and the concomitant stability of rate regu-
lation. Cost-of-service regulation is firm specific. In fact, for more than
50 years, it worked as a forum for negotiating any tension between public
and private interests; individual firms were deterred from conduct that
undermined the regulator because this could have negative implications
for their approved rates. During the era of natural monopoly regulation,
which focused its attention on the outputs of the firm (in the form of ser-
vice prices and quality), regulatory law formulated doctrines to constrain
private actors, such as service obligations, as well as doctrines to con-
strain public actors, such as the takings clause (constraining federal and
state regulators), the filed tariff doctrine (constraining courts), and the
dormant commerce clause and antitrust immunities (constraining state
regulators). Given the idealized bargaining conditions of the rate regu-
lation process, however, these structural constraints were largely hidden
and explicitly invoked only rarely.

Chapter 3 argues that a government relations bargaining approach
can also shed light on the movement toward deregulation in electric
power. By creating strong ex ante incentives for investment, the nat-
ural monopoly model encouraged overinvestment in certain sectors of
the industry. Moreover, the rate-making and regulatory process – which
historically focused on regulating the firm-specific outputs of the firm –
worked to foreclose competition and new innovation by existing and po-
tential competitors. In contrast to the traditional regulatory approach, the
movement toward deregulation places its focus on the regulation of in-
puts (e.g., network access) for certain sectors of the industry and increased
reliance on competition for other sectors, rather than on regulation of out-
puts (e.g., service prices, quality). It also changes the number and diversity
of private actors interacting in markets and with the state. These firm–
government interactions are more frequent and less visible, and thus less
likely to lead to a convergence of private and public interests. The realm
of regulatory law thus may be expected to be invoked more frequently in
a deregulatory environment.

The remaining chapters use concrete vignettes from economic regu-
lation to illustrate how government relations bargaining challenges us to
revisit many doctrines of public law in the deregulatory era. If improp-
erly applied, extant legal doctrines – many of which were hidden from the
regulatory order for much of the twentieth century – can have adverse
consequences for social welfare in deregulated markets or other markets
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in transition. Should the doctrines of regulatory law be embraced, re-
formed, or abandoned, given deregulation’s more salient tension between
private and public interests? By taking a neutral stance toward regulatory
renegotiation, an account of regulation informed by incomplete contracts
provides some insight into these questions. Given the increased scope and
intensity of private behavior in the deregulatory environment, reform or
clarification of these legal doctrines will be necessary for deregulation to
fulfill its promise. At a minimum, regulatory law must more carefully ap-
proach ex ante behavior by private firms. However, government relations
bargaining might also provide a way of setting out basic default rules to
guide courts in reviewing regulatory disputes.

In Chapter 4, it is argued that universal service obligations – a classic
“public good” – must be approached by lawmakers with greater caution
in a deregulatory environment than under natural monopoly regulation.
Universal service goals can be implemented in a deregulatory environ-
ment, notwithstanding the elevation of private interests over public wel-
fare in the everyday working of deregulated markets. Chapter 4 suggests
not only a national tax on power distribution to pay for universal service in
a deregulated power market, but also argues that universal service would
be best approached through a voucher system for low-income customers
rather than an ex ante service mandate imposed by regulators or courts
at the state level.

The chapters in Part II of this book directly explore the role of public
law doctrines in deregulated markets. Shifts in boundaries have important
implications for courts and their approach to judicial review. The govern-
ment relations bargaining approach envisions a more modest approach
for courts in a deregulatory era than many conventional contractual ac-
counts of regulation, such as the legalistic contract approach. The role of
courts is not to interpret and enforce preexisting regulatory bargains, as
advocates of deregulatory takings suggest, nor is the judicial role limited
to enforcing bargains only where there are explicit clear statements on the
part of a governmental body, as some might suggest. On the government
relations bargaining approach, the role of courts is also aimed at providing
bargaining conditions that are likely to assist the political process in de-
veloping stable regulatory commitments in competitive markets. Default
rules for courts reviewing the regulatory decisions are a way of facili-
tating legitimate political solutions to regulatory commitment problems.
In addition, regulatory law is mindful of how institutional enforcement
choices affect regulatory law. Traditionally, these enforcement choices
were determined by fairly clear legal rules, given the structure of price
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jurisdiction and transparency in jurisdictional territory among regulatory
bodies. With deregulation, ambiguity abounds and enforcement choices
are increasingly influenced by private stakeholders, raising serious prob-
lems for regulatory law. Courts must referee such choices in the regulatory
process in order to safeguard the public interest.

In contrast to those who conceptualize regulation as a “regulatory con-
tract,” particularly Sidak and Spulber, Chapter 5 cautions against strong
majoritarian default rules – especially rules rooted in constitutional law,
such as the constitutional takings or breach of contract constraints some
would impose on governmental bodies in the deregulatory environment.
Regulatory contract advocates envision the government paying damages
for regulatory and deregulatory transitions; in contrast, an insurance per-
spective illustrates how the ex ante incentives created by such compensa-
tion can be harmful. Chapter 5 argues that recovery for a utility’s stranded
costs, whether based on constitutional or policy arguments, creates per-
verse ex ante incentives by encouraging overinvestment in infrastructure,
and might also discourage competition and innovation. This chapter also
favors a process-based majoritarian default rule of judicial deference in
such contexts, coupled with a clear statement rule as a way for courts to
evaluate breach of contract claims against the government.

Chapter 6 takes on a steadfast doctrine of regulatory law – the filed
tariff doctrine. This doctrine is frequently invoked by federal courts as a
basis for refusing jurisdiction over cases involving utility conduct. Thus, it
has a particularly important role to play as legal conflicts arise in dereg-
ulated markets. The filed rate doctrine is not a single rule but is a legal
amalgam of several independent objectives, including protecting against
price discrimination, federal preemption-related concerns, and nonjus-
ticiability concerns. An incomplete contracts analysis exposes a serious
problem with the filed rate doctrine. Because tariffs are rarely complete,
courts must fill in the gap regarding their enforcement mechanism. As
a default rule, the filed tariff doctrine designates the regulatory agency,
not the courts, as the enforcement institution for tariffs. This might be
what a majority of bargaining entities, particularly regulated firms and
government agencies, prefer; however, such a default rule leaves the ex
ante choice of institutional forum for governance of the industry largely
to private firms. The conventional account views the filed tariff doctrine
as an impediment to deregulation. In contrast, Chapter 6 argues that the
default rule of the filed tariff doctrine encourages firms to engage in strate-
gic behavior in tariffing, leaving courts powerless and even resulting in
more radical deregulation than either Congress or agencies would prefer.
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If the filed tariff shield is relaxed where there a one-sided opportunity for
a firm to forum shop in tariffing with little or no third-party monitoring
of enforcement, federal courts could serve the public interest by playing
an important enforcement role in deregulatory markets. In such contexts,
a inventive-based default rule – allowing courts to consider antitrust and
other legal claims against the backdrop of tariffs even when both the regu-
lator and firm might prefer otherwise – would encourage better disclosure
and monitoring in the tariff context.

Chapter 7 examines the dormant commerce clause, which constrains
state regulators from adopting protectionist policies that impede inter-
state commerce. It relates this doctrine to an independent rule: state
action immunity from antitrust enforcement, which precludes antitrust
challenges to private conduct that is consistent with certain state regula-
tory schemes. The dormant commerce clause will play an important role
in the deregulated environment to the extent that it limits the ability of
state and local regulators to impede competition, especially from out-of-
state suppliers. I focus on the similarities between this goal and antitrust
immunity for state regulation. Specifically, courts must more carefully
evaluate state action immunity in order to guard against private actors’
ex ante use of state regulation to shield their conduct from antitrust law,
limiting the gains to social welfare from competition.

Many of the problems that plague electric power deregulation arise
due to jurisdictional gaps and overlaps in enforcement that can be traced
to the dual-jurisdictional approach to the regulation of electric power
in the United States. For example, where states such as California have
deregulated retail power markets, the behavior of firms in wholesale
power markets, deregulated by federal authorities, may allow for manip-
ulation of downstream prices and supply in ways that escape the scrutiny
of both state and federal regulators. Even where states have not deregu-
lated electric power at the retail level, strategic use of deregulated whole-
sale markets may harm consumers and escape the scrutiny of regulators.
Recalcitrant state legislatures, which frequently adhere steadfastly to out-
dated regulatory statutes that limit the ability of state and local agencies to
even consider the needs of deregulated interstate power markets, present
one of the greatest challenges for wholesale competition in electric power.
In the Telecommunications Act of 1996, Congress endorsed cooperative
federalism, an alternative regulatory regime designed to both encourage
experimentation and to clarify jurisdictional authority by encouraging
great coordination between federal and state and local regulators. How-
ever, in other contexts with widespread jurisdictional confusion, such as
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electric power, Congress has failed to pass legislation clarifying jurisdic-
tional ambiguities, enhancing even further the power of a state legislature
to defect from competitive power markets. In Chapter 8, it is argued that
a judicially imposed set of default rules could help to improve the regula-
tory solutions for network industries such as electric power. This chapter
recommends a presumption against preemption of state regulation, while
endorsing a presumption in favor of state or local agencies acting on be-
half of federal goals as a way of closing jurisdictional gaps, enhancing
incentives for jurisdictional coordination, and overcoming recalcitrant
state legislatures in the regulation of infrastructure.

Chapter 9 concludes by reflecting on the promise of a government
relations bargaining framework for understanding regulatory law vis-à-
vis competing predominant accounts of regulation: public choice theory,
public interest theory, and collaborative governance. Regulatory incom-
pleteness is a reality of complex industries. The economic literature on the
economics of the firm has produced multiple insights for the substance of
regulation itself. However, by highlighting how bargaining is fundamen-
tal to many problems of public governance, extension of some of these
insights to government relations bargaining can help to inform the doc-
trines of public law in the context of economic regulation, thus helping
to improve the functioning of markets – especially deregulated markets
and other markets in transition.
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2

Regulatory Bargaining and the Stability of Natural
Monopoly Regulation

During most of the twentieth century, utility firms in industries such as
electric power and telecommunications were characterized by two pri-
mary features: vertical integration of the industry and regulation of rates
based on cost of service. Cost-of-service regulation of telecommunica-
tions and energy utilities was firm specific. It occurred primarily in in-
dividual state and local jurisdictions as opposed to at the national level
and, due to the structure of the industry, applied in governing jurisdic-
tions where a single utility possessed substantial market power. For more
than 50 years, traditional natural monopoly regulation worked as a par-
ticularized forum for negotiating any tension between public and private
interests; individual firms were deterred from engaging in conduct that
undermined the regulator because this could have negative implications
for their approved rates. Richard Hirsh, a historian of the electric power
industry, describes this as “a consensus between utilities and reformers
concerning the nature of the American electric utility system” (Hirsh,
1999: 11). The same sort of consensus appears to have also existed in
telecommunications (Noam, 1997).

To the extent that the bargain between the firm and government was
stable, it is not clear what role public law played for economic regula-
tion during the twentieth century. During the era of natural monopoly
regulation, regulators focused their primary attention on governing out-
puts of the firm (in the form of mandated service prices and qual-
ity). These agency decisions were subject to judicial review, but courts
largely deferred to agency regulators. On rare occasion, regulatory law
also looked to constitutional and structural doctrines as default rules
to frame bargaining for private actors – such as service obligations for
firms – and governmental bodies – such as the U.S. Constitution’s Takings
Clause (constraining federal and state regulators), the filed tariff doctrine

31
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(primarily constraining courts), the dormant commerce clause and vari-
ous immunities from antitrust regulation (limiting both state and federal
regulators), and jurisdictional limits on regulatory authority (constraining
both federal and state regulators, depending on their legal source).

Regulatory law had a distinct form, but the stable consensus behind
the rate regulation process and its ability to promote cooperative solu-
tions to most regulatory conflicts left many of its structural constraints
hidden. As Robert Ellickson’s (1994) classic study of disputes in rural
Shasta County, California, puts it, “members of tight social groups will in-
formally encourage each other to engage in cooperative behavior” (167).
The farmers and cattlemen in close-knit Shasta County had little role
for judicial intervention in resolving their disputes over animal trespass
and “lawful fences” (Ellickson, 1994). Similarly, Professor Lisa Bernstein
(1992, 2001) found that merchants in the cotton and diamond trades, with
well-developed background norms, largely opt out of the formal legal sys-
tem. Like merchants contracting against the backdrop of well-developed
norms, similarly situated utility firms contracting with regulators may not
have a need for judicial enforcement of the bargain.

During the natural monopoly era of price regulation, courts were
rarely asked to invoke the formal doctrines of regulatory law to resolve
disputes; even when they were called on, courts largely avoided inter-
vening in disputes that would resolve themselves on their own within the
public and private institutional environment. Legal doctrines may have
been important in framing basic bargaining conditions for firms and gov-
ernmental bodies in the realm of economic regulation, but the role of
regulatory law was only significant where transaction costs were so high
that bargaining could not solve conflicts on its own within the institutional
framework of the regulatory agency. Under natural monopoly regulation,
bargaining rarely failed to solve conflicts on its own.

I. THE REGULATORY CONTRACT, THE LAW AND ECONOMICS
OF VERTICAL INTEGRATION, AND RATE REGULATION

Among regulatory lawyers, natural monopoly regulation is often under-
stood by reference to a “regulatory compact,” a fictional contract between
the utility and the state (Sidak & Spulber, 1997). Under this compact, the
utility consents to certain obligations, such as the duty to serve, in return
for its geographic franchise and expected recovery of its costs of ser-
vice through regulated rates (Hirsh, 1999). In the parlance of economists,
the relationship between a utility and government can be understood
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within a long-term contract framework, given the large amounts of
capital required for network infrastructure and the complexity of the un-
derlying environment, leading to poor specification of contractual terms
(Goldberg, 1976; Williamson, 1979). Some modern commentators argue
that this contract, although tacit if not metaphorical, must be honored by
the state as any other legal contract (Sidak & Spulber, 1997; Spulber &
Yoo, 2003). As George Priest (1992) suggests, however, the regulatory
compact rationale is perhaps best understood not only as a legal obliga-
tion (if it is that at all – see Chapter 5), but also as an account of the evo-
lution of utility regulation. Priest’s evolutionary approach to regulatory
bargains finds support in the incomplete contracts account of bargaining.

A. Incomplete Contracts, Bargaining Renegotiation,
and Regulatory Flexibility

Early law and economics scholars, such as Ronald Coase, recognized the
importance of transactions costs in framing discussion of organizational
form (Coase, 1937) and legal rules (Coase, 1960). Few debates in law and
economics stray far from issues raised in Ronald Coase’s two seminal
works, “The Problem of Social Costs” (Coase, 1960) and “The Nature of
the Firm” (Coase, 1937). Although “The Problem of Social Costs” domi-
nates many modern discussions of legal rules, the impact of Coase’s earlier
work, “The Nature of the Firm,” is equally important. Coase set out to
explain why the private firm emerges in a market economy. According to
Coase, the main reason the firm emerges is that there is a cost to external
exchange using the price mechanism of the market. Taking inspiration
from Coase, law and economics scholars have systematically favored dis-
cussions of private law – corporations, torts, contracts – over larger-scale
legal issues, such as the nature and scope of public law and the processes
that lead to its enactment. Within the context of these discussions, the
incomplete contracts framework – viewing legal rules as a response to
incompleteness in contractual bargaining – is an undeniably important
theoretical development in the law and economics of corporations and
contracts.

A second important set of framework tools for evaluating incomplete-
ness in contracting comes from decision theory. Herbert Simon, an early
decision theorist, tempered traditional assumptions of self-interest with
the notion of bounded rationality: that actors are “intendedly rational,
but only limitedly so” (Simon, 1961: xxiv, emphasis in original). If human
rationality is bounded, it is impossible to know every possible state of
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affairs at the time of contracting. Under circumstances where there are
substantial transaction costs or where rationality is bounded, comprehen-
sive bargaining – in design of the firm’s organization and in its private and
public governance – is not feasible.

Transaction costs and bounded rationality are two reasons that trans-
actional bargains are incomplete. Within the economics literature, the
incomplete contracts framework has been most rigorously, if not exhaus-
tively, applied to the economics of the firm. Drawing on this insight, in
the 1970s, Oliver Williamson sketched a transactional framework for a
new approach to industrial organization. Williamson’s transactional cost
framework acknowledges the relational nature of the enterprise of con-
tracting, while also recognizing the comparative institutional task of as-
sessing transaction costs in the contracting process. For Williamson (1975),
markets – an endless cycle of private transactions – and hierarchies are the
two main institutional options for facilitating the integrity of a transac-
tion. Williamson (1979) recognizes that transaction-specific governance
rules would be likely to be more developed in contexts in which trans-
actions are recurrent, entail idiosyncratic investment, and are executed
under greater uncertainty.

In similar vein, Oliver Hart (1988, 1995) looked to incomplete con-
tracts – that there are transaction costs to writing contracts – to explain
how residual rights of control over the corporation are related to its own-
ership. Hart’s approach emphasizes how renegotiation is almost endemic
to most intrafirm transactions, as well as interfirm and firm–government
transactions. In other words, the incomplete contracts model is based on
the assumption that, due to limited knowledge about future states of af-
fairs, the parties to the contract cannot commit not to renegotiate the
contract in the future (Hart & Moore, 1999).

The formal incomplete contracts model, commonly attributed in eco-
nomics to Eric Maskin and Jean Tirole (1999), has limits. Where the state
and private parties both have access to information and have mobility to
exit relationships, completeness could evolve in regulatory relationships.
Where parties do not have the mobility to exit relationships, however, as
may be the case in the context of the process of contracting for govern-
ment regulation, even incomplete contracts critics such as Maskin and
Tirole concede that contracts may be incomplete.1 The iterated nature of
regulation against the backdrop of judicial review – firms contracting with

1 For the more general argument that the Maskin and Tirole critique does not undermine
the transaction costs literature, see Hart and Moore (1999).
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the state know that they will have future opportunities to influence the
regulator or courts, and the regulator knows that it may need to preserve
discretion to change course in the future – also make incompleteness a
likely, if not necessary, result in the context of regulation.

Indeed, in the context of regulation, incompleteness is not only con-
ceptually possible. It may be desirable as well. As any legislator, regu-
lator, or judge knows, it is not feasible to write a law with such detail
that it can encompass and take care of most, let alone every, issue in its
express terms. In fact, in the context of public law, excessively detailed
specifications in law can be costly if they are under- or overinclusive. One
cost of overinclusive retails in law is complexity (Ruhl & Salzman, 2003).
Detailed specifications may also cost at the cost of experimentation and
flexibility in regulatory policy (Dorf & Sabel, 1998). Thus, any system
of public law will settle on an optimal degree of precision (Diver, 1983;
Gómez-Ibáñez, 2003; Goodin, 1982). At some point, the costs of preci-
sion in the bargaining process will exceed their benefits. A system that
anticipates renegotiation may be more efficient and hence desirable – as
long as litigation costs do not become exorbitant.

B. An Incomplete Contracts Account of Vertical Intergration
in the Utility Industry

The incomplete contracts framework is a helpful way of understanding
the rise of vertical integration in utility industries. In the preregulation
era, firms negotiated primarily with state and local legislative bodies, and
eventually with legislators at the national level. For example, the modern,
investor-owned electric utility was conceived in late nineteenth-century
Chicago by Samuel Insull, an associate of Thomas Edison (Platt, 1991).
Insull is much maligned in history for his financing tactics in consolidat-
ing ownership of the electric power industry. However, like many other
monopolists, his innovative ways of approaching the business side of elec-
tric power were novel and his influence lasted long beyond the collapse
of his holding company empire. By 1890, economists such as Richard
T. Ely and Henry Carter Adams had written that monopolies result
from economies of scale achieved by technological innovation (Adams,
1887; Ely, 1887; Hovenkamp, 1991). Indeed, the historian Harold Platt
(1991) observes that Insull’s approach “represented a practical applica-
tion of a novel economic and constitutional theory of ‘natural’ monopoly”
(74). Initially, large Chicago electricity users, such as apartment build-
ings, hotels, fancy shops, and department stores, generated power locally
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(Platt, 1991). Eventually, Chicago Edison (Commonwealth Edison’s pre-
decessor), competing for increased service territory, realized that own-
ership of multiple generators within the same horizontal firm structure
allowed significant coordination economies (Platt, 1991). Hence, Insull
was able to horizontally consolidate a geographic service territory for
a single utility, Chicago Edison; the utility was required to provide ser-
vice, and in return the utility was given an exclusive franchise, precluding
others from providing service within its franchise area.

In addition, integration of generation, transmission, and distribution
functions within the same vertical firm allowed significant operational
economies. In addressing the economic arguments for vertical integration,
it is useful to consider electricity’s technical characteristics. First, electric-
ity transmission follows physical, not economic, relationships. Because
electrons travel in the path of least resistance, the physical transmission
of electricity defies a predefined contract path linking particular buyers
and sellers to physically identifiable products. Thus, analogies to high-
ways, railroads, or pipelines can be misleading. Second, electricity cannot
be feasibly stored. Although high-voltage cells are physically capable of
storing large capacities of electricity, their cost is prohibitively high. It is
also not feasible to simply let electricity travel through the grid until it
finds a user because kilowatts are quickly lost with every mile of trans-
mission and the risk of overload (and accompanying blackout) is great.
It is far more efficient to use electricity as it is produced, requiring tight
coordination between power supply and demand. Third, the transmission
of electricity is sensitive to the generation input acting upon the grid.
For these reasons, electricity must be moved on a closely coordinated,
integrated transmission system that displays large economies of scale.2

Under these technological conditions, widely accepted throughout the
twentieth century, vertical integration of generation, transmission, and
distribution functions within the same firm was almost universally be-
lieved to create significant operational economies within the industry.
The vertical integration of generation and transmission is the market’s
recognition of two technical phenomena that make separation of these
functions potentially costly: (1) “Electrical equilibrium,” the transmission

2 Although important, the economic relevance of these technical characteristics should
not be exaggerated. The differences between electricity and other commodities are
only differences in degree. For instance, other industries face physical constraints on
transportation (e.g., railroads), and other commodities are difficult and costly to store
(e.g., natural gas). Firms in the electricity industry, like firms in other industries, have
found ways to economize on the costly technical characteristics of electricity.
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stasis necessary to avoid blackout, requires that the sum of power de-
manded must equal the sum of power supplied at generation buses minus
the amount of power lost in transmission; and (2) individual generators
cannot physically direct their output to any particular customer or de-
mand point. A vertically integrated generation and transmission utility is
able to economize on these technical complexities by engaging in “eco-
nomic dispatch” (using the least expensive generator to meet its customer
demands), monitoring generation to maintain internal electrical equi-
librium, and diversifying its contracts to allow an operationally flexible
combination of generation capacity to meet its customer load. Of course,
vertical integration was not without costs. For instance, under this sce-
nario, a utility could make a decision to build generation facilities near its
customers as a substitute for expanding the capacity of power transmis-
sion lines, possibly resulting in transmission bottlenecks in transmission-
constrained areas. Nevertheless, the reasons for vertical integration were
believed to demand the natural monopoly system, which by the middle of
the twentieth century was virtually universal in the industry (Grossman,
2003).3

Beginning with Insull’s efforts at integration to grow business, util-
ity firms rapidly began to realize economies through the vertical inte-
gration of generation and transmission and the horizontal integration of
multiple electric power generators. In his famous article “The Nature
of the Firm,” Ronald Coase (1937) observed that all transactions in an
economy are not necessarily most efficiently realized through explicit ex-
change in the market.4 Oliver Williamson generalized Coase’s observa-
tion to present a framework for analyzing the costs of market contracting
and the optimal degree of vertical and horizontal integration, or inter-
nal contracting. Williamson observed that the costs of market contracting
vary with uncertainty, the frequency of transactions, asset specificity (the
extent to which durable assets are tailored to specific transactions), and
problems caused by private opportunism. Transactions exhibiting a higher
concentration of these characteristics require complex contracts and tend

3 As of the 1980s, it was common acknowledged that “[v]ertical integration between gen-
eration and transmission is virtually universal” (Joskow & Schmalensee, 1983: 113).

4 There is, in principle, no need for the market to organize around firms. Instead, market
actors could organize through arms-length transactions with the guidance of price mecha-
nisms. A firm simply bypasses (or internalizes) the system of market prices and coordinates
production without the use of explicit prices. Essentially, Coase was taking exception to
the then-dominant understanding that the “natural” evolution of the firm was defined by
technology and its costs, and could be taken as given.
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to favor integration within organizations. As the need for contractual
complexity rises, so does the cost of bilateral contracting, making inter-
nal control more attractive (Williamson, 1996a). The Coase/Williamson
framework provides one explanation for the high degree of vertical in-
tegration in the twentieth-century electric utility industry, central to the
traditional framework of natural monopoly regulation. This high degree
of vertical integration in the industry minimized the costs of contracting
by internalizing costs, many of which are informational (Casson, 1997),
within a single firm.

Samuel Insull also recognized that significant economies could be re-
alized from the horizontal integration of electrical generation, distribu-
tion, and transmission. Much of this, too, is internal to the firm. Orig-
inally, it was difficult to achieve high degrees of horizontal integration
because power systems could not be coordinated. However, with techno-
logical innovations the central station became a feasible technology for
integrating adjacent electricity transmission systems (Platt, 1991). Own-
ership of multiple generators within the same horizontally integrated firm
structure results in greater efficiency if there are significant coordination
economies. In the early years of the electric power industry, technological
innovations permitted the integration of large central power stations and
adjacent electric generators into a single horizontally integrated transmis-
sion system.5 The technology that allowed such a high level of horizontal
integration appeared to offer some scale economies. However, the attrac-
tion of vertical and horizontal integration also had its limits. Typically, a
given local or state jurisdiction could only sustain between one and three
investor-owned utilities, so the limited jurisdictional reach of governmen-
tal regulation served as a natural limit on the firm’s desire to merge. So did
“power pooling” – voluntary external contracting with adjacent utilities
that worked to diversify power supply options while also preserving some
flexibility for firms.6

5 As Platt (1991) suggests, such horizontal integration was dependent on the development
of AC current, allowing the extension of electricity transmission beyond a mile and a
half, and the technology of central station coordination. In addition, a large degree of
horizontal integration has been externally established through informal coordination and
contractual pooling (Platt, 1991). For example, it is commonplace for vertically integrated
utilities to functionally and operationally integrate with other separately owned utilities
through long-term cooperative activities and long-term contractual arrangements govern-
ing transmission (Joskow & Schmalensee, 1983).

6 In addition, a large degree of horizontal integration has been externally established
through informal coordination and contractual pooling. “Power pools” – formal and infor-
mal agreements among independent utilities to coordinate their investment and operating
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Although economic rationales favored high degrees of vertical and
horizontal integration in the electricity industry, an integrated firm struc-
ture also presents potential problems. The integration of constituent
services and a geographic franchise under the rubric of a single firm called
for some degree of franchise and price regulation to control market power
and welfare-reducing monopolistic behavior and to provide stability for
the firm (and its investors) over time. Under the traditional approach,
regulators define a franchise service area for a public utility, guaranteeing
it access to customers within this area (Phillips, 1993). Once a franchise is
defined, the traditional approach to regulating the electric utility was to
regulate rates in a manner designed to approximate the results of a com-
petitive market. In a competitive market, price equals long-run marginal
economic cost, including a normal rate of return on capital. In contrast,
though, a monopolist can increase its profits by charging prices that ex-
ceed marginal cost. Because marginal cost is difficult to measure directly,
regulators approximate marginal cost by computing the utility’s invested
capital (“rate base”), determining an allowable rate of return on that in-
vested capital and setting rates designed to produce the prescribed rate
of return on capital.

As historians such as Richard Hirsh (1999) describe it, utility man-
agers in the electric power industry sought the proliferation of the natu-
ral monopoly price regulation model in individual states. Insull headed a

activities – also provide certain economies for the industry. “Electrical equilibrium” be-
tween adjacent systems can only be achieved through the operational coordination pooling
provides. Moreover, the efficient operation of power generation requires adjacent systems
to engage in “economy interchanges,” the alteration of generation levels to equate line
loss adjusted marginal cost (operationally known as “system lambda”). The pooling of
separately owned vertically integrated generation and transmission resources facilitates
such economy interchange. Thus, it is commonplace for vertically integrated utilities to
functionally and operationally integrate with other separately owned utilities through
long-term cooperative activities and long-term contractual arrangements governing trans-
mission (Joskow & Schmalensee, 1983). Paul Joskow and Richard Schmalensee, perhaps
the leading U.S. commentators on the economic structure of the electric utility industry,
have observed that as of 1979 formal power pools, governed by interutility contracts,
accounted for nearly 60 percent of U.S. generating capacity. Informal cooperative pools
between utilities also exist in certain geographic areas (Joskow & Schmalensee, 1983). As
Joskow and Schmalensee note, power pooling is a substitute for vertical integration. In
addition to power pools, federal regulators have established nine regional reliability coun-
cils that facilitate information exchange within their interconnected member systems and
establish reliability criteria for system interconnections and power supply. Together, these
nine regional groups form the North American Electricity Reliability Council (NERC),
whose members include utilities, public authorities, and representatives of the federal
government. NERC continues to play a major role in deregulated power markets.
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trade association called the National Electric Light Association (NELA),
which played a key role in proposing and lobbying for state regulation of
electric utilities throughout the United States. The NELA viewed munic-
ipal ownership of utilities as the main alternative to price regulation but
opposed public ownership. A compromise position, forged by the Uni-
versity of Wisconsin economist John Commons, who worked together
with Insull, supported state price regulation of privately owned utilities
in states such as Wisconsin and New York (Bradley, 2003). Eventually,
regulation shifted from legislative bodies to expert regulatory agencies,
which adjudicated entry into the industry and the appropriateness of rates
charged by existing firms.

This regulatory approach had – and although no longer the ideal,
continues to have – a major impact not only on the public utility firm
(Chen, 2004) and the substance and stability of regulation (Hirsh, 1999),
but also on the structure of the electric power industry. The vertically
integrated utility provides generation, distribution, and transmission to
its customers. Transmission is the long-distance network that allows ac-
cess to power supply in the form of generation. For a vertically integrated
utility, local or regionally sited power plants can serve as a substitute for
expanding transmission networks to allow access to other power supply
options. Over much of the twentieth century, investment decisions by the
vertically integrated utility were made with this crucial economic trade-
off in mind. As a result, transmission “bottlenecks” arose in many areas of
the United States. With the vertically integrated firm as the norm, these
deficiencies were largely hidden, if they were problems at all, but it is
fair to say that because of this history in the industry the modern na-
tional transmission grid is not designed with sufficient network capacity
to make power supply options substitutable in every area of the country.
This has important implications for any transition to competition in the in-
dustry because competitive markets in the electric power industry look to
the transmission network as the transportation infrastructure for market-
provided power supply. To the extent the industry today has inherited a
network that was designed with the trade-offs of the vertically integrated
firm in mind, market access will be limited until transmission capacity is
reallocated.

II. BARGAINING IN THE SHADOW OF REGULATORY LAW

It is conventional wisdom that the incomplete contracts approach to regu-
lation provides a powerful explanation of the natural monopoly structure
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of twentieth-century regulated industries and their regulation. How an in-
complete contracts account of natural monopoly regulation might explain
the stability of regulatory law for much of the last century is much less
acknowledged and much less explored. Law and regulation do not exist in
isolation of the political process that develops and sustains them. During
the twentieth century, natural monopoly regulation provided a relatively
stable type of government intervention for price-regulated utilities. The
stability of this regulatory order relegated many of the doctrines of regula-
tory law to a dormant status. Indeed, history suggests that many of these
doctrines were of questionable value, given the largely self-correcting
regulatory system of rate setting.

Against the backdrop of the vertically integrated firm with service obli-
gations, three features of the regulatory contract influenced the course of
twentieth-century regulatory law: jurisdiction-matched market monopoly
(along with barriers to entry), output regulation of the firm, and iterated
negotiations between the firm and the regulator. Together, these features
worked to relegate many of the nonspecialized doctrines of regulatory
law – administrative law, constitutional law, antitrust, and federalism – to
the shadows of the regulatory process during the era of rate regulation.

First, market monopoly for utility industries was the norm, both as a
matter of fact and law. In most jurisdictions, a single firm exercised mar-
ket power with respect to telecommunications or electric service. Further,
within local jurisdictions regulators identified a single firm (sometimes
two or three, depending on jurisdictional size) as a de jure monopolist
operating free of interfirm competition as the provider of service for all
customers. A single firm in most jurisdictions allowed for lower cost of
bargaining with the local regulator than would have been the case in more
complex markets or if regulation were national in nature. For example, in
many states one or two vertically integrated electric utilities served the en-
tire market, allowing firms to procure state or local regulation at a lower
cost than federal regulation, while also making the regulator’s task at
the state level far less expensive and simpler than national regulation. The
bargaining procurement account of state regulation can explain both the
supply and the demand for state (and local) public utility commission reg-
ulation of firms – as opposed to more extensive national regulation – early
in the twentieth century. Because state or local regulation was the norm,
the electric utility industry grew up with a tight degree of coordination
between the regulatory jurisdiction (typically statewide) and the conduct
regulated (typically a handful of firms with monopoly power operating
only in an individual state or locality). Eventually, national regulators



P1: IYP
0521838924Xagg.xml CB877B/Rossi 0 521 83892 4 October 20, 2005 11:44

42 Regulatory Bargaining and Public Law

were extended some jurisdiction over specific transactions – primarily
to close regulatory gaps that existed given the state-based ratemaking
process – but for much of the twentieth century the regulatory process
remained based at the state or local level, where most regulatory barriers
were implemented and retail prices for utility services were determined.

Second, the nature of regulation was focused almost exclusively on
the control of the firm’s outputs (Spulber & Yoo, 2003). Specifically, rate
regulation, or regulation of the firm’s prices, was the primary forum for
regulatory decisions, including decisions about the firm’s expansion. Such
regulation emphasized prices and their relationship to the firm’s costs,
but rarely did regulators focus on alternative regulatory strategies, such
as input regulation, regulation of market structure, and disclosure. Out-
put regulation influenced the kind of information and mechanisms that
regulators used (Pechman, 1993). Because outputs were firm specific, ne-
gotiations between the agency regulator and individual firms – not indus-
trywide regulation – were the norm. Regulators focused primarily on the
regulation of entry and price, but during the era of natural monopoly re-
gulation input decisions by the firm were largely left to private decisions
in the marketplace.

Third, regulatory decisions were iterated negotiations between a sin-
gle firm, a small number of stakeholder groups with largely homogenous
interests, and the agency regulator. In contrast to noneconomic regulation,
this presented a relatively stable equilibrium for two reasons. To begin, the
iterated structure of rate regulation created expectations of stability for
the firm and helped to reduce the asymmetry of information between the
firm and the regulator. If in one period the firm was undercompensated
for its activities, the regulator could make up the difference in the next
period. Likewise, if the firm incurred windfalls, regulators might recoup
some of these in a future period. In this sense, repeated iterations made
the rate-making process self-correcting from the perspective of the firm
and its costs. This might explain part of the traditional preference of regu-
latory agencies for case-by-case regulation of the firm over industrywide
rulemaking (Quirk, 1981).

The iterated negotiation of rate making was also stable due to the his-
torical structure of industry and interest group stakeholders. Although
traditional rate regulation had significant costs (some of which are dis-
cussed in Chapter 3), price regulation of natural monopolies concentrated
the benefits and dispersed the costs of regulation. As Martha Derthick and
Paul Quirk (1985) observed about regulated industries generally, “[t]he
predominant view of both economists and political scientists was that
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regulation presented a case in which the benefits of government policy
were concentrated in a few well-organized interests – the firms and unions
that were protected from competition – whereas the costs were widely
dispersed among consumers whose incentives to organize to protect their
interests were insufficient to induce political action” (9–10). Price regula-
tion presents problems such as errors in assumptions in the rate-making
process, regulatory lag, and overinvestment (discussed in Chapter 3), but
to the extent these problems are correctable or dispersed, price regulation
can also provide an equilibrium state of affairs for firms in the industry.

It also provided a stable equilibrium for the primary nonfirm stake-
holders, such as consumer and environmental interest groups. Rate mak-
ing provided rate stability for customers, but as is discussed here it also
subsidized access to service for low-income and rural customers. For envi-
ronmental interest groups as well, the rate making process produced great
opportunities. With only a few large firms providing service in any given
state jurisdiction, the politics of environmental regulation at the state and
national levels could portray large monopolies as the primary targets for
pollution control and other environmental mandates. Although utilities
were not always complacent with pollution controls – especially those
imposed on existing plants with little or no guarantee of cost recovery –
firms were also not unaware of the low stakes most locally sanctioned,
forward-looking environmental controls presented to them. Through the
rate-making process, the cost of complying with these mandates could be
spread among all customers, rather than concentrated on the firm or its
shareholders. Thus, nonfirm stakeholders had a role to play in the iterated
bargaining process; however, these interest groups often stood to benefit
substantially by using the rate-making process to subsidize the things they
valued most.

Combined, these three features had important implications for the
shape of twentieth-century regulatory law. Because the homogenous, ver-
tically integrated utility could negotiate for regulation at relatively low
costs, coordinated solutions to most conflicts were worked out before
regulatory commissions, not courts.7 Public utility law – in the contexts of
telecommunications, electric, and natural gas services – became a highly

7 Other factors may also have contributed to the stability of rate regulation. Even if we
do not accept the strong version of the capture thesis, the relationship was, as public
choice theory reminds us, quite cozy. Further, as discussed in Chapter 3, rate regulation
was relatively quiet until the late 1960s because the economy was expanding and strong
growth in demand was predictable.



P1: IYP
0521838924Xagg.xml CB877B/Rossi 0 521 83892 4 October 20, 2005 11:44

44 Regulatory Bargaining and Public Law

specialized area of legal practice, in which lawyers in Washington, DC,
and state capitals focused their attention and skills on practice before a
singe jurisdictional agency. Lawyers often specialized even further within
a specific industry. For instance, energy lawyers and telecommunications
lawyers were rarely one in the same; each developed their own special-
ized bar groups, practice areas within larger firms, and boutique law firms
in Washington, DC, and larger state capitals. The specialized nature of
legal practice worked well under the traditional natural monopoly model
because the lawyer’s main contribution was to ensure stability of the reg-
ulatory bargain within an industry.

Although the features of the regulatory bargain may have allowed
specialization to proliferate, they also relegated much public law to near
invisibility in the regulatory process. Because traditional public utility
law was a highly specialized area, other legal doctrines played only a
peripheral role in its development and implementation. The doctrines of
regulatory law blended in close harmony with the regulatory contract and
were invoked rarely to override or change the regulatory process; private
parties to the negotiation – monopoly firms – had little reason to explic-
itly invoke litigious doctrines when a negotiated or cooperative solution
could yield equal, if not better, results for them. Stronger yet, public law
doctrines may have been mere background rules, framing the negotiation
but providing little direct benefit themselves. Whatever account of these
doctrines is correct, if public law is understood as a set of default rules
invoked where bargaining fails to produce a coordinated solution, its doc-
trines were largely relegated a secondary role to the negotiated process
of regulation for much of the twentieth century.

For example, for all the rhetoric in American law about “universal
service” and the “duty to serve,” during the era of rate regulation con-
sumer service obligations were frequently undertaken voluntarily by util-
ities – not adopted because they were required by regulatory law. Com-
panies (beginning with Samuel Insull’s Chicago Edison) relied on the
scale economies claim to support their monopolies but, in return for an
exclusive franchise (precluding others from providing service within a
defined geographic area) and rate regulation (guaranteeing recovery of
capital costs), these firms understood that they were agreeing to an im-
portant condition: the extension and continued provision of service to
all customers. Universal service was considered a key part of the natural
monopoly franchise bargain (Platt, 1991) – a default rule frequently im-
posed by regulators and courts – even where it was not an express term of
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the bargain. Prohibitions on direct competition increased system stability
and reliability, minimizing some of the costs of vertical coordination, and
decreased horizontal coordination costs by ensuring only a few adjacent
utilities are parties to any power pool. Prohibitions on competition also
hid any costs associated with using generation as a substitute for transmis-
sion expansion. In return, though, customers must be guaranteed access to
power supply and distribution services if requested because these services
are bundled together and provided by a single firm.

Twentieth-century U.S. regulators built on an ancient common law
duty that applied to public utilities such as ferries, flour mills, and rail-
roads, imposing on electric utilities a “duty to serve” – an obligation to
provide extraordinary levels of service to customers, especially small res-
idential customers. As applied by courts and regulators in most states, the
public utility duty to serve entailed several obligations, among them du-
ties to interconnect and extend service if requested, to provide continuing
reliable service, to provide advanced notice of service disconnection, and
to continue service even though a customer could not make full payment.
Unlike other obligations that applied to private firms, including those
such as inns and restaurants representing or holding themselves out as
serving the public,8 in the public utility context the duty to serve required
service where it was not ordinarily considered profitable.

The link between the public utility concept and the duty to serve sur-
vived many different regulatory eras and institutional arrangements, gar-
nering a variety of intellectual explanations (Arteburn, 1927; Burdick,
1911; Robinson, 1928; Wyman, 1903). There are strong fairness or dis-
tributional arguments supporting a duty to serve. Many of these over-
lap with the goals of the civil rights movement, without which many
customers would not have had equal access to quality utility service.
However, in the classic era of public utility regulation (beginning with
the Gilded Age and lasting through the 1990s), the economics of the

8 Of course, civil rights laws may preclude service exclusion for some groups of individuals
(Singer, 1996), but their scope is limited. Also, to the extent a public utility is a state
actor (e.g., a municipal utility), the Due Process and Equal Protection Clauses of the
U.S. Constitution may impose some limitation on service exclusion. Apart from these
exceptions, under antitrust laws ordinary private businesses may unilaterally refuse to
deal with particular customers and set the terms and conditions under which they contract.
See United States v. Colgate & Co., 250 U.S. 300, 307 (1919). The duty to serve, however,
imposes significantly more rigorous dealing and service terms and conditions on utilities
than other private actors.
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regulatory contract, on which natural monopoly regulation is based, pro-
vided the predominant intellectual framework supporting extraordinary
obligations for providers of utility services.

Under the natural monopoly regulatory framework, the duty to extend
service, even where it is not immediately profitable, can be economically
efficient. As Richard Epstein (1997a) suggested, “the obligation of univer-
sal service to all comers is the obvious and effective way to overcome the
holdout advantage that common carriers would otherwise possess against
their customers” (2118). Law and economics scholars distinguish between
property rules, which include a right to exclude others from use, and liabil-
ity rules, which include no right of exclusion but a right to compensation
for use (Calabresi & Melamed, 1972). Utilities subject to a duty to ex-
tend service are not given an ordinary property right to exclude. Instead,
the utility is protected by a liability rule, which allows customers to take
service on demand in return for compensation, as determined through
an elaborate rate-making system. Effectively, service extension obliga-
tions are imposed on the utility, rather than assumed by the consumer,
because the utility is better positioned to spread the costs of extension
among multiple customers thus minimizing the wealth impact on poorer
customers.

Cost spreading is a primary rationale behind the extension obligation
applicable to utilities, but “service continuation” obligations are under-
stood by analogizing to long-term bilateral contracts between a supplier
and a buyer and the identification of the superior risk bearer (Williamson,
1976). In industries with large upfront capital investments, long-term con-
tracts are necessary to entice suppliers to make investments. Without long-
term contracts guaranteeing a reliable pool of buyers of a good, many
suppliers would not make the necessary capital investments to produce
or distribute the good. For example, in the natural gas industry, long-
term contracts between pipelines and local distributions companies were
essential to financing the national pipeline infrastructure (Pierce, 1988).

As is ordinary in practice, long-term contracts in private industries
are often negotiated to allow flexibility in either price or quantity. The
extended durations of such contracts pose problems for planning risk
management, and “gaps” in such contracts will always exist. For sales of
goods, once service under such a contract commences, a supplier has an
obligation to continue to meet reasonable demands for services and not
renege on this obligation if a more profitable alternative comes along
(U.C.C. § 2–306). For example, assume a seller has agreed to supply a
buyer’s coal requirements for a 20-year period. The parties base their
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price-per-ton figure on a Department of Labor price index. However, over
time incidents such as oil embargoes and inflation cause the supplier’s
production costs to exceed the agreed index, so if the seller continues
to perform it will suffer substantial losses. Nevertheless, the approach
of some courts in reviewing such contracts has been to hold the seller
completely responsible and to grant specific performance.9 Thus, in the
long-term contract context, some courts have in effect enforced a service
continuation obligation, even in the face of substantial economic losses
to the seller (Joskow, 1977).10

This approach to enforcing contracts has some efficiency basis in the
long-term contract context where the seller is the superior risk bearer
(Posner & Rosenfield, 1977; Speidel, 1981). In the electric utility context,
the long-term agreement was endorsed by an understanding between a
utility and its customers, which regulatory lawyers refer to as the regu-
latory compact. One of the parties to this hypothetical agreement, the
utility, is a rate-regulated monopolist. Vis-à-vis the end use customer, the
utility is the superior risk bearer with respect to changes in the supply
of electricity and the technological aspects of transmission and distribu-
tion. The customer, though, may be the better risk bearer with respect
to its unforeseeable uses of the utility’s service. At the same time, as be-
tween the utility and customers, the utility is in a better position to spread
any losses associated with service cut-off among multiple customers, es-
pecially where those losses might have an impact on low-income rate
payers or small businesses. A general utility obligation to continue ser-
vice and to pay for foreseeable damages places the risk of shut-off on the
superior risk bearer and cost spreader.11 The utility, then, can attempt
to seek compensation for these risks and costs through regulated rates,
while also providing customers adequate opportunities to contest service
curtailment or to seek an alternative supplier.12

9 Missouri Pub. Serv. Co. v. Peabody Coal Co., 583 S.W.2d 721 (Mo. Ct. App. 1979); Iowa
Electric Light & Power Co. v. Atlas Corp., 467 F. Supp. 139 (N.D. Iowa 1978).

10 Accord U.C.C. § 2–306, comment 2. This comment notes that requirements to “curtail
losses” may constitute breach.

11 With respect to service continuation, the utility is not only the superior risk bearer, but
also the superior cost spreader. In most cases it will be desirable to impose continuation
obligations on the utility, except when the customer is, on average, the superior risk
bearer and the gains from requiring customers to bear the risks of shut-off exceed any
loss spreading gains from imposing the obligation on the utility.

12 Although under traditional franchise and price regulation a general duty to serve has
some economic efficiency grounds, one of the economic problems created by a service
extension and continuation obligation is cross-subsidization. Customers who may not
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The service continuation obligation facilitated intraclass cross-
subsidization by building into all customers’ rates the costs of customers
who cannot afford to pay the full costs of their bills. Although this likely
led to mismatches between any one customer’s costs and rates, it allowed
utilities to spread these risks among all customers. When a utility removed
a customer who could not afford full payment from its system by discon-
necting service, two things occurred: First, the utility avoided the variable
costs of producing energy, typically the price of the fuel required to de-
liver the units of energy to the customer; and second, because service
continuation gave the utility leverage in collection, the utility forewent
any revenue that it might have been able to collect from the household
if service were continued. So, assuming excess capacity, there may have
been a general economic advantage to all rate payers in keeping as many
customers as possible on the system. Service continuation obligations al-
lowed the utility to spread fixed costs (for existing capacity) over a larger
number of customers and to reduce the portion of each customer’s bill
allocated to fixed costs (Colton, 1991). Thus, even in the event of under-
payment, it may have been cost effective for a utility with excess capacity
to continue service to a customer and to accommodate the customer who
could not afford service at cost by working out a partial payment plan, as
long as it was reasonably expected that the customer could pay at least
the variable cost of service.

Cross-subsidization was a necessary result of the duty to serve, but
the impact of cross-subsidization was minimized by contribution require-
ments, the rate-making process, and cost-effectiveness considerations. Al-
though cross-subsidization costs associated with the duty to serve were
inevitable, regulators had to strike a balance to ensure the benefits of
universal access to utility service offset these costs. The duty to serve (dis-
cussed further in Chapter 4) thus had a relatively continuous and stable
coexistence with franchise and price regulation under natural monopoly
regulation. As consumer service obligations illustrate, the general ap-
proach of the traditional rate regulation model aligned many consumer
interests and the interests of the regulated firm. For similar reasons, the

benefit from service extension may be allocated a portion of the fixed costs of exten-
sion, which are built into the fixed-cost component of their rates. However, contribution
requirements, imposed by many regulators, limited the degree to which utilities can
subsidize service extension by increasing rates for all customers. The traditional rate-
making process, in which the impact and cost effectiveness of intra- and interclass cross-
subsidization are litigated, also minimized the degree of cross-subsidization resulting
from the service extension obligation.
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rate regulation process lived in harmony with many environmental in-
terest groups because it was generally expected that the costs of environ-
mental controls would be approved by state regulators in the rate-making
process.

Under the natural monopoly rate regulation process, many other doc-
trines of regulatory law lived in harmony with the regulatory contract.
Later chapters discuss these doctrines in further detail, but a brief de-
scription of their convergence with the bargain struck during the rate reg-
ulation era suffices to make the point. Constitutional takings and breach
of contract claims against the government for undercompensation of the
firm in rate cases (discussed in Chapter 5) were largely redundant, given
the self-correcting nature of the rate-making process. Because the firm op-
erated as a monopolist for a service territory in which the regulator was
also visible, the regulator had a strong incentive to maintain the firm’s fi-
nancial viability. Rather than sue for takings – a utility claim the Supreme
Court has failed to award a single victory since the New Deal – firms could
(and routinely did) use the rate-making process to seek compensation for
their losses due to the regulator’s actions.

Other doctrines of regulatory law led a similarly peaceful coexistence
with the regulatory contract during the era of rate regulation. The filed
rate doctrine – which gave regulators exclusive jurisdiction over tariff
matters – worked to benefit both regulators, by keeping courts off their
turf, and the firms subject to the regulatory process, by insulating them
from consumer claims (discussed in Chapter 6). Because interfirm compe-
tition was rarely the norm during the era of rate regulation, the antitrust
laws rarely applied, thus relegating state action immunity (discussed in
Chapter 7) a secondary role in regulated industries. Without a norm of
interstate competition, the dormant commerce clause (also discussed in
Chapter 7) played a minor role in regulated industries. Federalism dis-
putes (discussed in Chapter 8) arose from time to time, but they were
easily resolved by giving regulators exclusive jurisdiction over matters
involving certain territories or types of service.

Through the rate-making process, the utility consensus or regulatory
contract was well suited to promote voluntary cooperative solutions be-
tween firms, between firms and government, and between jurisdictional
authorities. Other interest groups, primarily consumer and environmen-
tal concerns, were able to address their concerns adequately in the rate
regulation process and litigious relationships were the exception, not the
rule. Certainly litigation under the doctrines of regulatory law was not ex-
tinct, but stakeholders rarely resorted to litigation outside the regulatory
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process by which rates were set. Stakeholders demanded regulatory law
solutions only when the regulatory bargaining process failed to produce
a stable equilibrium on its own. In this sense, utility rate making was a
type of bargain against the shadow of regulatory law (Ellickson, 1994),
but public law cast a relatively faint shadow over regulated industries. For
most firms operating under natural monopoly regulation, regulatory law
was largely epiphenomenal to the regulatory process that sustained the
equilibrium of the regulatory contract. Public law entered into the picture
only when transaction costs were so high that bargaining could not solve
conflicts on its own. This was rare under natural monopoly regulation,
given a locally managed regulatory system in which state agencies dealt
with only a handful of homogenous firms on an iterated basis.

By the late twentieth century, the law of economic regulation was lit-
tle more than a description of the rate-making process, sprinkled with
a few broad administrative law principles to manage a highly special-
ized agency regulatory process. Much of the regulatory law scholarship
produced during the past few decades is sophisticated – some of it very
technical – but its primary focus is on the welfare or fairness implications
of different pricing and cost rules applied by regulators. Even in more
recent decades, there is little or no discussion of the larger role public
law might play in ordering the industry or regulatory process, particularly
given changes in the stability of the regulatory system.
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The Incompleteness of Regulatory Law

Moving Beyond the “Small World” of Natural
Monopoly Regulation

In addition to explaining the traditional utility firm’s vertically integrated
organization and the stability of legal order in the natural monopoly
regime, a government relations bargaining perspective provides impor-
tant insights for the process of enactment and reform of regulatory law.
Specifically, a bargaining approach provides a fruitful way of understand-
ing many of the interactions between firms and governmental bodies, as
well as among governmental bodies, in the political and legal process. It
also presents a fresh way of understanding the demand for public law
against the backdrop of deregulation and other legal transitions.

The bargaining approach to public governance issues is hardly novel
and is certainly not foreign to law, economics, or political science.
Gómez-Ibáñez (2003) advances the application of incomplete contracts
to regulated industries by focusing on the conditions under which private
contracting will fail and emphasizing the relationship between monopoly
regulation and procurement contracting. His analysis, attentive to the
general public/private institutional question, suggests that there will be
a need for discretionary government regulation, often by an administra-
tive agency, where private contracting fails. Even where an institutional
approach of discretionary governmental regulation is chosen, however,
bargaining retains relevance as a conceptual tool in understanding the
regulatory process and its relationship to legal doctrine.

The relevance of contractual bargaining for the regulatory process has
been explored by economists and political scientists, and increasingly by
legal scholars. Economists have addressed the implications of incomplete-
ness for the public procurement process, where private enterprises di-
rectly contract with the state (Laffont & Tirole, 1990, 1993). Legal schol-
ars and political scientists have extended the incomplete contracts idea to
the public law-making context more generally, analogizing statutes and

51
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regulations to “contracts” or “bargains,” which presumably are incom-
plete given vagueness in regulatory language [Epstein, 1995 (bargaining
in regulatory licensing and permitting); Farber, 1991 (legislative deals);
McNollgast, 1992 (legislative bargains); Baron & Ferejohn, 1989 (majori-
tarian legislative bargains); Easterbrook, 1988 (statute as contract); for
criticism, see Movsesian, 1998]. Economists have looked to incomplete
contracts models to address incentive issues surrounding the passage of
statutes and adoption of regulations (Laffont & Tirole, 1993; Martimort,
De Donder, & de Villemeur, 2003).

Although these analyses come from a variety of disciplines – law,
economics, and political science – they rarely speak to each. The various
discourses all accept the premise that incompleteness is not limited to
private transactions or the economics of the firm. Jonathan Macey aptly
sketches their common ground:

Where interest groups compete in a political marketplace, legislative insti-
tutions behave like firms whose output is law. As such the theory of the firm,
rather than the theory of market exchange, guides the public choice anal-
ysis of institutions such as Congress. Like all firms, Congress organizes its
internal affairs to minimize the costs of ensuring contractual performance.1

Macey (1986) recognizes that the bargaining analysis is not limited to
Congress, but also includes regulatory agencies. Nor is the range of anal-
ysis limited to transactions between private stakeholders and a regulatory
agency. A bargaining context can also provide a useful lens for addressing
transactions between governmental bodies and across jurisdictions. For
example, economists have analyzed political constitutions as incomplete
contracts that coordinate conflicts between public bodies through legal
rules such as separation of powers doctrine (Persson, Roland, & Tabellini,
1997). A few legal scholars extend the incomplete contracts account to
argue that important insights for the law-making process can be gained by
acknowledging that all law is inherently incomplete (Baker & Krawiec,
2004; Sunstein, 1995; for criticism, see Wright, 1996). Discourses from law,
economics, and political science increasingly share the common ground
of viewing political transactions as bargains when examining public or-
dering issues such as interactions between private firms and governments,
as well as interactions between public regulatory bodies.

Particularly with deregulation of network industries, such as
telecommunications and electric power, an account of regulation that

1 Macey, 1998: 177.
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acknowledges incompleteness in bargaining brings to bear important in-
sights about public governance in competitive industries. To begin, the
interest group story surrounding the movement toward deregulation re-
mains puzzling. What interest group story could possibly explain why
policy makers would favor deregulation if the benefits of regulation are
narrowly focused on a few interest groups and its costs are diffuse among
many less powerful interests, creating a powerful equilibrium in favor of
the regulatory status quo? A regulatory relations bargaining approach
provides a way of reframing debate about the movement toward dereg-
ulation in industries such as telecommunications and electric power. Its
insights focus on two primary phenomena relevant to industry governance
in a deregulatory era: incentives and bargaining conditions.2

To the extent that regulation is the product of bargaining, it is helpful
to distinguish between ex ante incentives and ex post states of affairs.
Ex ante, the natural monopoly model (and rate regulation in particular)
created strong incentives for investment in capital facilities, and may even
have encouraged overinvestment in certain sectors of regulated industries
or in technologies facing obsolescence. Moreover, the rate-making and
regulatory process – which historically focused on regulating the firm-
specific outputs of the public utility – worked to foreclose competition
and new innovation by existing and potential competitors. The neoclassi-
cal economics and the cynical public choice accounts of regulation both
suggest that the failures of natural monopoly regulation are somehow in-
herent to regulation itself. A government relations bargaining approach
recasts the issue not as an inherent flaw with regulation, but as a failure
of the conventional approach to regulation to balance ex ante incentives
and ex post welfare concerns in the rate regulation process, particularly
given changes in technological and economic conditions.

The bargaining conditions surrounding regulation and its enactment
in a deregulatory world also bolster the relevance of such an approach.
In contrast to the traditional regulatory approach, the movement toward

2 In applying incomplete contracts to public law actors, complex issues arise. Public bodies,
such as a legislature or an agency, have a more complex set of motivations for their be-
havior than do private actors, such as the shareholder and the firm. The principal agent
aspects of a decision by a public actor, such as an administrative agency, are compli-
cated, involving not only the agency and its employees, but also the executive branch,
the legislator, and the electorate. Public actors may change frequently, as is the case with
state legislators facing term limits, thus undermining the commitment of any public con-
tracting decision. These problems with behavior and commitment are not intractable but
must be kept in mind when exploring a regulatory relations bargaining account of public
governance.
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deregulation places its focus on the regulation of inputs (e.g., network
access) for certain sectors of the industry and increased reliance on com-
petition for other sectors, rather than on regulation of outputs (e.g., service
prices and quality). Given this regulatory goal, state and local agency reg-
ulation lacks the comparative advantage it might have had when the focus
was output regulation. As new firms arise to challenge incumbent monop-
olists, the new regulatory dynamic changes the number and diversity of
private actors interacting in markets and with governmental bodies. Firms
and regulators will find agency adjudication a less effective mechanism for
implementing their bargaining objectives. Instead, agency regulation and
other legislative mechanisms – including mechanisms outside the agency
decision-making process – will increasingly be used. Thus, with deregu-
lation, firm–government interactions are more frequent, less consistent,
and (in all likelihood) less visible.3 These interactions may also present a
greater risk of potential divergence between private and public interests
in the formulation of regulation. They also pose a greater potential for
conflict – between firms and government or between regulatory bodies
and jurisdictions – that will not be as likely as the old agency-based adjudi-
cation regime to allow for coordinated voluntary solutions to conflicts. A
bargaining approach to regulation thus predicts that traditional aspects of
regulatory law, rarely invoked during a period of natural monopoly reg-
ulation, will be invoked more frequently in a deregulatory environment
and may be in need of reassessment.

I. EX ANTE INCENTIVES, OVERINVESTMENT,
AND INDUSTRY RESTRUCTURING

Traditional accounts of regulation from economics and political science
have a problem explaining the rise of deregulation in industries such as
electric power. Take the neoclassical economics account that regulation is

3 In other words, increases in the frequency of interactions between government and a more
heterogeneous range of interest groups will introduce new inefficiencies to public decision
making. The frequency and increased heterogeneity of interactions may complicate the
formulation of regulatory law, but there are also important benefits to deregulation. The
regulatory process will no longer be dominated by a handful of powerful firms, making
capture of the regulatory process less likely. This micropolitical benefit to deregulation,
oft-touted by public choice theorists, is not irrelevant, but much of the empirical literature
suggests that the capture thesis is not validated by empirical evidence (Quirk, 1981).
Because deregulation will not entail complete dismantling of government and will depend
on regulatory process for its implementation, any micropolitical benefit to deregulation
must be weighed against the micropolitical costs.
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designed to correct for market failures. If deregulation is due to a failure
with regulation to achieve this goal, regulatory theory is challenged to
explain more than 50 years of natural monopoly regulation as a failure in
economics and its assumptions, or as policy makers’ mistaken understand-
ings of economic principles. The public choice interest group of account
of regulation also faces a challenge in explaining any move toward dereg-
ulatory policies. Because the benefits of regulation are concentrated on
just a few interest groups – primarily firms and unions – and the costs
of regulation are dispersed among multiple groups, regulation seems to
present an equilibrium point for policy makers and interest groups. One
of the major challenges for political scientists is to explain how, despite
this equilibrium, deregulation – initially opposed by large firms in many
industries, including airline, trucking, and telecommunications – happens
in industries such as electric power (Derthick & Quirk, 1985).

Indeed, the predominant public choice account of deregulation echoes
public choice’s dismal general story of regulation’s general promise, as
has been observed by others (Mashaw, 1997). At its best, on this cyni-
cal account regulation is fundamentally ineffective, although many in the
public choice school also see regulation as an abysmal failure in which reg-
ulators begin to mimic the preferences of the private firms they regulate
(Mitnick, 1980). Electric power regulation is no stranger to this thesis. One
of the earliest empirical studies in the public choice literature, by George
Stigler and Claire Friedland, focused on the electric power industry. They
evaluated the establishment of state utility commissions and found no
significant variation in any measure associated with regulation (includ-
ing prices and revenues) across states, with or without commissions, or
across periods, before or after the initiation of commission regulation
(Stigler & Friedland, 1962). Stigler and Friedland’s findings raise a seri-
ous question about regulation’s purpose. If regulation does not lower rates
or revenues, then what purpose does it serve? Public choice scholarship
eventually answered this question by embracing a cynical attitude toward
regulation. In advocating government auctioning of monopoly franchises,
Harold Demsetz (1968) argued that “the rivalry of the open marketplace
disciplines more effectively than do the regulatory processes of the com-
mission” (65). Later, George Stigler (1971) took Demsetz’s cynicism a
step further, arguing that regulation can be understood as a commodity
and is prone to capture by powerful interest groups.

Although data on the history of the electric power industry is not en-
tirely inconsistent with the capture story, at best, empirical support for
regulatory agency capture is mild. For instance, economists have noted
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that traditional price regulation may create incentive for an industry to
adopt a higher than optimal capital-to-labor ratio in the industry. This
phenomenon, known among economists as the Averch-Johnson effect
(Averch & Johnson, 1962), has some empirical support.4 Its magnitude,
however, is widely debated among economists.5 Regardless of whether
the Averch-Johnson effect is empirically widespread, it is commonly rec-
ognized that many firms in the electric power industry overinvested in
certain types of capital, such as power generation. In the 1960s and 1970s,
utilities made many investments (often with the blessing of regulators)
that, in hindsight, did not seem prudent. For instance, in the late 1960s
and early 1970s, power plants in excess of 1,100 megawatts were designed
and installed using extrapolation by growth methods (Hirsh, 1999). The
new machines were not as efficient as previously installed plants; how-
ever, once decisions were made to site and build these plants, customers
were forced to pay for the older, less efficient plants. Regulators ap-
proved many of these decisions to build mammoth power plants. In many
circumstances, regulators used extrapolation by growth to predict con-
tinuing growth in electricity sales and even encouraged them, although
sales growth figures declined drastically post-1960. For instance, the
5-year moving average of sales declined from around 7 percent in 1960
to 2 percent in 1996 (Hirsh, 1999), so if regulators used these data they
would greatly overestimate growth rates in certain generation markets.
The result of the regulators’ decisions was a higher than optimal capital-
to-labor ratio in the industry. However, this result seems driven primarily
by informational failure and other biases on the part of regulators, such
as historical data and technology biases, rather than capture by regulated
industry.

Regardless of what motivated overinvestment in capital, the invest-
ment decisions of firms under the old regulatory order continue to have
an enormous practical impact on the structure of the electric power indus-
try. To the extent that regulators approved a vertically integrated utility’s
investments, this benefited firms and their shareholders by guarantee-
ing them a return on investment while limiting access to any market in
power supply by both consumers and other firms. Equally important – and
more relevant to the industry’s problems as it is deregulated – decisions

4 Economists have found some empirical support for the Averch-Johnson effect (Courville,
1974; Peterson, 1975; Spann, 1974).

5 If the expected rate of return used by regulators is less than the cost of capital, the empirical
results seem mixed at best (Boyes, 1976; Dechert, 1984). For a review of the evidence, see
Joskow and Noll (1981).
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to approve utility-operated power plants for local customers served as a
substitute for investing capital to expand transmission facilities to wheel
power from more remote sources have a continuing effect on the structure
of the industry today. For most of the twentieth century, the vertically in-
tegrated utility treated on-system generation as a substitute for the expan-
sion of transmission, leading to serious underinvestment in transmission
infrastructure in key regions of the United States. Limited transmission
capacity – a constraint shaped by the old regulatory order – today remains
the most significant obstacle to effective competitive markets in electric
power. Private incentives for expanding transmission, which remains a
natural monopoly, are widely seen by industry experts as somewhere be-
tween nonexistent and inadequate. Clearly, the old regulatory order and
its public choice incentives contributed to this failed modern incentive
structure.

However, although elegant and not without its attraction, the cyni-
cal capture public choice story is not the only account of regulation that
can explain the investment decisions of utility firms under rate regula-
tion. Indeed, outside electric power regulation, careful empirical efforts
to operationalize interest group influence on regulation do not support
the thesis that regulatory agencies are captured, or even that they have a
consistent tendency to favor regulated industry interests over other con-
cerns (Quirk, 1981). If rate regulation is understood as a bargain between
the firm, the regulator, and other stakeholders – a bargain with many
incomplete terms – the investment decisions of firms can be isolated as
responses to incentives created by the regulatory environment. Perhaps
rate regulation provided nearly complete terms, in which both the firm
and the regulator knew exactly who bore the risk of any given invest-
ment decision (a possibility explored in Chapter 5). At the same time,
regulation and the assumptions and information on which it is based was
also incomplete in many respects. Similar to private parties bargaining
in the sphere of the marketplace, regulators [many of whom were state-
level political appointees with little expertise (Gormley, 1983)] could not
anticipate every future condition and state of affairs. For instance, they
could not perfectly foresee the limits on technological efficiencies from
increased plant size. Nor could they anticipate the decline in the growth
rate of electricity sales that would ensue in the late twentieth century.

Under natural monopoly price regulation, the approval of a utility’s
rate by regulators typically did not include any express promises beyond
a license to charge and recover costs subject to the regulators continued
approval. The “terms” of the contract, to the extent they were mutually
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understood, were largely derived from the repeat relationship of rate
regulation, in which a specific firm, other stakeholders, and the regula-
tor worked out a mutually understood balance between profit and the
public interest. The firm was constrained by the prospect of the regula-
tor reneging on previous rate commitment that might later be deemed
overreaching. The regulator was constrained by the prospect of a util-
ity devoting lobbying resources to limiting the discretion of regulatory
agencies, by looking to either federal or state legislatures, or devoting
resources to appellate litigation as a way of delaying regulatory action.6

In the end, the political story behind the movement to deregulation is
not one of simple economic enlightment of the regulator. Nor is it a simple
story of economic capture. As even one of the strongest early proponents
of the capture thesis suggests, the story is fundamentally one about coali-
tion politics (Peltzman, 1989), which lends itself to a bargaining analysis.
For most of the twentieth century, electric power was regulated by state
commissions, who were dominated by political appointees without ex-
pertise. Growth and demand were relative predictable, and consumers
were relatively happy because rates declined (Gormley, 1983). Eventu-
ally, though, exogenous changes in economic conditions and technology
led to price differentials in various states, leading to shifts in the political
coalitions that previously sustained natural monopoly price regulation.7

As one economist, Matthew White (1996), puts it in his careful empirical
study of state deregulation of electricity, “to observe deregulation, the
magnitude of the price gap must be sufficiently large that the pressure to
bring existing prices into line with the market equilibrium cannot be
accommodated within the institutional regulatory process” (231). Price
gaps and cost differentials changed the incentives for interest groups –
consumers and new entrants, such as independent power producers – to
look for relief beyond the framework of price regulation by state and
local utility commissions. For regulated firms themselves, changes in eco-
nomic conditions contributed to an erosion of the utility consensus; from
the 1940s through the 1960s, electric power prices declined in both real
and absolute terms, but beginning in the 1970s fuel costs began to rise

6 Given widespread comity by courts for the expertise of regulators, as well as deference
to political and policy decisions, appellate litigation was a delaying tactic at best, but one
that kept pressure on regulators and undeniably influenced their decisions.

7 Ideology played an undeniably important role in these shifting coalitions. Mavericks, such
as Robert Crandall in the airline industry, captured the imagination of reform-minded
politicians, as well as new incumbents; however, deregulation was not merely an issue for
one side of the political spectrum.
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substantially and, when firms sought major rate increases, regulators faced
increasing political pressure from consumer and environmental groups
to rewrite the utility consensus, leading to an increasingly adversarial
relationship between utilities and rate regulators, particularly in states
(Sillin, 2003).

Although state commission approval of a rate based on cost of service
cannot possibly encompass all future state of affairs, this does not mean
that it necessarily failed to adequately promote efficiency or protect the
public interest within its bargaining framework. Over time, a private firm
contracting with a regulator in the rate-setting process may face strong
ex ante incentives to exaggerate its capital expenditures, seeking license
to build these costs in its rates. Such rate increases, if approved, would
provide the firm a substantial cushion for sustaining its profits against
unanticipated economic conditions in the future. Further, when technol-
ogy changes, allowing more efficient plants to complete with previously
approved and more expensive facilities, a new state of affairs – an ex-
ogenous condition unanticipated by the contracting parties – would re-
quire the contracting parties to reassess the terms of the bargain. The
incomplete contracts model emphasizes the en ante incentives one or
both parties may have in the bargaining process, but also recognizes
how the contract’s completeness or incompleteness will influence these
incentives.

The incentives facing a firm may constitute endogenous bargaining
conditions to the extent that they were understood to be within a transac-
tional framework between the contracting parties. Consistent with public
choice theory, rate regulation may have encouraged a certain amount of
“strategic incompleteness” (Bernheim & Whinston, 1998) – for exam-
ple, when there was uncertainty about future conditions, a firm may have
encouraged the regulator to be incomplete in its decisions, thus maximiz-
ing the firm’s flexibility and ability to influence the regulator in future
decisions concerning rates. Incompleteness could arguably provide even
greater opportunities for the firm to maximize its profits, but if the firm
possesses better information than the regulator regarding the risks of
technological and future market conditions it could better hedge its bets
against the future by retaining a certain degree of incompleteness in the
end result of the regulatory process. In such circumstances, verification
costs for the regulator are relatively high. Changes to bargaining condi-
tions – for example, forcing the firm to reveal to the regulator information
about changing technology or market conditions – may improve the abil-
ity of cost-of-service rate regulation to protect the public interest.
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However, not all conditions surrounding bargaining are endogenous.
Parties cannot, for instance, bargain over the rate of inflation; as a result,
they frequently may leave terms open because they are simply outside the
realm of the negotiation over rates. At the time of contracting, although
there is always a possibility of change, neither the regulator nor the firm
may have sufficient information to evaluate the risks of a change in tech-
nology or economic conditions. These conditions may be uncertainties
that are exogenous to the transaction. If a firm or the regulator has no
experience on which it can build assessments of future risk, exogenous
factors will be more likely to prevail as bargaining conditions, increas-
ing overall uncertainty on both sides of the bargaining space. However,
even where conditions are exogenous, it still may be relevant to evaluate
how the existence of a condition – such as technological, economic, or
political change – will impact current and future incentives on the part of
contracting parties.

As both endogenous and exogenous changes necessitate, the rate reg-
ulation process creates some need for ex post evaluation of an incomplete
bargain. Not all incompleteness is strategic – indeed, due to uncertain
future conditions and transaction costs, a lot of incompleteness can be
understood as necessary, if even efficient. The government relations bar-
gaining account focuses on how we structure legal institutions to maximize
welfare against the backdrop of such incompleteness, not how legal in-
stitutions are inherently unlikely to maximize welfare. Over time, policy
makers have given serious consideration to proposals designed to give
regulators the same quality information as firms, to adjust rates more
regularly to changing conditions, and to minimize or reduce the profit
incentives that may be motivating firms in the rate regulation process; in
most jurisdictions, such reforms have been implemented. Despite this, the
acceptable administrative costs and costs of error in the rate regulation
process simply did not keep pace with rapidly changing technological and
economic conditions. In addition, the rate regulation process does not di-
rectly address the economic structure of the firm and how previously tacit
contracts associated with vertical integration may, under different tech-
nological and economic conditions, be more efficiently provided through
the marketplace and other institutional arrangements.

So understood, a government relations bargaining account recasts
how we account for the move from rate regulation to deregulation.
Although some public choice accounts see rate regulation as inher-
ently flawed, to the extent it licenses overinvestment by self-interested
firms who have largely captured the agenda of regulators, an incomplete
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contracts approach puts its emphasis on a different problem. If there is
a fault, the problem with rate regulation is not government regulation
itself. Instead, the instability of rate regulation can be traced to the neces-
sity of incompleteness in rate regulation and, more specifically, how this
incompleteness relates to current technology, changes in an industry, and
future incentives for the firm and the regulator; specifically, as incentives
for private participants in the regulatory process change, some of the tacit
coalitions that may have supported a specific institutional arrangement
will also change. The bargaining conditions and incentives that may sup-
port an institutional arrangement are not fixed, or inherently flawed, but
may be modified to enhance ex post social welfare; however, the success-
ful recasting of bargaining conditions depends on the contracting parties
having access to information that can overcome regulatory inertia, a task
that regulatory law has historically ignored, but one that it may be well
equipped to pursue in the era of institutional instability that deregulation
has brought about.

II. SKETCHING THE DEREGULATORY LANDSCAPE

In the electric power industry – as in telecommunications and many other
industries – one response to sustained failures with the rate regulation
process has been to deregulate, or restructure, the industry in the direc-
tion of a more competitive environment. Deregulation does not imply the
dismantling of regulation but does necessitate some fundamental change
in its focus. Although some attention of reformers has been directed at
state and local rate regulation, many (if not most) deregulatory reforms
are directed at using regulation to change the structure of the firm itself
and the industry overall, often at the national level. Due to improve-
ments in technology and information access, many of the economies as-
sociated with power generation that were previously provided through
vertical integration can increasingly be provided through private deci-
sions in the marketplace. Beyond power generation, however, regulation
remains highly relevant to the operation of power transmission and dis-
tribution. Thus, since the late 1970s, the electric power industry (in the
United States and elsewhere) has undergone a substantial facelift from
the vertically integrated utility that dominated throughout the twentieth
century.

The government relations bargaining approach provides a plausible
explanation of how interest groups came to support deregulation in in-
dustries such as electric power. The original consensus in the industry
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relies heavily on state regulation, which is firm specific. As a matter of
interest group politics, the consensus – or regulatory contract – behind
natural monopoly regulation began to unravel (Hirsh, 1999). With the
unraveling of this largely state-based bargain, stakeholders increasingly
looked to the U.S. Congress and federal regulators for solutions. Against
the backdrop of high fuel prices in the 1970s, Congress passed the Public
Utility Regulatory Policies Act of 1978 (PURPA), a part of President
Carter’s energy plan, which fueled the growth of new entrants in power
generation, known as cogeneration facilities.8 PURPA fueled the growth
of a significant independent power producer sector, which challenged
incumbent utility market power in electric power generation. Congress
again expanded efforts to develop power markets when it passed the
Energy Policy Act of 1992, expanding the FERC’s authority to mandate
transmission access.9 The FERC began to explore mechanisms for intro-
ducing competition to wholesale generation markets, culminating in the
adoption of Order No. 888 in the mid-1990s, which mandated access to
transmission for wholesale power supply markets.10 The Energy Policy
Act of 1992 and Order No. 888 further encouraged the growth of inde-
pendent power producers and have also led to the proposal of merchant
power plants and transmission lines across the nation.

Meanwhile, throughout the 1990s, many states also began to experi-
ment with retail deregulation. Due to the incentives created by PURPA
and technological innovations, independent power producers began to
proliferate in the industry in the 1980s. As new entrants entered the
industry, the limits of state-maintained price regulation became more
obvious. Cost-of-service regulation may have worked well to align con-
sumer interests when prices were decreasing; however, when costs be-
gan to increase, costumers were no longer a single homogenous interest
group but began to fragment into different interest groups reflecting their
usage patterns and substitute elasticities, primarily industrial, commer-
cial, and residential consumers. In some states that deregulated, such
as California, large industrial customers lobbied heavily for low-cost
power, demanding reforms to the traditional state approach to regu-
lating electricity prices, while residential consumers generally opposed
deregulation.

8 Public Law No. 95-617, 92 Stat. 3117 (1978) (codified as amended at 16 U.S.C. §§ 824 a-1
to a-3, 824 i-k).

9 Public Law No. 102-486 (amending sections 211 and 212 of the Federal Power Act, 16
U.S.C. § 824 j-k).

10 61 Federal Register 21, 540 (1996) [codified at 18 C.F.R. parts 35 and 385 (1997)].
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The practical economic consequence of the state side of deregulation
was exacerbated by the price differentials that emerged across states by
the mid-1990s. Fuel costs began to rise drastically in the 1970s. Over time,
states adopted different mixes of power generation (ranging from hydro
to natural gas, coal, and expensive nuclear plants), and made a range
of commitments to approve the building of plants using different size
and technological assumptions. By the early 1990s, the costs of power
generation differed drastically from state to state, varying from around
$.02 per kilowatt hour to over $.08 per kilowatt hour. As one economist
describes it:

Changes in the economics of power generation have undercut the cost
structure of incumbents to the point where the costs of small-scale entry
into the power generation business are well below the average costs of many
incumbent utilities. The result is a substantial increase in the opportunity
cost of statutory entry barriers and political pressure on regulators to close
the price gap. In high-cost states the magnitude of the price gap suggests
fairly strong incentives for consumers to press for regulatory changes, and
regulatory reforms are the natural result.11

The price gap was not only a differential between new supply entrants and
incumbents. Incumbents often had some ability to purchase power on the
wholesale market at a fraction of the cost of generating their own on-
system power, but the incumbent was frequently locked into long-term
contracts or, even if it was not, faced little incentive to procure power
at a more competitive cost because it owned its own generation facilities
and stood to benefit by expanding its own generation rather than opening
transmission to new entrants. Price gaps and cost differentials also worked
to change the incentives for stakeholders in the existing natural monopoly
scheme of price regulation.

New entrants certainly had an impact on the unraveling of the utility
consensus, but their power in the reform process was bolstered by the
decline of the homogenous public utility firm, which typically operated
in a single state jurisdiction. By 1990, even the incumbent utility firms in
the industry were no longer homogenous. Due to mergers in the industry,
many utilities operated in multiple states. Although some operated their
own systems to allow generation to act as a substitute for transmission,
others possessed excess transmission capacity and relied on off-system
generation procured through wholesale market transactions. The former
generally opposed competitive reforms, whereas the later embraced them.

11 White, 1996: 230.
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Utilities increasingly merged to bolster their efficiency and market posi-
tion, including their control over transmission. The historical approach
of a firm limiting its operations to a single state regulator’s jurisdiction
was no longer the norm. State-led deregulation was not a unified move-
ment across the United States. States experiencing excessive price and
cost gaps (along with a large industrial and commercial rate base) dereg-
ulated quickly, but other states adhered to the old framework of price
regulation. Against this backdrop, wholesale markets (regulated at the
federal level) were increasingly deregulated at the federal level due to
similar cost differential pressures bolstered by the political lobby of re-
cently deregulated states. By the late 1990s, a complex range of regulatory
solutions across states created much uncertainty regarding the ultimate
regulatory approach. However, one thing was certain: State and local gov-
ernments retained jurisdiction over the siting of both power plants and
transmission lines, but apart from this the glue that created stability in the
industry for much of the twentieth century no longer held.

Together, new entrants without service obligations (e.g., independent
power plants, merchant facilities), large industrial customers demanding
lower-cost power, and utilities possessing excess transmission capacity
forged an informal alliance favoring reforms to the industry. A large
focus of this effort involved looking to federal regulators for a consis-
tent national policy that would overcome the equilibrium of the state-
centered natural monopoly model and stabilize the disequilibrium of het-
erogeneous regulatory approaches between states. Apart from isolated
incumbent utilities, only residential consumers and environmental inter-
est groups, both of whom benefited from the taxation allowed by the old
locally run system, continued to prefer the traditional approach.12 This
newly aligned set of interests led to demand for many new regulatory
approaches, including the possibility of a new system of federal regula-
tion. At the same time, firms that had begun to rely on state-by-state
negotiated contracts would not support federal price regulation; in some
regions, new interest group alliances – including utilities, industrial cus-
tomers, and new entrants – were forged to favor restructuring. In other
areas, isolated utilities that owned transmission facilities steadfastly re-
sisted change. “Deregulation” was co-opted by the reform coalition as a

12 Even then, the local-based approach was seen as having limited utility, mostly as a tool for
financing other regulatory requirements or for forming local-based grass roots consumer
or environmental coalitions. Environmental groups, for instance, were among the first to
recognize that national mandates were necessary to overcome state and local barriers to
environmental regulation.
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nonthreatening way to package these restructuring efforts, many of which
(contrary to the decentralized ideals of deregulation) involved increased
federal authority over the industry. Yet, at best, the reform coalition fa-
voring deregulation of electric power was a loose one. It has had mod-
est success in influencing the FERC (which had signed on to most of
its agenda by the mid-1990s), but has failed to garner sufficient support
for clear congressional action on important deregulation issues, such as
whether the FERC has the authority to mandate expansion of power
transmission networks. Thus, imperfect as localism may be, state and lo-
cal regulation remain an essential component of the process in which
competitive markets are being implemented in the United States (see
Chapters 7 and 8).

Deregulation also led to substantial changes in the firm and industry-
wide structure of the electric power industry. The traditional utility was a
vertically integrated natural monopoly, typically legally sanctioned to op-
erate as a monopolist within a geographically defined service territory. Be-
ginning with technological innovation in the 1980s and continuing through
the 1990s, however, generation sector of the electric power industry in-
creasingly came to be recognized as structurally competitive (Joskow &
Schmalensee, 1983). Today, it is no longer considered economically effi-
cient for a single firm to provide power generation, but most markets can
efficiently sustain two or more firms generating electric power. In more
recent years, the generation sector of the industry has grown remarkably
and is currently seen as competitive in nature. New firms, such as inde-
pendent power producers and merchant plants compete aggressively with
incumbent utilities in many markets. Rate regulation of generation has
largely been abandoned in wholesale power markets (regulated at the
national level), and many states have also begun to deregulate the prices
of retail generation. Although prices have largely been deregulated in the
United States, many states continue to actively regulate the environmen-
tal aspects of locating, or siting, power generation, and emissions remain
heavily regulated at the federal and state levels. In larger power markets
in the United States, there may be dozens of options for purchasing elec-
tric power. Small consumers may not have these options, to the extent a
state has not deregulated its retail markets, but utilities have them and
they are increasingly available to large industrial customers as well.

In contrast – and presenting a particular challenge for regulatory
law – the transmission and distribution sectors of the industry continue to
be seen as natural monopolies. Previously, transmission and distribution
were often (but not always) provided by the same, vertically integrated
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firm, but today they are more frequently disentangled. A local distribution
utility often provides the service to the end use retail customer, whereas
transmission is frequently provided by a larger, multistate utility. Both
transmission and distribution continue to be heavily regulated. Although
there is some jurisdictional overlap, transmission prices are most exten-
sively regulated by the federal government, through the FERC, whereas
distribution prices are regulated most extensively by the states. Transmis-
sion and distribution remain to be considered classic network infrastruc-
ture networks, physical access to which will be essential for competition
to thrive. The FERC may regulate many transmission access and pricing
issues, but much of transmission (including whether to build and where
to locate it) – and nearly all issues regarding power distribution – remain
entirely within the jurisdictional realm of state and local regulators.

Given this multijurisdictional landscape, in assessing the bargaining
conditions for public governance issues, it is important to make explicit
the horizontal and vertical axes along which regulators operate. The hori-
zontal axis of regulation describes regulation by the same jurisdictional
level of government, such as state regulators. An incomplete bargaining
situation may exist at the horizontal level to the extent that states fail,
implicitly or explicitly, to adopt a coordinated norm to overcome jurisdic-
tional conflicts. Along the vertical axis of regulation, incompleteness may
also exist. For example, incompleteness may exist to the extent that there
are gaps between federal and state regulators. Further, jurisdictional over-
laps between federal and state regulators may create bargaining problems,
where each jurisdiction may attempt to exercise its regulatory authority,
thus leading to a conflict in which regulation imposes spillover costs on
another regulator. Jurisdictional overlaps may also create a potential free-
rider problem: If each regulator expects the other to take the initiative in
addressing difficult and complex regulatory problems, an equilibrium in
which neither regulator chooses to act may ensue.

In the United States, jurisdictional tensions between federal and state
regulation have been brought to the fore by deregulation of industries
such as electric power and telecommunications. In the context of elec-
tric power, federal regulators have unabashedly embraced a deregula-
tory policy – even with respect to power transmission, despite its network
characteristics. States such as California have sometimes embraced dereg-
ulatory policies, but today the approach of states (which have substantial
jurisdiction over retail transactions) is probably best described as a patch-
work of different solutions. Some states have deregulated electricity, al-
lowing every customer a choice of provider; some states have partially
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deregulated, allowing some customers choices; and other states have ar-
dently opposed deregulation. Previously, this tension between federal and
state regulation (and between individual states) was largely hidden be-
cause firms frequently operated within the jurisdiction of a given state,
and state and federal regulatory policies were consistent.

This partially “deregulated” structure has invited the need for new
market participants to play a role in coordinating the balance between
supply and demand. In addition to the enormous across-the-board growth
in the power generation sector, at the wholesale level, where markets are
most pervasive, brokers and marketers have played an active role for
some time. In the states, brokers and marketers may also play an impor-
tant role, depending on the degree of retail deregulation. The jurisdic-
tional difficulties surrounding deregulation have also given rise to many
interstate associations – some commercial, such as multistate transmis-
sion utilities, whereas others are more public in nature, such as regional
transmission organizations that coordinate interstate transmission service
between firms.

III. CASTING A NEW SHADOW FOR REGULATORY LAW

With the institutional instability produced by deregulation, regulatory
law confronts many new challenges. Although the old regulatory order of
natural monopoly regulation allowed coordinated, voluntary solutions to
latent conflicts between firms and governmental bodies, largely in the con-
text of adjudication, deregulation ironically presents a new demand for
public law solutions to some conflicts. Most of these public law solutions
will not involve agency adjudication. With deregulation and other legal
transitions, coordination norms between individual firms and the regula-
tor do not already exist, so the transaction costs of coordinated solutions
to conflict will be higher. Given higher transaction costs, deregulation in-
creases the likelihood of regulatory incompleteness. Demand for public
law to mediate between stakeholders and governmental bodies is greater.
The shadow of public law, once faint, now looms more significantly over
government relations bargaining.

Cost-of-service regulation provided a certain amount of stability for
the relatively monolithic utility. Its rate-making process facilitated a
higher degree of convergence between the preferences of the regulated
firm and the regulator than will exist in the formulation of regulatory so-
lutions in deregulated markets. To the extent that preferences failed to
converge in the setting of a firm’s rates, the firm could hold out for the
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promise of favorable regulatory treatment in a later rate proceeding. If,
with the passage of time, a firm was substantially undercompensated for
its expenses, the rate-making process provided opportunities for adjust-
ments in the form of retroactive rate increases or rebates.

As competition policies have evolved since the late 1970s, regulators
have increasingly focused their attention on network access issues – a
range of issues that can only be resolved at the national level. Physical
networks, such as electric power transmission and distribution, serve as a
downstream market “bottleneck” for competitive electric power supply.
Physical and economic access to such bottlenecks are necessary for sup-
pliers to reach their customers and for competition in upstream markets
to thrive. Thus, with deregulation, regulators have increasingly focused
their attention on the rules for network access, on regulating access to
an input, rather than on regulating prices or an output (Spulber & Yoo,
2003). Antitrust law principles, such as the essential facilities doctrine, can
play an important role in regulating input access. Because industries such
as electric power and telecommunications have not abdicated ex ante
regulatory enforcement by agencies, the balance between judicially en-
forced antitrust doctrine and regulatory standards enforced by agencies
remains a topic of much contention, but one that a government relations
bargaining perspective can help to clarify (see Chapter 6 and Chapter 7).

As these shifts in the substantive approach to regulation have occured,
deregulation has also brought about substantial change in the micropol-
itics of the regulatory process. One major development is the loss of the
self-correcting regulatory apparatus of rate making. To the extent the
rate-making process corrected for regulatory mistakes, hence allowing
for the convergence of preferences over time, the shift to regulating net-
work access does not provide the same opportunities for correction in
the future. Increasingly, regulators set general terms for network access
through generally applicable rules, not in iterated individualized cases.
Thus, the firm has much more at stake in the establishment of standards
by rule than it did in the setting of rates in individualized cases. Under
such circumstances, it is more likely that firms will approach the regu-
latory process with strongly held preferences that diverge from those of
the regulator. At best, the repeat player effect is substantially weakened.
Thus, the incompleteness of regulation in a deregulatory era may be more
likely to produce ex post mistakes than it did in a regulatory environment.

Another development that increases the complexity of the regulatory
process is the proliferation in the number and diversity of new entrants in
competitive markets. Under rate regulation, for instance, state regulators
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considered the cost of service for a handful of investor-owned utilities
operating within their jurisdiction. Each utility was relatively similar in
its structure – vertically integrated – and faced similar operational and
economic issues. Competition will lead to decreases in market power, but
also has implications for power in the regulatory process. With the intro-
duction of competition, the concentration of political power among the
traditional suppliers has become diffuse. The monolithic investor-owned
utility is no longer the prototypical stakeholder bargaining with the reg-
ulator. Instead, regulators face a larger number of stakeholders – dozens
rather than a handful – with greater diversity. In the electric power context,
for example, firms including generation suppliers, transmission utilities,
local distribution companies, merchant plant companies, and marketers
and brokers have actively participated in the regulatory process in states
such as California. Nor are consumer groups a single homogenous inter-
est group because residential and industrial consumers no longer always
see eye-to-eye on utility pricing.

The implication of this is to greatly enhance the complexity of con-
ditions surrounding the regulatory bargaining process. With the prolif-
eration of new entrants, it is more difficult for an agency regulator to
predict the repeat players in the regulatory process. A more diverse pool
of private stakeholders will frequently (but certainly not always) provide
a check on extreme preferences because participants in the regulatory
process criticize or refute positions taken by others. Arguably, technical
expertise on the part of the regulator will be less valuable because reg-
ulators will increasingly be called on to broker political compromises;
certainly, it will be more complex for the regulator to possess expertise
encompassing the entire range of issues stakeholders will raise. Hence,
legislative bargains will be preferred over adjudicative ones, but the leg-
islative bargaining process is a less orderly, often less visible, and less
predictable process than many firms in regulated industries have come to
expect.

To borrow a term from the sociology of networks (Watts, 2003), from
the perspective of both the private and public governance sides of the
bargain, the “small world assumption” is less likely to hold in a deregula-
tory world. Under what network sociologists refer to as the small world
assumption, actors are able to understand the consequences of their ac-
tions and to assign probabilities to each state of nature (Savage, 1972;
Watts, 2003). Much of this literature emphasizes the communication net-
work between agents (and there is no necessary affinity between a small
number of bargaining agents and the number of communication nodes),
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but there is also some similarity to small world conditions and the idealized
bargaining conditions of low transaction costs and perfect information.
When bargaining occurs in complex situations with multiple parties whose
rationality is bounded, the small world assumption is more questionable.
As W. Bentley Macleod has argued, in situations in which the small world
assumption does not hold, complete contracts may be even more difficult,
if they are not altogether impossible (Macleod, 1996).

Although the historical role of regulators can be understood through
a bargaining lens, in a deregulatory environment, transaction costs or
bounded rationality are even more likely to make bargains – in both pri-
vate and public governance spheres – incomplete due to high transaction
costs. In newly constituted sectors of formerly regulated industries, politi-
cal power may be less concentrated and monolithic, but powerful interest
groups may still have an influence on the process leading to deregulation
and its implementation, leading to problems that will increasingly demand
the attention of lawyers and courts. A government relations bargaining
account thus presents a new and exciting challenge for public law in a
deregulatory era. It is not a challenge that legal scholars or courts have
fully confronted.
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4

Refin(anc)ing Retail Service Obligations for the
Competitive Environment

The traditional natural monopoly paradigm may have viewed electricity
itself as a public good. In a competitive market, however, certain pub-
lic goods previously associated with electric power will not necessarily be
provided on their own. A challenge for deregulated markets is to evaluate
how these public goods will continue to be offered within a competitive
market. This chapter uses a bargaining perspective to address the provi-
sion of an important public good – universal access to retail power – in
deregulated electric power markets.1

Universal service obligations can be implemented in a deregulatory
environment, notwithstanding the elevation of private interests over pub-
lic welfare in the everyday working of deregulated markets. Along these
lines, a government relations bargaining framework raises two new con-
cerns for provision of this public good. First, it advises against the im-
position of across-the-board ex ante service obligations, favoring instead
cautiously adopted and narrowly tailored service mandates for deregu-
lated markets. Second, to the extent that service obligations are not effi-
ciency promoting, the government relations bargaining approach makes
trade-offs between efficiency and other goals more explicit in the politi-
cal process. In this sense, a government relations bargaining approach is
more attentive to political accountability than previous accounts of public
good provision in the industry.

During the twentieth century, the privately owned electric utility was
allowed to operate as a monopolist, but it also had certain responsibilities:

1 Later chapters return to the more difficult issue of reliability in wholesale power supply
markets. This issue is far more complex than retail service obligations to the extent it de-
pends on transmission capacity issues that require solutions to other regulatory problems,
such as jurisdiction of national and local regulators.

71
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It submitted to price regulation and assumed obligations to extend service
to all customers within its geographic service territory and to continue pro-
viding service, once service had commenced (Haar & Fessler, 1986).With
the advent of deregulation, it is assumed that markets will largely dis-
place price regulation, but little discussion focuses on the implications of
deregulation for utility service obligations in the electricity industry. To-
day, electric utilities’ extraordinary service obligations – often collectively
referred to as the “duty to serve” – face their largest challenge ever.

The potential conflict between universal service and retail competi-
tion in electricity bears analogy to a tension in other industries, such as
natural gas and telecommunications. In the natural gas industry, dereg-
ulated by the FERC in 1992,2 local gas distribution companies have be-
gun to offer many customers retail choice in many states (Costello &
Lemon, 1996; Hall & Pierce, 1997). In New York, the natural gas indus-
try’s more recent introduction of retail competition is alleged to adversely
affect the quality of gas service essential to many New Yorkers for heat-
ing, leading to a legal challenge against the state by consumer advocates
(Norlander, 1998).3 Although competitive reforms to the electric power
industry lag behind the natural gas and telecommunication industries, as
electricity is deregulated, particularly at the retail level, similar problems
can be expected to arise. Many reformers look askance at the duty to serve
in competitive retail utility service markets (Bouknight & Raskin, 1987;
Norton & Spivak, 1985; Pace, 1987), often pointing to conflict between
retail competition in electricity and the duty to serve.4

2 See Pipeline Service Obligations and Revisions to Regulations Governing Self-
Implementing Transportation and Regulation of Natural Gas Pipelines After Partial Well-
head Decontrol, 57 Federal Register 13,267 (1992), order on reh’g, 57 Federal Register
36,128 (1992), order on reh’g, 57 Federal Register 57,911 (1992), reversed and remanded,
United Distribution Companies v. FERC, 88 F.3d 1105 (D.C. Cir. 1996), order on remand,
78 F.E.R.C. (CCH) ¶ 61, 186 (1997). Order No. 636 is codified at 18 C.F.R. Part 284
(1997).

3 The case, brought by consumer taxpayers and a consumer advocate nonprofit group al-
leging illegal expenditure of public funds under the state finance law, was dismissed for
lack of standing. See Public Utility Law Project of New York, Inc. v. New York State Public
Service Commission, 681 N.Y.S.2d 396 (App. Div. 3d Dep. 1998).

4 There is little, if any, disagreement that retail wheeling is incompatible with an obligation
to serve. A utility cannot be obligated to meet the energy needs of potential customers
within its service territory without some guarantee of recovering the costs associated with
that obligation. To do otherwise would clearly result in economic inefficiencies. It would
also lead to further inequities because the costs and risks of meeting a standing obligation
would be borne either by the utility’s remaining customers or its stockholders (Lesser &
Ainspan, 1994).
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Can vigorous retail competition of the type public utility deregulation
envisions coexist with extraordinary obligations to serve customers in in-
dustries such as electric power? If so, at what costs? Who will bear these
costs? These questions are central to the law and economics of networks,
of paramount importance as regulators and courts implement competi-
tion in traditional public utility industries, including electricity, where the
natural monopoly model is being abandoned or reformed. Application
of extraordinary service obligations to electric distribution companies in
a competitive retail framework can coexist with improved efficiency in
retail power markets. At the same time, the abandonment of the natu-
ral monopoly framework challenges regulators to narrowly tailor service
obligations, to articulate new rationales for service obligations, and to de-
vise new ways of paying for them. A tax on power distribution is probably
the most efficient way to pay for universal service in a deregulated power
market, but universal service could be approached through a voucher sys-
tem for low-income customers rather than an across-the-board ex ante
service mandate for firms in deregulated industries.

I. RETAIL WHEELING AND UNIVERSAL SERVICE
IN ELECTRICITY

The dawn of competition in electricity raises a tension for the common
law duty to serve, historically protected by natural monopoly regulation
(see Chapter 2). Traditional economic efficiency arguments in favor of
imposing extraordinary service obligations must be reassessed in light of
structural modifications to the industry. As regulators move away from
the natural monopoly paradigm (see Chapter 3), the retail duty to serve
faces a threat that was largely foreign to its twentieth-century existence.

It is tempting for regulators addressing the obligations of firms in elec-
tric power markets to look to other markets in which they have experience.
In telecommunications, for instance, universal service is widely accepted
as consistent with retail competition. However, one of the primary net-
work efficiency rationales for universal service in telecommunications is
inapplicable to physical energy network markets, such as electricity and
natural gas. To the extent extraordinary service obligations continue for
electricity and natural gas in the same manner they have been since the
early 1900s, regulators need to articulate alternative economic efficiency
justifications. Alternatively, they will need to explicitly embrace goals out-
side economic efficiency, such as fairness, in support of maintaining this
public good in a competitive environment.
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A. The Tension Presented by Retail Markets

Wholesale transmission access and competition among wholesale suppli-
ers has not posed any immediate threat to the public utility retail duty
to serve,5 but the introduction of retail competition requires some re-
assessment of the intellectual foundations for, and practical application of,
traditional retail service obligations. The California Public Utility Com-
mission’s first order leading to the adoption of retail choice legislation
acknowledged the need for consideration of this issue as customers begin
to shop for power:

To allow eligible customers to choose without restriction between the
regulated price for a bundled utility service and the price offered by the
generation services market may severely reduce the utility’s ability to plan
for, and reliably serve, its remaining customers. Absent modifications to the
compact’s traditional duty to service, consumers may make choices about
electric services which they find economically attractive, but which are un-
desirable with respect to the broader goal of allocating society’s resources
efficiently.6

The possibility of such uneconomic bypass – bypass that might work to
lower costs for a single shopping customer, while raising average costs
for other customers7 – necessitates consideration of the costs of the tradi-
tional duty to serve. Moreover, a system that allows power suppliers and
customers to choose to deal with each other, especially if left unregulated,
may allow suppliers or distributors to elect never to serve certain classes
of customers, such as low-income residents, or to cease service however
they want, consistent with retail power sales agreements.

Of course, perceived conflicts between vigorous retail competition
and the public good of customer access can be avoided to the extent

5 Since the FERC’s Order No. 888, wholesale access and supply competition occur under
the FERC’s open access policies, which require a transmission utility to offer transmission
service to customers and suppliers at terms and conditions comparable to the service
it offers its own power supply. See Promoting Wholesale Competition Through Open
Access Non-Discriminatory Transmission Services by Public Utilities and Transmitting
Utilities, 61 Federal Register 21,539 (May 10, 1996) [codified at 18 C.F.R. Parts 35 &
385 (1997)]. In the past, competition at the wholesale level may have had potentially
adverse impacts on service obligations. Bouknight and Raskin (1987) note “to the extent
that existing obligations are inconsistent with a system of free and fair competition the
Congress and the FERC must address the issue” (239).

6 Re Proposed Policies Governing Restructuring of California’s Electric Services Industry
and Reforming Regulation, 151 P.U.R.4th 73, 92 (Cal. Pub. Util. Comm’n 1994).

7 Uneconomic bypass has been defined as bypass that reduces costs to one customer but
increases overall average network costs, thus creating costs for other customers (MacAvoy,
Spulber, & Stangle, 1989).
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that one of these seemingly incompatible goals is simply abandoned. Un-
less the movement toward retail competition in traditional public utility
industries ceases, one option in the face of the tension between retail com-
petition and common law service obligations is to abandon the duty to
serve for competitive markets, treating traditional utility services as any
other service in a competitive market. After all, as retail markets open up,
it will be increasingly possible for suppliers and distributors to provide a
variety of service qualities to end users. Without a duty to serve, utility
markets might operate much like other deregulated markets, such as oil,
trucking, and banking, which rely on contractual obligations and general
consumer protection laws to ensure service delivery. For example, if an
electricity supplier refuses service to a customer the customer must find
alternative suppliers, and competition in power generation will likely pro-
vide customers a range of power supply qualities.8 If a power distributor
(known as a “DisCo”) refuses to extend or discontinue service to a cus-
tomer because it is not profitable, the customer may also attempt to find
alternatives. For example, large, heavy load customers of electricity may
find alternatives, such as self-generation or wheeling around the DisCo,
to be cost feasible. Markets flourish with bilateral relationships, while the
duty to serve imposes a unilateral obligation on the incumbent utility.
Customers already have a variety of safeguards, including credit financ-
ing and consumer protection statutes, such as the Uniform Commercial
Code.9

8 Some suggest that traditional rate regulation has had an adverse effect on the average qual-
ity of service. Carron and MacAvoy (1981) chronicle a decline in service quality through-
out the 1970s. Notably, in England, which deregulated its electricity industry through
privatization in 1991, service disconnections fell by 95 percent over the first few years
of deregulation (Costello & Graniere, 1997). Any decline in service quality associated
with rate regulation is closely related to the Averch-Johnson effect, as well as the trade-
offs between expanding transmission and expanding generation made by the traditional
vertically integrated firm (see Chapter 3).

9 For example, express and implied warranty protections appear in both state and federal
law. See U.C.C. § 2–313 (express warranty); § 2–314 (implied warranty of merchantability);
§ 2–315 (implied warranty of fitness for particular purpose); § 2–318 (extension of war-
ranties to third-party beneficiaries expected to use goods); see also 15 U.S.C. §§ 2301–2312
(Magnuson-Moss Warranty Act, regulating explicit and implied warranties). In addition,
federal law prohibits “unfair methods of competition and unfair or deceptive acts or
practices in or affecting commerce” [15 U.S.C. § 45(a)]. All states have similar statutes
protecting against unfair trade acts. The federal Equal Credit Opportunity Act, 15 U.S.C.
§ 1691–1691e, and the Fair Credit Reporting Act, 15 U.S.C. § 1681, establish minimum
standards that prevent discrimination in the granting of credit and consumer safeguards.
See also 15 U.S.C. ch. 41 (Consumer Credit Protection Act); 15 U.S.C. §§ 1692–1692o (Fair
Credit Debt Collection Act); 15 U.S.C. § 1637 (Fair Credit Billing Act). State regulation
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However, although it is a challenge, it is not an impossible task for
regulators to establish public goods such as extraordinary service obli-
gations for competitive retail industries. Many sectors of the financial,
insurance, and health industries have experience with implementing uni-
versal service pursuant to national policy through various sorts of assigned
risk pools. For example, the Community Reinvestment Act of 1977 man-
dates that banks are required to serve the “convenience and needs” of
their local communities for deposit and credit services.10 The property in-
surance industry has developed Fair Access to Insurance Requirements
(FAIR) plans.11 In the health care industry, the obligation of hospitals
to serve the indigent is explicitly made a condition in the awarding of
federal construction grants.12 Nonprofit health care providers take on an
obligation to provide indigent health care, in part as a condition to the
grant of certain governmental benefits, such as federal, state, or local tax
benefits (Simpson & Strum, 1991). It is questionable how successful these
approaches to promoting universal service have been, but their existence
suggests that the duty to serve can coexist with retail competition if we
are willing to bear the costs. Notably, in each of these cases, service obli-
gations are typically imposed pursuant to national, as opposed to state,
legislation.

B. The Limits of the Telecommunications Analogy

The public good of extraordinary service obligations has found an ef-
ficiency explanation that may be compatible with competitive markets

of finance charges, credit terms, and the federal Truth in Lending Act (TILA), 15 U.S.C.
§ 1602(f), have historically not applied to public utilities because these laws contain a
stricter definition of credit designed to capture transactions in which both parties intend
that payment will be delayed and finance charges imposed as a part of a lengthened
payment schedule. In competitive markets, though, retail electricity suppliers and dis-
tributors may devise payment plans that resemble credit sale transactions or sponsor
open-ended credit plans for the sale of electricity, which could trigger TILA disclosure
and disputed bill procedures.

10 Public Law No. 95-128, 91 Stat. 1147 (codified as amended at 12 U.S.C. §§ 2901–2906).
11 The FAIR plan was created under the Urban Property Protection and Reinsurance Act

of 1968, Public Law No. 90-448, 82 Stat. 555 (codified as amended in scattered sections
of 5, 12, 15, & 42 U.S.C.). For discussion, see generally, Austin (1983).

12 The Hill-Burton Act conditioned the funding of hospital construction on the provision
of uncompensated care to indigent citizens. See 42 U.S.C. § 291. In addition, a federal
law called the Emergency Medical Treatment and Active Labor Act, adopted in 1986,
required Medicare-participating hospitals to examine and treat all emergency room pa-
tients and women in labor. See 42 U.S.C. § 1395dd.
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in the telecommunications context. Extraordinary obligations applicable
to service providers in telecommunications have come to be known as
“universal service,” endorsed by the U.S. Congress in the Telecom Act
of 1996.13 The rationale for universal service in telecommunications is
independent of the natural monopoly rate regulation structure, used to
rationalize service obligations for electric power (see Chapter 2).

In the telecommunications infrastructure context, the predomi-
nant economic rationale for a universal service obligation is that
pervasive access increases network system benefits for all customers
(Lemley & McGowan, 1998). Basically, the idea is that a service obliga-
tion on providers of telecommunications service enhances the value of
network service for all customers to such a degree that customers are
willing to pay a premium to subsidize universal access. The Federal Com-
munications Commission (FCC), in its 1997 universal service order, rec-
ognized this economic rationale:

Universal service support mechanisms that are designed to increase sub-
scribership by keeping rates affordable will benefit everyone in the country,
including those who can afford basic service. At the simplest level, increas-
ing the number of people connected to the telecommunications network
makes the network more valuable to all its users by increasing its usefulness
to them. Increasing subscribership also benefits society in ways unrelated
to the value of the network per se. For example, all of us benefit from the
widespread availability of basic public safety services, such as 911.14

Because the value of telecommunications service increases to customers
with greater degrees of system interconnectivity, universal service is re-
garded as economically valuable by telecommunications firms and cus-
tomers, even those who can afford market-priced services. Put another
way, universal service creates a positive externality, which inures to the
benefit of all customers through pervasive interconnectivity. For example,

13 Telecommunications Act of 1996, § 254, Public Law No. 104-104, 110 Stat. 56 (Feb. 8,
1986) directed the FCC to define “universal service,” consistent with principles in statute.
This provision was the subject of deliberations of a joint federal/state board and FCC rules
issued in 1997. See In re Federal-State Joint Board on Universal Service, FCC Docket No.
96-45 (May 7, 1997). These rules have been clarified in several orders on reconsideration.
See, e.g., In re Federal-State Joint Board on Universal Service, FCC Docket No. 96-45
(Dec. 31, 1997). For criticism of this new statutory provision, see Mueller(1997). Addi-
tional papers and comments regarding universal service are available through the Benton
Foundation website at http://www.benton.org/publibrary/policy/uniserv/home.html.

14 In re Federal-State Joint Bd. on Universal Serv., FCC Docket No. 96-45, slip op. at p. 8,
¶ 8 (May 7, 1997).
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the more pervasive access to the Internet, the more valuable the Internet
is as a communications tool, everything else being equal.15

Although intuitively attractive, this rationale is not without its prob-
lems. First, clearly there is some limit on the amount the average consumer
is willing to pay to subsidize universal service. At some point, the marginal
benefits of enhanced access will not justify the additional cost. For exam-
ple, expansion of a network initially financed by middle-class customers
to include the poor, particular those with whom middle-class customers
rarely interact, will likely provide few benefits of the sort the average
middle-class customer will be willing to pay. The average middle-class
customer who can afford to pay for his or her own access will likely not be
willing to pay a significant premium to enhance access for others unless
there is some cognizable benefit to the network system or to the value of
service. Empirically, it is unclear how much the average consumer is will-
ing to pay to subsidize universal service. Clearly there are some limitations
on the willingness of consumers to pay for system benefits but, without
empirical study, this theory fails to provide a clear criterion for limiting its
extension. For example, taken to its extreme it could require not only sub-
sidization of the network, but also a redistributive tax to pay to provide
computers or other electronic devices to customers who cannot afford
to pay for these. Although such a tax may seem desirable as a matter of
fairness or distributive justice, it is hardly required by economic efficiency.

A second limitation with this rationale for universal service in the
telecommunications context is that it does not factor in network con-
gestion costs and network degradation. If the infrastructure is already in
place to accommodate additional customers at a low incremental cost, the
positive externality rationale provides a powerful rationale for enhancing
access. However, with limited infrastructure, additional participants may
actually cause the value of service for incumbent customers to decline
if congestion ensues or if the quality of service is otherwise adversely
affected. As Amitai Aviram (2003) suggests, networks present a unique
kind of opportunism in their potential for degradation. In the Internet
context, for example, the congestion bottlenecks resulting from mass ac-
cess to system networks are obvious.

Although the argument has its limits, the positive externality ratio-
nale for universal service might explain why some consumers, in an

15 So, too, with the fax machine, an appliance that only became valuable once it was dis-
tributed among multiple persons connected by a network (Kelly, 1997).
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unregulated market, may be willing to pay for cross-subsidization of uni-
versal service in telecommunications. However, it is a tenuous argument,
at best, for supporting a duty to serve in the natural gas and electricity
industries. Under traditional public utility regulation, the consumption of
gas and electricity commodities, unlike communications services, do not
depend on interconnectivity for their value. Additional customers might
make certain secondary markets possible – Circuit City would not exist
if customers did not have circuits16 – and this may stimulate demand for
electricity or natural gas. Moreover, as discussed in Chapter 2, increasing
the number of customers on a network decreases the fixed costs associ-
ated with providing electric or natural gas service, reducing the price each
customer pays in a rate-regulated environment. However, any individual
customer can obtain great value from using electrical or natural gas ap-
pliances in complete isolation. An electrical generator, for example, can
easily power a home or office, as long as adequate fuel is available. Thus,
although some economic benefits to pervasive access can be identified for
these industries, they relate primarily to the costs and supply of network
service, not to its demand value or the amount customers are willing to
pay for universal service. To this extent, the positive externality argument
for universal service is weak when applied to commodities, such as elec-
tricity and natural gas, outside the natural monopoly framework – or, at
least in this context, universal service demands some alternative economic
explanation.

II. THE EFFICIENCY OF A DUTY TO SERVE IN DEREGULATED
ELECTRIC POWER MARKETS

With deregulation of retail electric power markets, reformers are reluctant
to abandon public goods that have historically been provided under nat-
ural monopoly regulation. For example, most states that have attempted
to implement retail competition in power markets acknowledge the po-
tential tension between the common law duty to serve and competitive
retail markets without abandoning either goal. California stated in the
preamble to its 1996 retail wheeling legislation, “[i]t is the further intent
of the Legislature to continue to fund low-income ratepayer assistance
programs, . . . in an unbundled manner . . . ” and maintained 1996-level low

16 Thanks to Larry Garvin for putting it to me this way.
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income and universal service expenditures.17 New Hampshire, which con-
sidered similar legislation, was more explicit:

A restructured electric utility industry should provide adequate safeguards
to assure universal service. Minimum residential service safeguards and
protections should be maintained. Programs and mechanisms that enable
residential customers with low incomes to manage and afford essential elec-
tricity requirements should be included as part of industry restructuring.18

The task of formulating extraordinary service obligations in an era of
retail competition is challenging. It should not, however, preclude con-
sideration of retail competition by states, nor should it necessarily lead
to the abandonment of public goods such as extraordinary service obli-
gations. As Chapter 2 suggests, under cost-of-service regulation, many of
these obligations were voluntarily assumed by utility firms, even without
explicit regulatory mandates. The introduction of retail competition in
some states may help to mobilize support for the legal enhancement of
consumer protection obligations, perhaps from fear of the abuses markets
may yield, and to make such protections more explicit in state law.19

Although the rationales applicable to the telecommunications indus-
try are inapposite in competitive electricity markets, there are some plau-
sible economic efficiency rationales supporting continuation of the duty
to service in competitive retail power markets. Some understanding of a
competitive electric power market’s operational framework is a necessary
predicate to understanding how extraordinary service obligations might
apply in this context. The local distribution utility (or “DisCo”) is often
believed to remain a natural monopolist. In contrast, activities such as
generation, power supply, marketing, and brokering are now regarded as
competitive industries (Fox-Penner, 1997).

Because deregulation of the electricity industry acknowledges differ-
ent market characteristics for these various firms, the traditional approach
to implementing service obligations requires some reassessment. Equal

17 Cal. A.B. No. 1890 (signed Sept. 23, 1996), at § 1(d).
18 N.H. State Code § 374-F:3 VI.
19 In Ohio, for example, the consideration of retail competition has mobilized consumer

protection interests, leading to the proposal of minimum electricity service standards
for the first time in the state’s history. Ohio Regs Set Service Standards, Electricity
Daily, Feb. 9, 1998; Alan Johnson, State Board Sets Service Standards for Ohio’s Electric
Companies, Columbus Dispatch, Feb. 6, 1998, at 4E. Illinois’ restructuring legislation
also contains new low-income customer assistance charges. Cam Simpson, Thousands
Without Heat in Area, Chicago Sun-Times, Dec. 9, 1997, at 1.
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application of an ex ante service obligation to every institutional actor pro-
viding electric utility services in competitive retail markets can pose sig-
nificant economic costs and may thwart the development of retail power
markets. In particular, from an efficiency perspective, proposals endorsed
by many consumer advocates that suppliers or marketers assume extraor-
dinary service obligations (Alexander, 1996; Colton, 1997) are specious
because this aspect of the industry no longer exhibits natural monopoly
characteristics. However, this does not mean that service obligations are
without any economic efficiency basis or that they cannot survive in dereg-
ulated markets. At a minimum, current state retail wheeling plans require
that the power distribution sector of the industry assume some extraordi-
nary service obligation. There is little agreement among the states about
whether the various market institutions interacting with the DisCo in re-
tail markets should also bear extraordinary service obligations. Extraor-
dinary service obligations can facilitate access to power supply without
undermining efficiency gains, but regulators need to carefully assess the
limits of service obligations in competitive markets.

For small load customers such as residential customers, small business
and single location offices, power distribution remains a monopoly ser-
vice under most state restructuring plans. Put another way, a single utility
(the DisCo) continues to provide distribution to power supply for the
large bulk of power customers. For most smaller customers who do not
have access to capital financing markets or own rights of way to build
distribution lines, it is cost prohibitive to duplicate distribution lines as
long as the incumbent DisCo itself owns the facilities.20 Thus, even in
competitive retail markets, DisCos initially remain monopolies for small
residential and commercial customers, at least with respect to the hori-
zontal distribution market.21 Following California’s approach, until now,
every state retail wheeling plan has treated power distribution in this
manner by defining a de jure monopoly for distribution, subject to fairly
traditional regulation, effectively defining a new regulatory compact for
power distribution.

Further, to date, every state that has seriously considered moving to
retail competition in the sale of electricity has determined that a “basic

20 As Vernon Smith (1993) argued, however, joint ventures may work to solve this problem.
21 Fox-Penner (1997) cites recent reports by the FERC and the U.S. Office of Technology

Assessment, as well as the conclusions of Joskow and Schmalensee (1983). However, not
everyone agrees (Smith, 1993).
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service” option must be provided by the DisCo to those who do not
choose an alternative supplier for electricity, are refused service by a re-
tail supplier, or have been disconnected.22 The DisCo is effectively the
supplier of last resort.23 In some states, basic service will be regulated at
a rate established to be less than the rates immediately prior to compe-
tition, thus minimizing the impact of stranded costs on small residential
customers.24

For example, according to Vermont’s retail competition restructuring
order, “exclusive franchises for distribution” remain necessary. The DisCo
“will retain its obligation to plan, build, and operate its local distribution
system in a manner that ensures safe and reliable service to customers.”25

Vermont defines the basic service offer as “[s]ervice offered to customers
by the distribution company but provided by a retail service provider
through contract.” This service “may be priced either to float with the
spot market or fixed on a longer term basis.”26 After the transition to
retail competition, this offer, which is limited to franchised customers of
DisCos, “will be made available over a contracted period” and “through
a retail service provider.”27

Because retail competition envisions the fragmentation of utility ser-
vice into different markets, from generation to transmission to distri-
bution, the implications of continuing the duty to serve will need to be
assessed in the context of each market. Given power distribution’s de jure
monopoly status under state retail wheeling plans, with little or no analy-
sis most state regulators look initially to the DisCo as the primary bearer
of the traditional duty to serve. However, given the inapplicability of the
traditional rate regulation framework for understanding service obliga-
tions in the competitive market structure, coupled with the mobilization
of interests likely to support imposition of new service obligations, the

22 Basic service or the standard offer is independent of a “safety net” provided in many
states for low-income customers. Unlike the safety net, basic service or the standard
offer is designed to provide stable electricity service without major price fluctuations,
while providing sufficient education about the available options and benefits of retail
competition in electricity to stimulate consumer choice and interest. This approach to
ensuring service access is similar to the minimum standard of coverage recommended in
health care reform (Rockefeller, 1991).

23 A similar model is emerging in the natural gas industry (Merrill, 1999).
24 See, e.g., R.I. Gen Laws ch. 316, § 39-1-27.2(d) & (f); Re Electric Utility Industry Re-

structuring, Maine Pub. Util. Comm’n, Docket No. 95–462, July 19, 1996.
25 Re Restructuring of the Electric Utility Industry in Vermont, 174 P.U.R.4th 409, 434

(Vt. Pub. Serv. Bd. 1996).
26 Id. at 488.
27 Id. at 427.
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efficiency rationales for continuing to impose an extraordinary service
obligation on the incumbent utility require reassessment. To the extent
regulators can articulate only tentative justifications for service obliga-
tions within the contractual framework, explicit taxes coupled with vouch-
ers for low-income service may be the best route to proceed with updating
the duty to serve for a post natural monopoly era.

Consider, first, the economic rationales for imposing service extension
obligations. Because the DisCo maintains a horizontal monopoly with re-
spect to rights of way and essential network facilities, most customers will
continue to have a need for access to distribution from it. At the same
time, the DisCo will be in a better position than suppliers or others to
spread the costs of service extension, minimizing the economic impact
of the distribution network on customers, particularly the poor. Society’s
utility in the aggregate will be higher if resources are expended toward
universal service than in maximizing the revenues of the DisCo; conceptu-
ally, this poses an aggregation problem that would be difficult to measure,
but the disutility of service discontinuation to at least some consumers will
exceed the total utility of a lower DisCo rate for all customers. So even in
a competitive retail market, although it is probably impossible to quan-
tify empirically, it seems that economic efficiency rationales for requiring
the DisCo to extend its distribution network to at least some customers
will continue in some circumstances. It should be noted, though, that in a
deregulated environment where power supply is competitive the access
and cost-spreading rationales for the extension obligation apply to dis-
tribution service only, not to competitively provided power supply. Put
another way, despite an economic rationale for requiring the DisCo to as-
sume some distribution service extension obligation, economic analysis
does not require the DisCo to also provide power supply. Thus, without
further exploration of the structure of retail power markets, there does
not appear to be a strong economic rationale for requiring the DisCo to
build generation facilities or procure power supply to serve customers.
Nevertheless, to the extent regulators decide to impose basic service obli-
gations on some institutional actor in competitive power markets, for at
least some customers the DisCo may also be in the best position to spread
the costs associated with basic service.

With respect to service continuation, the second obligation of the tra-
ditional duty to serve, the economic efficiency rationales behind the obli-
gation also require some reassessment. One of the primary economic
efficiency rationales for imposing extraordinary service continuation obli-
gations relates to the utility’s status as the superior risk bearer vis-à-vis
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the customer (discussed in Chapter 2).28 In deregulated power markets,
however, the long-term contract analogy that undergirds application of
superior risk bearer analysis to the regulatory compact loses much of its
relevance because customers themselves may select power suppliers on
a month-to-month basis.

Further, in a competitive retail market, the same rationales cannot jus-
tify imposition of an obligation on a private firm to provide full service at a
price below total costs, as often applied under rate regulation. There may
be some continuing advantage to avoiding power shut off to the extent
that a customer is able to pay the variable portion of the costs associated
with the supply and distribution of power, as routinely occurred with
rate regulation (see Chapter 2). This cost-sharing advantage, however,
is significantly reduced in a competitive market where power suppliers
face alternative customers for their capacity; it may apply to distribution
service, which retains natural monopoly characteristics; however, absent
excess capacity committed to DisCo customers, this rationale for a service
obligation would not apply to competitive power supply.

Despite these structural and regulatory differences between a compet-
itive market and the traditional regulated industry, efficiency arguments
might support imposition of some service continuation obligation on the
DisCo or other suppliers in a competitive environment. With respect to
service discontinuation, the physics of power flow may require the DisCo
to bear some responsibility, especially if its grid has not been modernized.
Once power is supplied to a distribution grid without computerized cus-
tomer metering, the DisCo is automatically the supplier of last resort to
the retail customer; the customer will continue to receive power until it
is physically disconnected by the DisCo. So in certain areas, technology
may necessitate some DisCo service continuation obligation in order to
ensure system stability.

Yet another rationale for imposition of a service continuation obliga-
tion is that retail power markets may yield poor information for market
actors, precluding consumers or others from enjoying the full benefits of
deregulated markets. Assuming customers have good information about
power supply options and the terms of power supply sales contracts, vis-
à-vis the DisCo, the customer will be the superior bearer of the risks of
service shut-off. The customer can purchase supply plans that provide for
early warning or, if necessary, insurance to cover the risks of property or

28 Of course, to the extent that utility risk bearing is desirable, a cost-spreading rationale
also applies.
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other damage due to a loss of power. Many customers, though, may not
have adequate information about power supply markets to react to the
risks of shut-off, particularly where shut-off is due to technological failure
or emergencies. In addition, in competitive power markets, consumers are
unlikely immediately to possess the knowledge or experience to react to
this information when some reaction, such as the purchasing of power
insurance or backup supply options, is in order. Poor information or con-
sumer discounting of risks may require the DisCo or a supplier to assume
some service continuation obligation, even in a competitive power sup-
ply market. This is especially true as these markets initially evolve and as
regulators embark on the task of educating consumers.

Further, given that a welfare system already exists in our market econ-
omy, the imposition of service continuation obligations in a competitive
power supply market might work to mitigate the incentives the welfare
system produces for taking excessive credit risks. As competitive power
markets evolve, consumers are likely to be offered credit financing plans
for electricity akin to many of the financing plans available for other pur-
chases, such as purchase of an automobile. Offerers of such sales are likely
to provide creative financing options, often offering consumers who are
poor credit risks high-cost financing plans. To the extent such risks are
repeatedly presented to low-income consumers in a competitive power
supply market, they will also increase the incidence of payment default,
especially because utilities will not face the same incentives as under rate
regulation to continue service with acceptance of partial payment. As
customers increasingly default and lose the basic necessities of life, such
as electricity service, over time this could both increase the cost of the
welfare system and undermine its poverty reduction goal (Posner, 1995).
In this manner, imposition of a service continuation obligation, even in a
competitive market, might be seen as a way of reducing the costs of other
public welfare programs.

Thus, although some serious reassessment is necessary, economic effi-
ciency arguments for continuing with public goods such as extraordinary
service obligations in competitive markets are not completely irrelevant.
To the extent economic arguments exist, though, they are no longer based
in vertical integration and rate regulation; as with retail competition, the
market facilitates many of the transactions that the traditional public util-
ity previously coordinated within a single, vertically integrated firm. In-
stead, in a deregulated environment the rationales for service obligations
relate primarily to horizontal integration and the quality of information
consumers can be expected to possess.
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Beyond these efficiency rationales for universal service in competitive
electric power markets, most of which focus on the structural nature of ef-
ficient power markets, it must be acknowledged that, with deregulation,
regulators will bear a heavier monitoring cost in implementing univer-
sal service goals for electricity. In contrast to the traditional regulatory
structure, where a single natural monopoly firm provided service to all
customers within its service territory, multiple firms will now provide a va-
riety of services to these customers. In addition to the DisCo, generating
companies, power supply companies, and energy service companies, as
well as brokers and marketers, will enter power markets. Any obligation
imposed on entities beyond the DisCo will entail significant monitoring
costs for regulators.

To the extent regulators continue to adhere to the constituent obli-
gations of the common law duty, they will also likely be challenged to
articulate nonefficiency justifications in the political sphere, such as fair-
ness, to support service obligations in a competitive retail environment.
In this sense, retail competition is likely to force more explicit policy dis-
cussion of the costs and benefits of extraordinary service obligations than
occurred under the traditional regulatory compact. For example, in Ohio
the discussion of consumer service protections has become explicit with
the dawn of competition, whereas previously consumer protections were
often built into utility tariffs on a voluntary basis.29

Some consumer advocates have proposed that states extend service
obligations to suppliers, marketers, and brokers, and that DisCos be
required to procure basic service power for consumers through man-
dated bidding criteria or an allocation plan that accurately reflects mar-
ket power. Although there are legitimate concerns that, in the provision
of basic service, the DisCo may tend to favor any generation resources
it owns over competitively supplied generation, from an efficiency per-
spective there is no sound basis for extending utility service obligations
beyond the DisCo to power suppliers, marketers, and brokers.

Few states have been willing to require complete vertical disinte-
gration; however, even absent complete vertical disintegration, un-
bundling of DisCo power sales and procurement can be achieved fi-
nancially through requiring DisCos with generation to bid into a power
exchange and to meet all basic power needs with power exchange pur-
chases. A power exchange, such as that which existed in California’s

29 Alan Johnson, State Board Sets Service Standards for Ohio’s Electric Companies,
Columbus Dispatch, Feb. 6, 1998, at 4E.



P1: IYP
0521838924Xc04.xml CB877B/Rossi 0 521 83892 4 October 20, 2005 11:59

Retail Service Obligations for the Competitive Environment 87

deregulation scheme, prices based entirely on the spot market of sup-
ply and demand for power. If a DisCo is mandated to bid its power into
the exchange before selling basic service to customers, customers pur-
chasing basic service would realize more of the benefits of competition
than they would under competitive bidding, because mandatory bidding
into a power exchange facilitates decoupling of DisCo basic service power
purchases from power sales. Under such an approach, the DisCo has an
adequate incentive to purchase from the exchange the lowest-cost power
or it will risk losing basic service customers to alternative suppliers if
those customers opt to participate in the direct retail purchase market.
With such institutional reforms, imposition of a duty to serve on DisCos,
to be financed through a system benefits charge, can work simultaneously
to facilitate the development of robust power supply markets and pass
the new efficiencies of these markets on to consumers without sacrific-
ing access goals. Now a notorious example of deregulation policies run
amok, California was not an ideal laboratory for this model, because the
state’s restructuring plan precluded any markets from developing around
long-term contracts and burdened the DisCo with a retail price cap (Rossi,
2002). Even absent these failures in California’s deregulatory experiment,
however, its approach to imposing service obligations on the DisCo was
not a perfect solution. Regulators still must address the issue of how basic
service power supply is procured by the DisCo. Without careful attention
to market incentives, a DisCo may, as the utility did for much of the twen-
tieth century, continue to see universal service as a way of insulating itself
from power supply competition.

States might also consider innovating beyond the approach in Cali-
fornia’s power exchange, which relies on heavily regulated trading pro-
tocols to address the anticompetitive problems with service obligations,
by establishing explicit taxes to support a service voucher program for
qualifying customers. A tax, similar to a systems benefits charge, can be
imposed on the DisCo. Rather than directly requiring the DisCo to pro-
vide default service, a state could make electric power vouchers available
to low-income customers and others who qualify for universal service
based on transparent criteria. Vouchers would allow customers to pur-
chase power supply when needed, but prices would be determined based
on the market. Under this approach, it is no longer necessary to impose
a service obligation on the DisCo because revenues from vouchers will
allow prices signals to work as incentives for service provision. Suppli-
ers could continue to compete for universal service voucher customers –
without a state imposing the service obligation on any single market actor,
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creating a risk for anticompetitive conduct, or attempting to procure
power supply for universal service purposes (risking distortion of power
supply markets).

To the extent a duty to serve continues to apply to the industry, on
whatever rationales, competitively priced retail power markets will work
to minimize many of the price distortions of cross-subsidization histori-
cally associated with extraordinary service obligations. Under the natural
monopoly framework, utility service obligations were paid for through
cross-subsidies, but rate regulation helped to minimize the market dis-
tortions of this practice. Utilities generally were not opposed to assuming
service obligations, especially where they worked to enlarge the customer
base, as long as they could recover the costs of these obligations from some
customers. With retail competition and a movement to market-based pric-
ing, cross-subsidization will continue to exist, but power supply markets
will require DisCos to minimize the impact of subsidies on customers or
risk losing customers, especially larger ones, to bypass or other suppliers
wheeling on the DisCo system.30

Cross-subsidies are not without controversy, but the fiction of the reg-
ulatory compact coupled with the economics of natural monopoly price
regulation have masked the redistributive nature of extraordinary util-
ity service obligations for the past 100 or so years. Under this regulatory
framework, public and private interests converged in maintenance of the
duty to serve (see Chapter 2).

Following World War II, public choice theory began to question the
orthodox understanding of government regulation generally and utility
regulation in particular, providing the intellectual tools for smashing the
regulatory compact in a variety of different industries (Farber & Frickey,
1991; Mashaw, 1997). One of the predominant accounts of the growth of
utility regulation is regulatory capture – that utilities and other interests,
such as consumer groups, secure protection of their interests through the
political process by capturing regulation (Becker, 1983; Peltzman, 1976;
Stigler, 1971). For example, as Eli Noam (1997) has suggested, in the
telecommunications context there is a public choice explanation for the
existence of a redistributive universal service obligation in the Telecom

30 Most DisCos are not willing to accept the service obligations absent some compensation
guarantee. “The most dangerous position for the disco would be as the backstop provider
to customers not effectively served by the market. This scenario is almost assured if the
disco does not convince those in power to remove the obligation to serve” (Pleatt, 1998:
44, 48).
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Act of 1996. Although the capture thesis may overstate what actually has
occurred (Quirk, 1981) – particularly because regulators could incur ben-
efits outside industry from the provision of public goods – consumers and
utilities may well have formed a loose coalition to secure legislative en-
dorsement of the universal service requirement; this inures to the benefit
of the average consumer, who now has more pervasive access through
interconnectivity; it also benefits utilities because regulators allow recov-
ery of universal service costs by guaranteeing minimum service access
charges or rates. If this explanation is applicable to national legislation
regulating telecommunications, it would seem even more plausible in the
regulation of electricity and natural gas commodities that have developed
service obligations primarily at the state level and likely more responsive
than the U.S. Congress to the preferences, desires, and needs of state
consumers and industries. Modern endorsement of the duty to serve in
statutes and regulations in the electricity and natural gas contexts may
have resulted not from some public-spirited regulatory compact, but from
utilities, consumers, and their representatives forming a loose coalition to
secure a regulatory benefit from the political process.

As this chapter suggests, once the regulatory compact has been re-
assessed to take into account emerging markets economic efficiency ra-
tionales for universal service in competitive retail telecommunications,
electric power and natural gas markets remain plausible. Retail competi-
tion in most public utility industries, such as telecommunications, natural
gas, and electricity, is here to stay. Thus, the laws and regulatory concepts
we have invoked to regulate public utilities since the Gilded Age are also
being transformed. Public goods that were previously bundled into the
natural monopoly firm’s services, as was the extraordinary service obli-
gation imposed on utilities, need to be addressed independently. It will
become important that, in addressing the financing of extraordinary ser-
vice obligations, regulators avoid building into competitive retail markets
structural mechanisms that harm consumers. As I suggest, in initial re-
structuring of regulated utility markets, to the extent regulators or courts
extend the duty to serve beyond incumbent distributors, to suppliers and
marketers, new inefficiencies may result. Imposition of narrowly tailored
basic service obligation on the DisCo, to be fulfilled through voluntary
procurement of power supply and financed through an system benefits
charge or voucher, minimizes the inefficiency of imposing a service obli-
gation in a competitive market.

Despite efforts to maintain the de jure monopoly status of power dis-
tribution, though, in the long run competition may prove inevitable for
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even this segment of the electricity industry. Increasingly, the availability
of distributed generation threatens the need for power distribution be-
cause adequate substitutes may be available to customers who can afford
generation. Due to the growth of distributed generation, the power gen-
eration industry may be set for a future similar to the current mainframe
computer industry, which has been seriously threatened by the desktop
personal computer industry.31 Some even suggest that power distribution
will ultimately become a competitive or contestable industry.32 To the
extent these developments occur, the ability of a single DisCo to recover
the costs of its extraordinary service obligations through a system benefits
charge for a geographic area will be weakened significantly.

In the end, as in other contexts – including banking, insurance,
and health services, as well as telecommunications – a national ser-
vice mandate will likely be the most efficient solution. In competitive
power distribution markets, a national sales tax on power distribution or
supply, coupled with federal voucher and service extension grant pro-
grams to guarantee minimum service quality would more efficiently pro-
vide service than locally financed universal service in competitive markets
(Rossi, 1998a). However, as long as retail service in electric power remains
within the jurisdiction of state regulators, carefully structured state and
local finance mechanisms will be necessary.

Federal regulation of electric power extends to only wholesale trans-
actions, so customer service obligations will likely remain a matter of
state law for the foreseeable future. Enhanced retail competition in his-
torically regulated markets will not mean the end of traditional doctrines
of public utility law, such as the duty to serve. Yet regulators must be bold
and creative in approaching the content and financing of extraordinary
service obligations for new actors in these markets, with a keen eye to-
ward minimizing the structural inefficiencies they pose. Careful study and

31 Matthew Coralan and Raymond J. Keating, Microturbines: The Engine of Deregulation,
Investor’s Business Daily, Dec. 15, 1997, at A40; Laurence Zuckerman, Tiny Turbine:
The Next Generator?; Company Hopes Its Small Unit Will Dominate Power Market, New
York Times, Dec. 2, 1997, at D1.

32 More than 30 years ago, Harold Demsetz (1968: 55, 59) observed that the history of
utilities has been characterized by competition for service areas. Of course, the availability
of distributed generation may make power distribution competitive in the sense that
for some customers switching to self-generation may make distribution unnecessary,
so distribution markets will begin to compete with the availability of affordable self-
generation, as they already do for some large industrial customers. In addition, some
economists suggest that power distribution networks can operate in a competitive manner
if property rights are defined to facilitate the development of joint ventures (Smith, 1993).
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appreciation of the distinct economic and institutional structures of var-
ious utility service markets will be necessary to provide sound guidance
as regulators apply the duty to serve to competitive retail industries. At
each step of this analysis, regulators must not only ask whether there are
efficiencies to be gained. Clearly there are, but the challenge regulators
will face is devising ways of passing these new efficiencies on to the aver-
age consumer. To the extent that the economic rationales for the duty to
serve are lacking in the deregulatory era, increased political transparency
for what are predominantly social welfare programs will be necessary. An
explicit voucher program for low-income consumers, financed through a
state tax on the DisCo, holds greater promise for enhancing efficiency and
the accountability of regulatory policy than imposing ex ante obligations
on market actors through regulation.
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Deregulatory Takings and Regulatory Bargaining

Regulatory law practitioners and scholars focus much of their attention on
legal transitions. Since the mid-1980s, the prospect of governmental liabil-
ity for private harms imposed by regulatory change has attracted the atten-
tion of leading scholars in a variety of contexts, including changes to cor-
porate securities and tax laws (Ahdieh, 2004; Fisch, 1997; Kaplow, 1986;
Symposium, 2003; Van Alstine, 2002). For more than a decade, transition
issues have dominated discussions of the legal implications of deregula-
tion for industries such as electric power and telecommunications.

In the context of economic regulation, it is now conventional to frame
the transition issue as a “deregulatory taking” – a novel term used to de-
scribe potential legal claims against the government requiring financial
liability for deregulatory policies that upset the settled expectations of pri-
vate firms. In the leading treatise on the topic, Deregulatory Takings and
the Regulatory Contract, J. Gregory Sidak and Daniel F. Spulber (1997)
(who seem to have coined the term “deregulatory takings”) make an ex-
plicit link between deregulatory takings and the regulatory contract to
argue in favor of governmental compensation for regulatory change in
the electric power and telecommunications contexts. If positioned within
an incomplete contracts framework, deregulatory takings presents an oc-
casion to evaluate the appropriate default rule for courts to apply in filling
in gaps in the regulatory bargain as they consider the harms imposed by
regulatory transitions. Understanding regulation as a bargain, however,
does not commit or limit courts to the role of discovering and enforcing
implicit contracts.

95
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I. MAJORITARIAN VERSUS INCENTIVE-BASED DEFAULT
RULES FOR INCOMPLETE BARGAINS

It is commonplace to frame discussion of the legal implications of reg-
ulatory transitions in terms of the regulatory contract. Writing at the
height of telecommunications and electric power deregulation in the
1990s, Sidak and Spulber explicitly invoked the regulatory contract as
a foundational concept for their innovative account of deregulatory tak-
ings in the telecommunications and electric power contexts. According
to them, the regulatory contract between the firm and the regulator is
comprised of reciprocal burdens and benefits:

The regulated utility submits to various regulatory restrictions includ-
ing price regulations, quality-of-service requirements, and common car-
rier regulations. In return the regulated firm receives a protected fran-
chise in its service territory, and its investors are allowed an opportunity
to earn revenues subject to a rate-of-return constraint. Without the ex-
pectation of earning a competitive rate of return, investors would not be
willing to commit funds for establishing and operating the utility. . . . Once
the utility invests these funds, the long depreciation schedules typi-
cal in electricity and telecommunications regulation credibly commit the
utility to performing its obligations under the regulatory contract by deny-
ing it the opportunity to recover its capital before the end of its useful life.1

Sidak and Spulber’s argument for deregulatory takings represents a mod-
ern application of the legalistic regulatory contract (see Chapter 1). On
this account, the state presumptively bears legal liability when the regu-
latory contract is breached by a regulatory transition. As a matter of legal
doctrine, governmental liability for regulatory change potentially arises
due to the Takings Clause of the United States Constitution or breach
of contract claims against the state (Sidak & Spulber, 1997).2 In terms of
efficiency, deregulatory takings proponents see the Takings Clause and
contract law as designed primarily to protect regulatory commitments.
A credible threat of litigation and damage awards against state actors
for upsetting regulatory commitments is intended to promote certainty
in investments by working to deter the kind of predatory conduct on the

1 Sidak & Spulber, 1997: 109.
2 Apart from financial liability or prohibitions on legal change due to constitutional takings

or breach of contracts claims, legal constraints on regulatory transitions may also arise
pursuant to ordinary judicial review of a regulatory agency’s policy decisions (Pierce,
1991; Rossi, 1994). Such judicial review differs fundamentally in the remedy (typically,
administrative law review results in a remand to the agency) and in the standard of review
(typically, an agency would be afforded deference, although there may be some obligation
for it to explain the reasoning behind its decision).
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part of the state that would upset investor-backed expectations and lead
to inefficiently low levels of investment.

In contract law, one of the most important scholarly debates in recent
decades focuses on default rules – the rules of thumb courts might look
to fill in gaps in incomplete contracts. Incompleteness in contracting gives
rise to some demand for judicial gap-filling measures, including remedies
for conduct that is deemed wrongful (Ayres & Gertner, 1992). Where
the actor whose conduct is under scrutiny is the state, an incomplete
contracts analysis focuses on the default rules for fundamental issues of
public governance, including the obligations of the state in changing the
rules of the game. According to advocates of deregulatory takings, who
implicitly adopt a presumption in favor of compensation, courts reviewing
regulatory transitions are to adopt a gap-filling measure that reflects the
preferences of a majority of the firms that contract with the government
for compensation for legal transitions.

In this sense, the case for deregulatory takings envisions that courts
invoke what contract law scholars might refer to as a substantive “majori-
tarian” default rule in considering the harms associated with regulatory
transitions. Majoritarian default rules are a natural starting place in eval-
uating the judicial role in assessing gap-filling alternatives for regulatory
bargains. Contract law scholars look to “majoritarian” default rules for
incomplete bargains as gap-filling measures that mimic what most par-
ticipants in the regulatory system – consumers, firms, and so on – would
prefer (Posner, 2003). A majoritarian default rule has the advantage of
reducing transaction costs in the bargaining process; if the parties to a
bargain expect courts to fill in the gap with a term they would likely
select in bargaining, there is little need to bargain over this term and pri-
vate transaction costs are lower. Courts could best promote efficiency by
choosing the gap-filling term that is expected to lower transaction costs in
most cases. In this sense, majoritarian default rules converge with efficient
contract terms, although the efficient term is case specific, whereas the ma-
joritarian term applies across a general class of similar cases (Posner, 2003:
840). In the context of regulatory transitions, a substantive majoritarian
default rule for breach of the regulatory bargain would presumptively
favor compensation for regulatory changes that upset investor-baked ex-
pectations. This is precisely the result that deregulatory takings advocates
envision.

Most discussion of regulation focuses on substantive majoritarian de-
fault rules. For example, a leading treatise on the economics of regulation
emphasizes the balancing of substantive fairness and efficiency in the con-
tent of regulatory policy decisions (Zajac, 1995). If courts envision their
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role as gap filling with substantive majoritarian default rules, their pri-
mary task would be to structure substantive rules to promote the most
fair or efficient result in most cases. However, understanding regulation
as a bargain does not necessarily commit courts to this role. Even if it is
the case that default rules are most efficiently designed with an eye to re-
specting the preferences of most stakeholders, a majoritarian default rule
need not answer every substantive question about a regulatory bargain. A
majoritarian default rule might, for instance, favor a nonjudicial process
for the resolution of disputes (e.g., a private negotiation) that a majority
of contracting parties would prefer. In the context of economic regula-
tion, for instance, process-based majoritarian defaults, such as a standard
principle of judicial deference to agency regulators, can play an impor-
tant role in ensuring sound and legitimate policy decisions (Pierce, 1991).
A process-based majoritarian default might look to institutions that a
majority of bargaining parties would prefer to have resolve a problem,
rather than attempt to discern the substantive result a majority would
prefer. If the analysis is framed this way, the fundamental focus is on in-
stitutions. Courts, legislatures, or agencies may have distinct comparative
advantages in addressing the harms presented by regulatory transitions.
An institutionally informed, process-based approach to default rules is
preferable where there are high error costs to picking a substantive ma-
joritarian default rule (Pierce, 1984).

Further, in many regulatory contexts, a substantive majoritarian de-
fault rule will have significant costs associated with it (Chen, 1999;
Rossi, 1998b). More than in the context of private bargains, in the context
of regulatory bargains in which one or more stakeholders is a government
body, ex ante incentives for private firms in the regulatory process (defined
broadly, to include courts and the legislature, as well as federal and state
agencies) can have ex post consequences for social welfare. Looking at
the regulatory bargain as a type of incomplete contract provides a coun-
terjuxtaposition to other accounts of regulation, which discourage rene-
gotiation, downplay the role of the political process, and largely ignore
ex ante incentives. Judicially applied doctrines of constitutional, regula-
tory, and administrative law shape these interactions, but little serious
attention has been paid to their role in the deregulatory environment.
Deregulation provides an opportunity to evaluate the relevance of firm–
government interaction to these doctrines in the new environment facing
traditionally regulated industries. The optimal default rule may well di-
verge from majoritarian defaults when incentive effects are taken into ac-
count. For example, clear statement rules, which limit judicial intervention
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to expressly bargained-for language, may encourage more politically ac-
countable decision making in the public law context, while also respecting
the voluntary nature of the bargaining process.

Sometimes, it may even be appropriate for a regulator or court to im-
pose a “penalty” default: selecting a term that one or more parties to a
bargain – perhaps even a majority – may not necessarily prefer in order
to improve the bargaining process in the future (Posner, 2003). Law and
economics scholars see penalty defaults as desirable for two reasons. First,
they discourage the parties to a bargain from externalizing the costs of
enforcement on courts. Second, they discourage parties from opportunis-
tically withholding information from each other and from enforcement
officials (Ayres & Gertner, 1992). Nonmajoritarian defaults, such as
penalty default rules, can also play an important role in regulatory law.

Presumably, majoritarian defaults – such as the presumption favoring
compensation urged by deregulatory takings advocates – are desirable
because of their legitimacy and predictability among members of the con-
tracting community. Yet, a decade after deregulatory takings theories first
appeared in the literature, no court has clearly adopted the theory behind
deregulatory takings. Rather, it seems that courts evaluating the types of
conflicts that arise from changes to the regulatory bargain do not envi-
sion their role as adopting substantive majoritarian gap-filling measures.
Conventional constitutional takings doctrine developed by United States
Courts does not provide a settled basis for governmental liability for reg-
ulatory transitions. The constitutional deregulatory takings arguments in
favor of compensation borrow from an interpretation of land use takings
cases as focusing primarily on protecting investor-backed expectations.
This reading of the takings case law, however, is descriptively flawed. Its
unpredictability makes it incapable of achieving its stated goals of de-
terrence and promoting efficient investment. In contrast to the land use
regulation setting, in the infrastructure context – including regulation of
electric and telecommunications utilities – courts have taken a different
approach. The outcomes of takings cases in the infrastructure context
are much more predictable in their consistently deferential stance toward
government regulation. In the economic regulation context, courts gener-
ally defer to government regulators, largely out of institutional concerns
with promoting expertise and political accountability in public decision
making.

The view of contract underlying many of the arguments for deregu-
latory takings is overly formalistic in the way it addresses the problem
of regulatory change. At its extreme, it results in sweeping governmental
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liability for regulatory change, including liability for transitioning to com-
petitive markets. An incomplete contracts informed approach would look
beyond substantive majoritarian default rules to provide a more balanced,
accurate, and nuanced picture of the relationship between the firm and
governmental regulators. The bargaining approach also opens up a new
series of inquiries for regulatory law – inquiries that are often ignored in
the literature that glorifies legalistic contract. A focus on government re-
lations bargaining can illustrate why the emphasis on majoritarian default
rules, as deregulatory takings advocates favor in this context, is misplaced.
As contract law scholars recognize, the role of contract rules is not to re-
flect majoritarian substantive commitments in every case. An expectation
that a court will come to the rescue could produce adverse incentives in
the bargaining process (Posner, 2003). In the private law context, the costs
of majoritarian default rules may be small because typically the costs are
born only by the contracting parties. In the public law context, however,
majoritarian default rules risk imposing significant public costs by ossi-
fying governmental policies or creating significant financial liability for
regulatory bodies (and the public fisc). In the public law context, legiti-
macy and predictability could be provided by alternative types of default
rules – focused on institutional actors rather than substantive efficiency –
without having an adverse effect on incentives and behavior.

As this chapter argues, given the institutional context of the regula-
tory process, judicially enforced clear statement rules fit the descriptive
approach courts take in reviewing governmental liability for regulatory
change better than substantive majoritarian default rules. Critics of dereg-
ulatory takings (Chen, 1999; Hovenkamp, 1999b; Rossi, 1998b) stake out a
view of the regulatory contract that contrasts with the legalistic enforce-
ment model embraced by deregulatory takings advocates. They would
allow regulators to changes the terms and conditions of the regulatory
contract with little or no attention to the costs this may impose on in-
cumbent firms. On this view courts only intervene to enforce a regulatory
contract where the terms of the bargain are explicit, or where there is a
clear statement to make a binding commitment on the part of the state.

II. THE REGULATORY CONTRACT, STRANDED COSTS, AND
THE NOVEL ARGUMENT FOR DEREGULATORY TAKINGS

As competitive restructuring and deregulation present new pressures for
incumbents in formerly regulated industries, firms routinely look to courts
to preserve the status quo or hold them harmless based on the regulatory
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contract. In the electric power and telecommunications industries, for
instance, utilities have routinely claimed that various deregulation policies
produce “stranded costs.” The definition of stranded costs is by no means
settled because it is a term with both legal and political implications for
utilities and governments. Indeed, the term itself has a normative loading
that hinders an objective assessment of the problem in the policy-making
process. By calling costs “stranded,” those who argue for compensation
imply that the costs are “shipwrecked” – that is, investors are the innocent
victims of misadventure brought about by government action. It is not at
all clear, however, that government action is the source of all losses firms
claim as deregulatory takings.

Economically, stranded costs occur when the costs to the incumbent
exceed the costs to new entrants because of the actions of the state, not
because of changes in technology or other exogenous economic shocks.
These costs reflect the fact that some investments cannot earn a fair rate
of return in the deregulated marketplace. However, the consensus ends
there. Sidak and Spulber (1997), the leading proponents of stranded cost
recovery, define stranded costs in a broad conceptual manner as the “in-
ability of utility shareholders to secure the return of, and a competitive
rate of return on, their investment” (27). This definition includes operat-
ing expenditures required by regulators and capital investments. In the
electric power context, economists have identified four types of stranded
costs: “(1) Undepreciated investments in power plants that are more
expensive than generators available today. (2) Long-term contracts –
most if not all mandated by the 1978 Public Utility Regulatory Policies Act
(PURPA). (3) Generators built but not used, primarily nuclear. (4) Ex-
penses related to ‘demand-side management’ (DSM) and other conserva-
tion programs that, as substitutes for new plant construction, were charged
to the generation side of the business” (Brennan & Boyd, 1997: 45).
Other practical definitions of stranded costs are more limiting, focusing
primarily on durable capital asset outlays but not necessarily including
other expenses mandated or allowed by regulators (Hovenkamp, 1999b;
Rossi, 1998b).

More than a decade ago, estimates of stranded costs from deregulat-
ing the United States electric power industry ranged from $34 billion to
$210 billion, according to one frequently cited report.3 Given this large
amount, the pressures for regulators to compensate firms in the industry

3 These estimates represent the after-tax discounted present value of the reduced contri-
butions to cost recovery (Hirst & Baxter, 1995, cited in Brennan & Boyd, 1997).
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for some, if not all, of these costs are obvious. The Energy Information
Administration (1997) estimates that stranded costs could lead to an in-
crease in bankruptcies in the industry if regulators do not address them.
Not surprisingly, in the 1990s, many utilities made vigorous policy ar-
guments in favor of full or near-full recovery of stranded costs before
federal and state regulators. In the realm of politics and agency regula-
tory processes, firms have been fairly successful in their efforts to secure
compensation from state legislators and state and federal regulators. For
instance, the FERC allowed transmitting utilities stranded cost recovery
in its Order No. 888, which implemented wholesale competition for the
electric power industry.4 Many state deregulation plans, such as the initial
California, Illinois, and Texas competition plans, provide for full or partial
stranded cost recovery.5 By the late 1990s, however, industry estimates of
stranded costs had drastically changed. A 1999 Moody’s Investors Service
estimated that stranded costs in the electric power industry would total
$10 billion; this is a substantial downward revision from their 1995 es-
timate of $130 billion. According to their estimates, $102 billion of the
reduction in the total was due to regulatory and legislative relief by fed-
eral and state governments.6

4 The FERC’s decision was upheld on appeal to the D.C. Circuit. Transmission Access Policy
Study Group v. FERC, 225 F.3d 667 (D.C. Cir. 2000), aff’d in part sub nom, New York v.
FERC, 535 U.S. 1 (2002).

5 In 2004, a Texas electric utility claimed stranded costs in excess of $4 billion due to in-
vestments in nuclear power. Jane Elliott, Electricity Power Squabble Powers Up, Houston
Chronicle, June 21, 2004, at 1 (Business) (describing request by CenterPoint Energy for
$4.4 billion in stranded cost recovery).

6 The study is summarized in Andrew Taylor, Debate on U.S. Deregulation Heats Up,
Financial Times, Survey: World Energy (London Ed.), Dec. 8, 1999, at 1. Some states are
allowing for stranded cost recovery even though they have not implemented retail compe-
tition in electricity. The state of Florida, for example, has adopted a wait-and-see approach
to retail deregulation of the electric utility industry. See Electric Utility Restructuring:
Before, During and After, Public Utilities Fortnightly, Nov. 15, 1999, at 26 (comments
of Florida Public Service Commission Chairman Joe Garcia). Although postponement of
deregulation has kept the stranded cost issue off the public political agenda, regulators
have quietly allowed utilities to accelerate depreciation and recovery of power plants. By
the time Florida deregulates the industry, some utilities will have recovered the costs of
their plants, so the stranded cost issue may not materialize. For example, Florida Power
and Light has struck a deal with state regulators that allow it to accelerate $100 million per
year in depreciation expenses for plants during the next 3 years. See Rate Deal Brightens
Outlook for FPL; Utility Has Better Deal Against Competition, Sun-Sentinel, Mar. 28,
1999, at 1F (noting that “FPL has been able to speed up these reported reductions of its
plants through a special agreement with state regulators that was set to expire at the end
of the year. The idea behind this was to reduce the company’s exposure to ‘stranded costs,’
or money spent on power plants that won’t be recovered when greater competition leaves
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If merely a policy or political argument, stranded cost recovery might
be ignored (if not forgotten) along with other regulatory bailouts, such
as federal efforts to compensate the savings and loan industry, passen-
ger railroads, or airlines. Yet, in the late 1990s, fueled by predictions of
financial ruin, the argument for stranded cost recovery moved beyond
the political realm. It took on the rhetoric of legal entitlement, in which
firms routinely invoke the Contracts Clause and the Takings Clause of the
United States Constitution as a basis for enforcing purported regulatory
commitments. In contrast to rate regulation, which provided a relatively
predictable regulatory forum for firms and investors, deregulation of a
formerly regulated industry where a competitive market will displace the
regulator in setting prices produces substantial uncertainty regarding the
firms’ revenues and profits. In such contexts, “deregulatory takings” chal-
lenges asserting interference with “investment-backed expectations” –
one of the factors deemed relevant by courts in assessing a regulatory
taking – may arise. According to Sidak and Spulber (1997), who advocate
a legal entitlement to recovery of stranded costs in the United States,

The competitive transformation of local exchange telecommunications and
the electric power industry raises significant questions about whether reg-
ulators should give a public utility the opportunity to recover its stranded
costs. As regulators mandate the unbundling of basic network elements in
local telephony or mandate wholesale and retail wheeling in the electricity
industry, they introduce competitive rules that potentially deny utilities the
opportunity to recover the cost of service. While competition presents in-
cumbents with opportunities to serve customers in new ways, utilities often
leave untouched the utility’s preexisting incumbent burdens. Such regula-
tory action threatens to confiscate private property – shareholder value –
for the promotion of competition, without just compensation.7

On this view, cost-of-service regulation represents a regulatory commit-
ment that ought to be enforced by courts, just as courts provide legal
remedies for breach of other contracts.

Deregulatory takings depends on an account of regulation as contract.
Those arguing for widespread compensation claim both that the govern-
ment has made an implicit (if not explicit) contract with the utilities to
guarantee them a competitive rate of return on their capital and has in-
duced them to invest in infrastructure and to make long-term contractual

the older assets obsolete.”); see also Florida P&L Dodges a Rate Case With a Deal to Cut
Rates $1 Billion Over Three Years, Electric Utility Week, Mar. 15, 1999, at 13.

7 Sidak & Spulber, 1997: 19.
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commitments on those terms. If deregulation lowers the expected value
of the firm’s assets, these commentators claim that a breach of contract
has occurred, implicating contractual and constitutional remedies for the
harm the firm incurs. To the extent regulation is a contract between the
firm and the state, akin to other legally enforced contracts, advocates of
this position argue that changes to the terms of the contract that impose
financial harm may give rise to remedies for breach. Those arguing for
widespread compensation claim both that the government has made an
implicit (if not explicit) contract with the utilities to guarantee them a
competitive rate of return on their capital and has induced them to invest
on those terms. If deregulation lowers the expected value of the firm’s
assets, these commentators claim that a breach of contract has occurred
that both violates the Contracts Clause of the Constitution and may also
amount to an unconstitutional taking of property, entitled to “just com-
pensation” under the Takings Clause.

Such liability is particularly an issue in deregulated industries, as reg-
ulators abandon or modify old regulatory structures and increasingly
experiment with new ones. The less stable a regulatory structure, the
more likely that firms will complain about regulatory change and seek
redress for its occurrence. At the extreme, instability may cause investors
to move their resources away from infrastructure industries and may lead
to underinvestment in important network infrastructure facilities. At the
same time, large-scale liability, whether actual or threatened, poses a se-
rious problem for regulatory law because it may impose costs on regu-
lators that lead to ossifications of existing regulatory approaches. Even
if government is not found liable for regulatory change, the prospect
of regulatory takings lawsuits may influence how regulators set access
charges for network facilities, such as electric power transmission or
telecommunications wires (Spulber & Yoo, 2003). Deregulatory takings
advocates see “just compensation” as requiring regulators to include
within the definition of costs all opportunity costs to the firm, including
the private opportunity costs for the incumbent monopolist. For exam-
ple, in the telecommunications context, deregulatory takings proponents
have advocated that the FCC set network access charges in deregulated
markets to include not only historical costs, but also the opportunity
costs incurred by incumbent firms (Sidak & Spluber, 1997; Spulber &
Yoo, 2003).

Deregulatory takings is a novel legal claim, based on a clever doctri-
nal argument. The term “deregulatory takings” does not appear in any
federal judicial opinion published prior to 1998 and, after 1998, it only
appears to arise in the case law through citation to Sidak and Spulber’s
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work (Chen, 2000; 931, n. 48). Yet, deregulatory takings threatens to
turn the status quo of regulation into a constitutionally or contractually
protected entitlement – a property or contract argument that allows indi-
vidual firms to benefit from the exiting regulatory order. The new property
or contractual entitlements associated with regulation might have pro-
found implications for economic regulation, as well as regulation more
generally. Like many novel legal claims and like many clever legal argu-
ments, the argument for deregulatory takings requires careful assessment
and analysis.

III. THE UNPREDICTABLE NATURE OF LAND USE TAKINGS

The Fifth Amendment to the United States Constitution provides that
private property will not be taken for public use without just compensa-
tion.8 As Justice Hugo Black famously noted, the “Fifth Amendment’s
guarantee . . . [i]s designed to bar Government from forcing some peo-
ple alone to bear public burdens which, in all fairness and justice, should
be borne by the public as a whole.”9 In implementing this design, the
Supreme Court has required compensation when tangible things are
taken directly by the government, but has often refused compensation
where the owner merely suffers a diminution in the value of its prop-
erty. For example, if the government physically invades a farmer’s land
by building a highway through his cornfield or condemning a private in-
dividual’s house site for use as a public swimming pool, compensation
is required. It is far more difficult to determine whether compensation
is required when a road is moved, changing traffic access to a gas sta-
tion or providing traffic and noise disturbances to homeowners in a quiet,
secluded neighborhood.

The Supreme Court has had several opportunities to address the reg-
ulatory takings issue in the land use context in more recent years. In
applying the Takings Clause to land use regulations, some commentators
purport to find a pattern in the cases. For instance, Frank Michelman’s
(1968, 1988) view that the Takings Clause should preserve “investment-
backed expectations” finds some support in Penn Central Transportation
Co. v. City of New York, where the Supreme Court endorsed “interference

8 “[N]or shall private property be taken for public use, without just compensation.” U.S.
Const. amend. V. See Dolan v. City of Tigard, 512 U.S. 374, 383–84, n. 5 (1994) [citing
Chicago B & Q R.R. v. City of Chicago, 166 U.S. 226 (1897)] (extending Takings Clause to
the states). Under the Fourteenth Amendment, the clause applies to state governments,
as well as the federal government.

9 Armstrong v. United States, 364 U.S. 40, 49 (1960).
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with distinct investment-backed expectations” as one factor in its ad hoc
assessment of regulatory takings.10 Under this approach, takings law
should be predictable so private individuals can confidently commit re-
sources to capital projects. This view also serves as the theoretical basis
for arguments in favor of recovery for stranded costs, advanced by com-
mentators such as Sidak and Spulber.

Many commentators writing in the law and economics tradition, such
as Michelman, argue that the Supreme Court has developed a model of
takings jurisprudence designed primarily to promote certainty among in-
vestors for the purpose of deterring predatory actions by the state against
property owners. Once a “taking” is found, the level of compensation
is to be set at “fair market value,” but if the owner disputes the state’s
judgment on this matter it is a court, not the market, that sets the price.11

In some cases, injunctive relief may be appropriate. Judicial remedies for
predatory governmental actions occurring in the regulatory process may
serve to deter the state from overreaching against private landholders,
promoting greater certainty and attracting investment.

On inspection, however, land use takings case law is hardly a model for
certainty. Instead, it is frequently described as ad hoc and unpredictable
(Rose-Ackerman, 1988, 1992; Rose-Ackerman & Rossi, 2000). Since the
Supreme Court’s 1978 decision in Penn Central Transportation Co. v. City
of New York, the Court has characterized its approach to regulatory tak-
ings as “essentially ad hoc, factual inquiries.”12 In deciding whether a
regulatory taking has occurred, the Court has focused on balancing three
factors: the “character of the governmental action”; the extent to which
the action interferes with “distinct investment back expectations”; and
the degree of diminution in value.13 According to one commentator, “[I]t
is difficult to imagine a body of case law in greater doctrinal and concep-
tual disarray.” (Peterson, 1989: 1304). Even Richard Epstein (1997b), one
of the strongest advocates for constitutional protection of private prop-
erty, believes that takings jurisprudence is “a sprawling affair with little
intellectual coherence” (22).

10 438 U.S. 104, 124 (1978). In addition to Penn Central, Michelman’s position has been
picked up by the Supreme Court in Kaiser Aetna v. United States, 444 U.S. 164, 175
(1979); Keystone Bituminous Coal Assn. v. DeBenedictis, 480 U.S. 470, 493, 499 (1987).

11 See United States v. Miller, 317 U.S. 369 (1943). Some states depart from this approach,
allowing property owners to recover a portion of the gain in value attributable to a public
project. See, e.g., Dep’t of Transportation v. Nalven, 455 So.2d 301 (Fla. 1984); Calhoun v.
State Highway Dep’t, 153 S.E.2d 418 (Ga. 1987).

12 438 U.S. 104 (1978).
13 Id. at 124.
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The most recent crop of cases continues the trend of ad hoc balanc-
ing in the broad range of regulatory takings cases. In 1992, the Supreme
Court attempted to bring formalism and predictability to its takings ju-
risprudence with its decision in Lucas v. South Carolina Coastal Council.14

This decision holds that there is a presumption that regulatory action that
totally eliminates the economic value of private property is a taking. It
does not, however, articulate a per se rule for partial regulatory takings
cases and leaves a broad gray area where courts must struggle to ad-
judicate. Even in total deprivation cases, the Lucas majority left open
two broad categories of exceptions: uses of private property that contra-
vene “existing rules or understandings,” as defined in state law;15 and the
“nuisance exception,” allowing for deference to government action in-
tended to address key public health safety and welfare concerns.16 In-
quiries regarding “existing rules and understandings,” as well as the def-
inition of “nuisance,”17 lead litigants to face substantial uncertainty in
lower courts, which grapple to define the scope of these exceptions on a
case-by-case basis.

In 1994, the Court handed down its decision in Dolan v. City of Tigard,
another substantial victory for the property rights movement.18 Dolan
continues and expands on the Court’s application of a due process test
that would invalidate land use regulations “not substantially advancing
legitimate government interests.”19 Although an earlier case had required
an “essential nexus” between the dedication of property and a legitimate
state interest,20 Dolan demands only “rough proportionality” between
the dedication and the impact of the proposed development.21 Taken

14 505 U.S. 1003 (1992).
15 Id. at 1027–28, 1030.
16 Id. at 1027.
17 In his majority opinion for the Court, Justice Scalia noted that relevant factors in assessing

a nuisance include

the degree of harm to public lands and resources, or adjacent private property,
posed by the claimant’s proposed activities, the social value of the claimant’s
activities and their suitability to the locality in question, and the relative ease with
which the harm can be avoided through measures taken by the government (or
adjacent landowners) alike. . . . (505 U.S. at 1030–31)

Such nuisances must be recognized under preexisting state law (Id. at 1029) and the
application of nuisance principles must be “objectively reasonable.” (Id. at 1032, n. 18)

18 512 U.S. 374 (1994).
19 See Agins v. City of Tiburon, 447 U.S. 255, 260 (1980).
20 Nollan v. California Coastal Comm’n, 483 U.S. 825, 837 (1987).
21 As Justice Rehnquist stated, the Dolan test goes beyond the nexus required by Nollan,

focusing on “whether the degree of the exaction demanded. . . bear the required relation-
ship to the projected impact” from the proposed development (512 U.S. at 388).
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together, Lucas and Dolan might be seen as the Court responding to prior
requests for “a good dose of formalism” (Rose-Ackerman, 1988: 1700),
but the application of the cases is narrow, and both leave substantial issues
to be adjudicated. Thus, it is questionable whether the post-1987 cases
have changed much in the court’s ad hoc approach; at best, they stand for
a symbolic formalism of limited applicability (Alexander, 1996).

By bolstering the perceived legal status of property rights to invite
additional takings claims,22 the Supreme Court has ensured its ad hoc
approach will continue. In fact, the Court seems to be inordinately proud
of the ad hoc nature of its takings opinions and has reiterated its support
of case-by-case balancing in more recent opinions. For example, Chief
Justice Rehnquist argues that “questions arising under the Just Compen-
sation Clause rest on ad hoc factual inquiries, and must be decided on the
facts and circumstances in each case.”23

Some authors have argued that the unpredictable nature of takings
jurisprudence is functional and appropriate, given the ongoing social pro-
cess of creating and revising property rights (Poirier, 2002). Yet, while
consistent with a property right rhetoric, it is doubtful that this ad hoc
balancing approach can protect investor-backed expectations or promote
efficiency in infrastructure investment. Where, as in the case of infras-
tructure investments, investments are long lived and special purpose, cer-
tainty in doctrine is more important than in other contexts. To preserve
investment-backed expectations, takings law should be predictable so pri-
vate individuals can confidently commit resources to capital projects. This
would not require compensation in all cases. It would only require that in-
vestors be able to predict what might or might not happen. No taking can
legitimately be claimed if the property owner anticipated that an uncom-
pensated state action was possible and this belief is reflected in the price
paid for the asset. Property values “are enjoyed under an implied limita-
tion and must yield to the police power,” according to Justice Holmes.24

No government could or should indemnify investors against the hazards
of business life.

22 In Dolan it was stated, “We see no reason why the Takings Clause of the Fifth Amend-
ment, as much a part of the Bill of Rights as the First Amendment or Fourth Amendment,
should be relegated to the status of a poor relation. . . ” (512 U.S. at 392).

23 480 U.S. at 508 (J. Rehnquist, dissenting). Similar language is found in Brennan’s majority
opinion in Andrus v. Allard, 444 U.S. 51, 65 (1979): “There is no abstract or fixed point at
which judicial intervention under the Takings Clause becomes appropriate. Formulas and
factors have been developed in a variety of settings. Resolution of each case, however,
ultimately calls as much for the exercise of judgment as for the application of logic.”

24 Pennsylvania Coal Co. v. Mahon, 260 U.S. 393, 413 (1922).
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If takings jurisprudence is both ad hoc and ex post, as the land use
takings cases indicate it is, investors may have a difficult time knowing
whether a particular state action will or will not be judged to be a tak-
ing. Therefore, even if the menu of possible state actions is known and
probabilities can be assigned to each policy, investors cannot make in-
formed choices because the Court has not given them clear standards to
determine when compensation will be paid. The shifting doctrines of tak-
ings law introduce an element of uncertainty into investors’ choices that
has nothing to do with the underlying economics of the situation. This
uncertainty creates two problems. First, investors do not know whether
damages will be paid. Second, in the event damages are not paid, investors
may be left bearing the costs of an uninsurable risk. To the extent that
investors are risk averse, the very incoherence of the doctrine produces
inefficient choices.

The problem of judicially created uncertainty is exacerbated by the
ex post nature of court decisions. Federal judges are reluctant to decide
cases until someone has “actually” been harmed. Not only are they re-
luctant to articulate general principles of takings law, but judges are also
unwilling to make general rulings on the status of state actions under
individual statutes.25 In the field of regulatory takings, where the future
direction of the law is unclear, economic actors cannot obtain a prospec-
tive ruling from the court on whether a particular law will cause a taking.
They must wait until a concrete harm has occurred before the statute can
be tested. In the face of this uncertainty, investors may forgo otherwise
profitable activities, and thus, the current state of the law may produce an
inefficiently low level of investment.

Investors are not the only ones adversely affected by the incoher-
ence and unpredictability of takings law. Government officials may also

25 Thus, in Keystone, Justice Stevens, in discussing Pennsylvania Coal Co. v. Mahon, dis-
misses Justice Holmes’ analysis of the general validity of the act as an uncharacteristic
“advisory opinion” (480 U.S. at 484). Stevens then goes on to argue that no taking has
occurred under the similar Pennsylvania law at issue in Keystone because at the time of
the lawsuit no company could actually demonstrate that it had been harmed. The com-
panies were asking the Court to pass on the general legitimacy of the statute, and this
the majority declined to do. Rehnquist in dissent would have been willing to do this. He
argues that in Pennsylvania Coal the general validity of the act “was properly drawn into
question” (480 U.S. at 507). Similarly, in Pennell an association of landlords was given
standing to challenge a portion of San Jose’s rent control ordinance, but their claim that
a taking had occurred was dismissed as “premature” because no landlord had actually
suffered harm from the disputed provision [Pennell v. City of San Jose, 485 U.S. 1, 5–7
(1988)]. The partial dissent, in contrast, would have reached the merits of the takings
claim (Id. at 16–19).
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be affected because the vagueness of the doctrine may act as a force
for conservatism among public officials. Risk-averse officials facing the
possibility of compensation suits against their jurisdictions may restrict
their activities simply because they dislike uncertainty. As Justice Stevens
notes: “It is no answer to say that ‘[a]fter all, if a policeman must know
the Constitution, then why not a planner?’ To begin with, the Court has
repeatedly recognized that it, itself cannot establish any objective rules
to assess when a regulation becomes a taking. How then can it demand
that land planners do any better?”26

The ad hoc nature of the Court’s opinions is itself troubling and is
impossible to reconcile with a belief in the importance of preserving in-
vestors’ expectations, especially for infrastructure investments that are
long lived and special purpose. The shifting doctrines of regulatory tak-
ings law themselves introduce an element of uncertainty into investors’
choices. To the extent that investors are risk averse, the very incoherence
of judicial doctrine may produce inefficient choices.

IV. TAKINGS JURISPRUDENCE IN
INFRASTRUCTURE INDUSTRIES

In contrast to land use and regulatory takings cases, which have undergone
a transformation favoring the property owner, in the case of infrastruc-
ture regulation, particularly of regulated utilities, takings law challenges
have produced a distinct line of opinions – in terms of both precedential
value and reasoning. The courts treat these cases separately from other
takings cases because most regulated utilities are subject to government
regulation of prices. Since the New Deal, takings cases addressing utility
price regulation have been much clearer – and better justified in light
of institutional concerns – than the ad hoc line of opinions addressing
takings in the land use regulation context.

In the early days of utility regulation at the end of the nineteenth
century, the Supreme Court endorsed a “fair value” test, an approach
that thrust courts into the business of valuing utility rates on substantive
due process grounds.27 Much like the current line of land use cases, these
early rate-making cases, decided largely during the Lochner era (in which
courts looked with disfavor on state regulation of economic activity),28

26 First English Evangelical Lutheran Church of Glendale v. Los Angeles, 482 U.S. 304,
341 n. 17 (1987) (J. Stevens, dissenting).

27 See Smyth v. Ames, 169 U.S. 466 (1898).
28 See Lochner v. New York, 198 U.S. 45 (1905).
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take an ad hoc approach to adjudicating whether government-set rates
are constitutional. The inquiry into fair value required courts to consider
a range of facts – “to be given such weight as may be just and right in
each case”29 – in determining whether fair value was provided. During
this era, rate-making controversies were arguably “[t]he most significant
cases in the Court’s campaign to expand the definition of property and
takings” (McUsic, 1996: 616). The cases of the period have been described
as ad hoc and unpredictable, leading to “endless litigation” and calling
into question the role of courts in reviewing economic matters (Chen,
1999). Justice Brandeis, joined by Justice Holmes, famously criticized the
substantive judicial inquiry into fair value for requiring courts to invest
substantial resources into determining utility rates without producing a
very useful economic rate structure.30

Eventually, following the advice of Brandeis, the Court repudiated this
activist position in the 1940s, adopting instead an “end results” test. In
Federal Power Commission v. Hope Natural Gas Co.,31 the Court indicated
that it will focus on the result rather than the method of rate making.
According to Justice Douglas, “It is not the theory but the impact of the
rate order which counts. If the total effect of the rate order cannot be
said to be unreasonable, judicial inquiry . . . is at an end.”32 This approach
is consistent with the Court’s repudiation of Lochner and its generally
deferential judicial review of economic regulation in the New Deal era.

The Supreme Court has reaffirmed this deferential approach to re-
viewing utility price regulation in every case decided since 1944. In Mar-
ket Street Railway v. Railroad Commission, the Court refused to require
compensation when the government did not authorize full recovery of the
costs of obsolete technology.33 Later, in the Permian Basin Rate Cases,
the Court rejected a challenge to the Federal Power Commission’s ability
to set areawide rates, reasoning that there is no constitutional obligation
to determine individual rates on a cost-of-service basis.34 The most re-
cent rate-making case considered by the Court, Duquesne Light Co. v.

29 169 U.S. at 546–47.
30 See also Missouri ex rel. Southwestern Bell Tel. Co. v. Public Serv. Comm’n, 262 U.S. 276,

299–301 (1923) (J. Brandeis, dissenting).
31 320 U.S. 591 (1944).
32 Id. at 602.
33 324 U.S. 528, 557, 564–65 (1945) (deferring to regulators decision not to allow recovery

of San Francisco street cars and bus lines valued by regulators at less than one-third the
amount at which they would have been valued using historical or reproduction costs).

34 390 U.S. 747 (1968).
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Barasch,35 upheld a lower court’s disallowance of non-“used and useful”
nuclear assets and expressly reaffirmed Hope: “[T]oday we reaffirm these
teachings of Hope Natural Gas.”36 Although the Court frequently does
review the procedures used by regulatory bodies, it continues its reluc-
tance to review the economic reasoning of regulatory decisions involving
public utilities.

Two rationales, not as prominent in the land use context, explain the
Court’s deferential approach to utility rate-making cases. First, the rate-
making process is self-correcting (see Chapter 2). Regulators may under-
estimate the cost of capital in one year, but in a later year, through modi-
fications, they can correct any deficiency in utility earnings and revenues
by adjusting cost of capital. Hence, there is little in terms of increased
accuracy to be gained from judicial review.

Second, the political process provides adequate protections for util-
ities and their investors. Utility rate-making and other regulatory pro-
cesses, which tend to be transparent and well-developed, provide a forum
for regulators to balance the interests of investors, firms, consumers, and
the state. According to Richard Pierce (1989),

Detailed judicial review of ratemaking has little, if any, effect in constrain-
ing the political process. Moreover, the judicial review process imposes
high error costs and high judicial resource costs. Thus, the “end result” test
announced in Hope can be seen as a decision to allocate to the political
institutions of government near total power to protect the constitutional
values underlying the takings clause in the ratemaking context. This is re-
quired by the severe institutional limitations of the judiciary as a potential
source of protection for these values.37

In utility regulation controversies, courts use the deferential approach
of cases like Hope, Market Street Railway, Permian Basin, and Duquesne
over the more activist review approach of the recent land use takings
cases. Justice Black’s articulation of the purpose of regulatory takings –
“to bar Government from forcing some people alone to bear public bur-
dens which, in all fairness and justice, should be borne by the public as
a whole”38 – is not a central concern in utility regulation. As Richard
Goldsmith (1989) argues: “Rate regulators do not allocate burdens be-
tween the ‘public’ on the one hand and the ‘few’ on the other” but balance

35 488 U.S. 299 (1989).
36 Id. at 310.
37 Pierce, 1989: 2062.
38 Armstrong v. United States, 364 U.S. 40, 49 (1960).
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“the cost of utility service between large classes of investors and con-
sumers” (255) It would be particularly odd to invoke takings protec-
tions to the advantage of investors and the utility industry because here
(unlike in the land use context) they have an overwhelming advantage
in information, wealth, and political power and “boast a superior abil-
ity to bear risk and to mitigate damage from unforeseen contingencies –
the precise economic attributes that justify the imposition of liability in
virtually every other legal context” (Chen, 1999: 1558–59). In fact, given
their institutional disadvantage in making politically accountable deci-
sions, courts generally defer to regulators and avoid involving themselves
actively in the policing of utility rate regulation (Pierce, 1989).

This is not to suggest that the Takings Clause is without any application
to utility price regulation. In Duquesne, the Court expressly recognized
that there is a constitutional limit in setting utility prices: If regulators
threaten the financial integrity of a utility or provide inadequate compen-
sation to current equity owners for the risks associated with their invest-
ments, they may effectuate a taking.39 Although lower courts occasionally
raise such concerns,40 the Supreme Court has not applied these limits in
the utility rate-setting context and its cases during the past 50 years do
not suggest any eagerness to engage in a more activist review of utility
price setting. In fact, despite Duquesne’s anticipation that takings claims
may legitimately be asserted against regulators’ price setting, some lower
courts interpret the cases as allowing a significant public interest to justify
the financial destruction of a regulated utility.41

39 Duquesne Light Co. v. Barasch, 488 U.S. 299. As the Supreme Court stated: “No argument
has been made that these slightly reduced rates jeopardize the financial integrity of the
companies, either by leaving them insufficient operating capital or impeding their ability
to raise future capital. Nor has it been demonstrated that these rates are inadequate to
compensate current equity owners for the risk associated with their investments under a
modified prudent investment scheme. . . . ” Id. at 312–14.

40 See, e.g., Jersey Central Power & Light c. v. FERC, 810 F.2d 1168, 1181–82 (D.C. Cir.
1987) (reversing and remanding the FERC’s disallowance of unamortized nuclear in-
vestment from rate base for failure to provide an explanation); Id. at 1188 (Starr, concur-
rence) (arguing that a “reasoned consideration” of investor interests requires more than
a mechanical application of rules but consideration of what expectations exist under a
regulatory compact).

41 See Gulf State Utils. Co. v. Louisiana Pub. Serv. Comm’n, 578 So.2d 71, 116 (La. 1991)
(holding that a taking will be found only when the state “failed to consider the legitimate
interests of the utility and its investors in a higher rate of return, and to weigh those
interests against the competing concerns of ratepayers”); Ohio Edison Co. v. Public
Utils. Comm’n, 589 N.E.2d 1292, 1300 (Ohio, 1992) (bolding asserting the “Constitution
no longer provides any special protection for the utility investor.”).
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In the Supreme Court’s most recent case to address the topic of in-
frastructure takings, the Court more directly struggled with a deregula-
tory takings claim. In reviewing the FCC’s network access pricing rules
under the Administrative Procedure Act, the Court seemed to clearly re-
ject that the FCC’s pricing mechanism, widely criticized by deregulatory
takings advocates, presents an unconstitutional taking.42 Even after this
decision, however, deregulatory takings advocates continue to assert that
Duquesne and other cases constrain how the government can set compe-
tition policy and, specifically, how it can price access to essential network
facilities. Deregulatory takings proponents continue to advocate consti-
tutional protections for the precompetition expectations of incumbent
firms, arguing that these expectations must be reflected in the measure of
costs used by regulators in adopting interconnection and network access
pricing mechanisms (Spulber & Yoo, 2003).

V. INCOMPLETE CONTRACTS AND DEREGULATORY TAKINGS

To the extent regulation is analogized to a contract, many commentators
have observed that this creates binding legal obligations on the part of
governmental actors. These legal obligations may flow from a contract
itself, rather than some constitutionally protected property right.43 Once
this obligation is deemed property, a legal claim for deregulatory taking
becomes an obvious way to protect it, particularly given more recent
judicial trends toward strong protection of private property.

Although intuitively attractive, this argument for deregulatory tak-
ings relies on simplistic understanding of contracts. It echoes a view of the
regulatory contract that the Supreme Court rejected more than 150 years
ago. The classic Charles River Bridge case, decided in 1836, provided
American courts one of the first opportunities to elaborate on the legal
implications of the regulatory contract. The case rejected a claim that the
proprietors of the Charles River Bridge were entitled to compensation
by the Commonwealth of Massachusetts. The Charles River Bridge

42 Verizon Communications, Inc. v. FCC, 525 U.S. 467 (2002).
43 The arguments are closely interrelated, in that constitutional takings jurisprudence rec-

ognizes that a contractual obligation can, in certain instances, give rise to a property right
protected by the U.S. Constitution. See Armstrong v. U.S., 364 U.S. 40 (1960) (observing
that contractual liens against the government can give rise to constitutionally protected
property interest); Lynch v. U.S., 292 U.S. 571 (1974) (valid contracts are property within
the meaning of the Takings Clause). See also Ruckelshaus v. Monsanto, 467 U.S. 986 (1984)
(finding a constitutionally protected property interest in an intangible trade secret).
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Proprietors were given a grant by the Commonwealth to operate a toll
bridge, but the Commonwealth later approved a competitor, the Warren
Bridge, which was obligated by law to become free once its proprietors
had recouped their investment and a return. The Charles River Bridge
lost three-fourths of its tolls when the Warren Bridge opened for traffic
(Hovenkamp, 1991), and its proprietors sued to recover some of its losses.
In the words of Chief Justice Taney, who wrote for the majority rejecting
the proprietors’ claim for compensation, “in grants by the public, noth-
ing passes by implication.”44 Because the Charles River Bridge charter
did not contain a specific and express provision granting a monopoly that
protected against competing bridges – let alone any provision that would
have promised compensation if operation of the bridge were to become
unprofitable – a breach of contracts claim against the Commonwealth
could not be sustained.

Justice Taney’s majority opinion reflects a view of the regulatory con-
tract that has had an impact, if only a subtle one, on regulatory law. In
Justice Taney’s view, a regulatory contract between a firm and the state
is only enforceable to the extent its terms are expressly negotiated. This
classical approach envisions courts enforcing regulatory contracts only
where terms are clear – a judicial approach that reverberates in modern
arguments that courts ought to limit contractual enforcement to plain
meaning or ought to use “clear statement rules” in complex regulatory
cases.45 The main role of courts under the classical approach is to en-
force clear statements in regulatory law, but beyond this Justice Story’s
regulatory contract does not envision much role for the judiciary in the
regulatory process. In contrast, the express regulatory contract approach
gives enormous discretion in bargaining to the state, leaving private firms
and other stakeholders without any judicially enforceable remedy unless
they have successfully negotiated for express terms (Hovenkamp, 1991).

In a famous dissent to the Charles River Bridge case, Justice Story
invoked an alternative view. He used memories of the financial ruin of
the Confederacy, and ensuing drafting of the United States Constitution,
to lay down the premise for an alternative account of regulation. Justice
Story wrote:

I maintain, that, upon the principles of common reason and legal interpre-
tation, the present grant carries with it a necessary implication, that the

44 The Proprietors of the Charles River Bridge v. The Proprietors of the Warren Bridge, 36
U.S. 420, 465 (1837).

45 For reference to this literature, see Eskridge and Frickey (1992).
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legislature shall do no act to destroy or essentially to impair the franchise;
that (as one of the learned judges of the state court expressed it) there is
an implied agreement that the state will not grant another bridge between
Boston and Charleston, so near as to draw away the custom from the old
one; and (as another judge expressed it) that there is an implied agreement
of the state to grant the undisturbed use of the bridge and its tolls, so far as
respects any acts of its own, or any persons acting under its authority. . . . 46

Consistent with this concept, in a concurrence, Justice McLean stated
that there is no reason charters granted by the state “should not be con-
strued by the same rule that governs contracts between individuals. . . . ”47

Although perhaps born of Justice Story’s dissent or Justice McLean’s
concurrence, the regulatory contract has had staying power in American
courts for more than 150 years, as is illustrated by the contract on which
deregulatory takings advocates rely.

Like the Charles River Bridge case, however, deregulatory takings
does not present a clear contractual case for compensation because many
terms of the regulatory deal are missing or unclear. For example, at the
outset of a government regulator’s interactions with a firm, it is rare for
the regulators to explicitly promise to provide compensation for changes
to regulation in the future. Historically, express indemnification on the
part of the regulator is rare; in fact, many agency regulators may lack the
authority to make such commitments without legislative authorization.
An incomplete contracts account, in contrast, recognizes that regulation,
analogized to a contract between the regulator and private firms, will often
fail to address these types of concerns. Because regulation is subject to
constant renegotiation, terms that are outside the express provisions of
the contract may be renegotiated as a part of the regulatory process in the
future. Courts are not necessarily the ideal institution for completing the
terms of the contract because a future political or regulatory process may
just as well have been an anticipated condition of the original bargain.
For this reason, judicial deference to the political and regulatory process
is important to an incomplete contracts account of regulation.

Implicit to the argument for deregulatory takings is the suggestion
that courts should turn away from the deferential review of Hope, Market
Street Railway, and Duquesne and move toward the more rigorous review
seen in recent land use decisions – if not a complete return to the Lochner-
era approach of Smyth v. Ames (Chen, 1999). For instance, Sidak and

46 36 U.S. at 646.
47 Id. at 557 (J. McLean, concurring).
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Spulber’s approach gives central importance to the investment-backed
expectations variable in the ad hoc Penn Central calculus. According to
them, investment-backed expectations do “all the heavy lifting in a regu-
latory takings case” (Sidak & Spulber, 1997: 224). In addition, in support
of their argument, Sidak and Spulber cite many of the Court’s more recent
land use takings cases, including Lucas and Dolan. In this sense, advo-
cates of deregulatory takings are urging a major change in the approach
of takings jurisprudence for infrastructure industry, one that would rou-
tinely require courts to award compensation for changes in regulation,
rather than adopt the deferential approach they currently use.

An incomplete contract approach to this problem, however, would not
routinely require compensation for changes to regulation, as advocates
of deregulatory takings suggest to be necessary. Instead, if anything, an
incomplete contracts analysis advises against compensation in most cases,
as the deferential approach in the infrastructure takings case law would
suggest. An incomplete contracts account does not suggest that the gov-
ernment is never liable for a taking. Governmental liability, however, is
very narrow and will most likely be in contexts where the state has clearly
indemnified private firms for the costs they will incur due to changes in
regulation.

A. The Limits of Contractual Liability

Deregulatory takings advocates envision both breach of contracts and
takings claims against the government for regulatory change. To the extent
that a firm and the state have entered into an express agreement against
regulatory change and in favor of indemnification for modification, the
breach of contract claim for liability has considerable merit. The Contacts
Clause of the United States Constitution reads: “No State shall . . . pass
any . . . Law impairing the Obligations of Contracts. . . . ”48 Although this
clause of the Constitution is sometimes read to apply only to private
contracts, a considerable body of case law and academic commentary
applies the clause in some fashion to contracts between the state and
private individuals and firms (Epstein, 1984; Sidak & Spulber, 1997).

For instance, Richard Epstein, the strongest advocate for this view
in the legal literature, views both the Takings Clause and the Con-
tracts Clause as protections against rent seeking and political intrigue.

48 U.S. Const. art. I, § 10, cl. 1.
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According to him, if government wants to take action, it must compensate
the losers unless it can justifiably invoke the police power (Epstein, 1985).
There are two problems with this libertarian view. First, even in Epstein’s
own terms, it ignores the possibility that the original contract may itself
have been the result of a rent-seeking deal. Perhaps a person with pow-
erful political connections or a willingness to bribe obtained the contract
from compliant officials. “White elephant” infrastructure projects are
archetypal examples of rent seeking by politicians and private investors.
Epstein’s “police power” exception may be designed to cover this case, but
he does not develop the argument fully (Rose-Ackerman & Rossi, 2000).
Second, Epstein takes an overly narrow view of legitimate government.
He wants a broad range for compensation and complains that one impor-
tant case is “far too muddy in leaving open the possibility that contracts
could be impaired if the impairment were ‘reasonable and necessary’ to
accomplish some important public purpose” (Epstein, 1984: 720, n. 45).
His skepticism of government actions leads him to be more protective
of private parties who contract with government compared with those
involved in private contracts (Rose-Ackerman & Rossi, 2000).

Even if these arguments are not given constitutional status, advocates
of deregulatory takings argue that simple breach of contract claims may
be brought against the state. Judge Kenneth Starr wrote in a concurrence
to a D.C. Circuit case:

The utility business represents a compact of sorts; a monopoly on service
in a particular geographical area (coupled with state-conferred rights of
eminent domain or condemnation) is granted to the utility in exchange for
a regime of intensive regulation, including price regulation, quite alien to the
free market. Each party to the compact gets something in the bargain. As a
general rule, utility investors are provided a level of stability in earnings and
value less likely to be attained in the unregulated or moderately regulated
sector; in turn ratepayers are afforded universal, nondiscriminatory service
and protection from monopolistic profits through political control over an
economic enterprise.49

Borrowing from this notion, Sidak and Spulber see failure to compensate
utilities for stranded costs as analogous to a breach of contract against
the industry. According to them, “Given that the utility incurred its costs
under the regulatory contract, the opening of the utility’s market to com-
petition – that is, the termination of the utility’s exclusive franchise – is

49 Jersey Central Power & Light v. FERC, 810 F.2d 1168, 1189 (D.C. Cir. 1989) (J. Starr, J.
concurring).
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a breach of a material term of that contract if not accompanied by an
offsetting removal of incumbent burdens” (Sidak & Spulber, 1997: 179).

Apart from Justice McLean’s concurrence in Charles River Bridge, the
strongest precedent supporting this position – that a contract could give
rise to a nonconstitutional claim for recovery against the government –
is the Supreme Court’s 1996 Winstar case.50 There the Supreme Court
allowed savings and loans to pursue a breach of contract case against
the federal government for failure to provide compensation pursuant to
an earlier promised bailout plan. Each agreement between individual
firms and the government specifically incorporated existing accounting
regulations. When these regulations were changed, claims for liability for
breach were filed against the federal government.

Rarely, however, do such explicit agreements between an individual
firm and the state exist. In most instances involving regulated indus-
tries, such as electric and telecommunications utilities, agreements against
changes and in favor of indemnification are implied, not expressed. These
bargains are more accurately described as incomplete, relational contracts
that the government would not be liable for breaching. In the Charles
River Bridge case,51 the charter did not contain a specific and express pro-
vision granting a monopoly to protect against competing bridges (Hov-
enkamp, 1991; Kutler, 1971). Nor did it contain a provision that would
have promised compensation if the bridge were to become unprofitable.
As the legal historian Herbert Hovenkamp observes, “The real effect of
the Charles River Bridge case was to give entrepreneurs what they bar-
gained for” (Hovenkamp, 1991: 112). The Charles River Bridge lost its
case before the Supreme Court because, in the words of Chief Justice
Taney, “in grants by the public, nothing passes by implication.”52

Winstar does not change this (Chen, 2000), although in the case Jus-
tice Souter did propose an interesting (and arguably far-reaching) ex-
ception to the traditional unmistakability doctrine defense to breach of
government contracts. Apart from Souter’s plurality opinion, which was
not endorsed by a majority, Winstar did not endorse a new substantive
rule favoring compensation. Instead, read carefully the case merely reaf-
firmed, by a 5 to 4 vote, the traditional unmistakability doctrine – that
promises by the government to forbear from certain types of regulatory
action will be enforced by courts only if these are set forth in unmistakably

50 United States v. Winstar Corp., 518 U.S. 839 (1996).
51 36 U.S. 420 (1837).
52 Id. at 546.
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unambiguous language, which the plaintiff bears the burden of proving
(Baumol & Merrill, 1996).53 Since Charles River Bridge, however, courts
have consistently held that there is a presumption that general language
in statutes (and regulations) “is not intended to create private contrac-
tual or vested rights but merely declares a policy to be pursued until the
legislature shall ordain otherwise.”54

Ultimately, what an incomplete contracts approach favors in this con-
text is a presumption against compensation for regulatory transitions that
can be rebutted only with proof of a clear statement in the initial regula-
tory instrument that is specific to a firm, not industrywide. “Clear state-
ment rules,” valued in many other contexts for enhancing transparency
and legislative or electoral accountability (Eskridge & Frickey, 1992),
may be an important gap-filling measure in the context of firm-specific
governmental liability. In the breach of contracts scenario, clear and un-
mistakable agreements – clear statements of a sort by the regulator – are
necessary as a predicate to finding governmental liability for breach of
contract. If the law-making process is viewed as contractual bargaining,
the approach of giving private parties what they bargain for – and nothing
more – has some important implications. If the bargain is required to be
explicit in order to be enforced, this encourages more transparency, and
hence accountability, in the law-making process. When an industry has
bargained with the state for benefits, these would be required to be re-
vealed to the public (and other branches of government) in language that
everyone can see and understand before a bailout for industry transition
materializes. In addition, a default clear statement rule in this context
would encourage more responsible participation by private parties in the
law-making process. Private parties will always seek to advance their in-
terests by seeking rents or other benefits from the state, but parties who
otherwise might make backroom deals with the state will be forced to do
so openly. Clear statement rules have been harshly criticized for not really

53 Winstar can hardly be said to represent a judicial consensus on the issue. Although Justices
Steven, O’Connor, and Breyer joined the portion of Justice Souter’s plurality opinion
that recognizes a general exception to the unmistakability doctrine for government in-
demnification agreements (518 U.S. at 871–87), five justices rejected this exception (and
thus reaffirm the unmistakability defense). Justices Kennedy and Thomas joined in a con-
currence by Justice Scalia (Id. at 920–24), and Justice Ginsburg joined in Chief Justice
Rehnquist’s dissent (Id. at 924–31). For further discussion of Winstar and its implications
for government contract defenses, see Gilliam (1997), Hadfield (1999), Malloy (1998),
and Schwartz (1997).

54 National R.R. Passenger Corp. v. Atchison Topeka & Sante Fe Ry. Co., 470 U.S. 451, 466
(1985), quoting Dodge v. Dept. of Educ., 302 U.S. 74, 79 (1937).
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requiring clear statements but obfuscating judicial endorsement of sub-
stantive values (Eskridge & Frickey, 1992; Nagle, 1995); however, when
liability for regulatory change is at issue, a default rule, or a strong pre-
sumption, against governmental liability has benefits for the lawmaking
process with little risk of judicial overreaching.

B. Problems with Constitutional Takings as a Gap-Filling Measure

When no such agreement exists, the Takings Clause of the Constitution
might be said to serve as a gap-filling measure, in which the state assumes
liability for certain regulatory changes. The Takings Clause, however, is
not a mere default rule, around which parties can readily bargain in the
contracting process. It is a mandatory rule, supplied by the Constitution –
perhaps even if, for example, parties have clearly specified a preference
for no liability. Given the rigidity of resorting to constitutional remedies,
and the cost to the public associated with paying “just compensation,”
such mandatory rules ought to be relegated a minor role in regulatory
law – invoked only if necessary and as a last resort.

Although the analogy is not perfect, a default rule bargaining per-
spective illustrates the problem with resorting to constitutional takings
doctrine as indemnification for regulatory transitions. Even if we are to
treat the takings claim as a type of default rule, which parties may con-
tract around, it still is not clear that a default rule favoring liability for
regulatory change is the best approach. The incomplete contracts litera-
ture recognizes that incompleteness in relationships is inevitable due to
transaction costs. Not all incompleteness, though, will necessarily arise
for this reason. Another important insight in the incomplete contracts lit-
erature is that in many circumstances incompleteness exists for strategic
reasons. For instance, if two contracting parties are bargaining for terms
and one party has information regarding the performance of the contract
(e.g., a manufacturer possessing information regarding a labor strike that
could influence whether goods are actually produced and delivered), this
may influence whether such terms are addressed in a contract. Asymmet-
ric information may encourage strategic nondisclosure on the part of one,
or perhaps even both, contracting parties.

Further, even when incompleteness does exist for neutral – transaction
cost related – reasons at the time of performance, incompleteness may
invite inefficient behavior on the part of one, or both, parties. If one party
is in a better position to avoid a breach and minimize the concomitant
loss, contractual incompleteness regarding this issue would not discourage
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such behavior. For instance, once a manufacturer has contracted for the
sale of goods, it may face little incentive to bargain in good faith with its
labor union, as opposed to inviting a strike and paying damages of seeking
an alternative supplier for its contractual obligations. Similarly, one party
may be in a better position than the other to insure for losses in the event
of a breach.

Because of such strategic nondisclosure, an incomplete contracts anal-
ysis of the problem requires an inquiry into the reasons for incomplete
regulatory bargains. Where one party in the regulatory process possesses
superior information, an information-forcing default rule might be struc-
tured to require that party to divulge this information in the bargaining
process (Posner, 2003). Similarly, where one party is in a better position to
minimize a loss and stands to gain by the discretion that incompleteness
provides at the time of performance, a loss-avoidance default rule might
be appropriate. In contract law, the phenomenon of incompleteness gives
rise to default rules designed to address defects in the bargaining process,
to encourage more efficient bargains in the future, and to minimize the
losses associated with strategic behavior on the part of one or both parties.

In the deregulatory takings context, this view has important implica-
tions for how we determine the appropriateness and level of compensa-
tion. The incomplete contracts account rejects that the Takings Clause
is exclusively concerned with protecting property rights against majori-
tarian intrusions (Epstein, 1985). In addition, the incomplete contracts
account rejects the view that takings jurisprudence is exclusively, or even
primarily, concerned with deterring governmental predation by protect-
ing investor-backed expectations (Michelman, 1968, 1988). In fact, there
is some reason to believe that deterrence in this context is not very ef-
fective. A focus on deterrence assumes the democratic process provides
strong accountability for budget management by governmental officials
(holding the primary decision maker to account for all wrongdoing), but
principal agent problems make this unrealistic, and often governmental
officials are more influenced by political as opposed to monetary fac-
tors in making their decisions (Levinson, 2000). Instead, an incomplete
contracts approach advises caution before invoking governmental lia-
bility, given its implications for future contracting behavior. Specifically,
legal liability should, as much as possible, leave private investors indif-
ferent between the government and other potential purchasers of their
property. In fashioning legal remedies, an incomplete contracts approach
would recommend that courts focus their attention on private invest-
ment decisions, particularly in contexts where private decisions are likely
to be responsive (or elastic) to the likelihood and level of government
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compensation. Compensation can have some seriously adverse implica-
tions for future private conduct in the regulatory process. Even when there
is not a legal entitlement to compensation, the incomplete contracts ac-
count also has important implications for how we set fees for network
access in a deregulatory environment.

Since the New Deal, takings jurisprudence has not found that regula-
tory actions in infrastructure industries demand compensation. Procedu-
ral guarantees and political accountability are sufficient, although those
pressing for deregulatory takings also argue that this approach is in need
of reform. Supporters of a legal entitlement to compensation would take
deregulatory takings cases outside the traditional deferential approach
of Hope, Market Street Railway, Permian Basin, and Duquesne, treating
them in a manner similar to the Supreme Court’s land use takings cases.
However, the land use cases are weak precedents for compensation in eco-
nomic regulation transitions for two reasons. First, it is not clear whether
the regulatory contract gives rise to a constitutionally protected property
right. As Justice Holmes once remarked in dissent, “When an uncopy-
righted combination of words is published there is no general right to
forbid other people repeating them – in other words there is no property
in the combination or in the thoughts or facts that the words express.
Property, a creation of law, does not arise from value, although exchange-
able – a matter of fact. Many exchangeable values may be destroyed in-
tentionally without compensation.”55 In other words, property does not
exist in the abstract, independent of government actions. Courts need to
carefully assess whether contractual bargaining gives rise to something
akin to property, but property does not precede the existence of reg-
ulatory law. Second, unlike individual property owners, utility investors
appear to be adequately protected in the political and regulatory process –
the process under which contracting with the state ordinarily occurs.
Deregulation has not challenged this rationale, as with deregulation a
significant ongoing relationship between firms and the government con-
tinues. The Takings Clause should not be used to protect those who al-
ready have a chance to influence policy or who are in a position to antic-
ipate future changes in policy and take them into account at the time of
contracting in their investment prices and actions.

Firms seldom have explicit contracts guaranteeing regulated firms a
certain rate of return on their assets or promising to indemnify them
against future changes in policy (Hovenkamp, 1999b; Rossi, 1998b).

55 International News Service v. Associated Press, 248 U.S. 215, 246 (1918) (J. Holmes,
dissenting).
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Normally, the firm will have internalized these risks in making their in-
vestment choices. The deferential approach of the Supreme Court’s opin-
ions in rate-making cases generally requires utility owners to accept the
risks of unsuccessful investments in contracting with the state. In contrast,
when investors are well diversified and knowledgeable of risks, compen-
sation may reduce incentives for self-insurance. For example, in Shanghai
Power v. United States, an American Corporation sought compensation
against the United States government for its lost claim against China due
to China’s compensation of the company’s power plant in Shanghai.56 In
making diplomatic policy that reestablished relationships with China af-
ter the actual confiscation occurred, President Carter extinguished all
outstanding claims against China and Shaghai Power received about
$20 million – far less than the $144 million the company claimed in the
plant. The court of claims found that no taking existed: notwithstanding
a disproportionate loss to the company in the short tem, Judge Kozinski
cited long-term incentives for the company to diversify in its investments
and benefit elsewhere as reasons against compensation. Similarly, a de-
fault rule against compensation for regulatory changes creates incentives
for firms to diversify and self-insure against regulatory change.

Some commentators argue that utilities were not induced to invest by
eager regulators but instead pushed the regulators to permit high levels
of investment (Hovenkamp, 1999b; Rossi, 1998b). If firms anticipate that
their costs will be reimbursed regardles of the competitive environment,
they have an incentive to overinvest. Assured compensation affects the
incentives for strategic behavior inherent in the relationship between the
regulated firm and the regulatory agency officials (Williamson, 1996b).
One adverse result may be to exaggerate the Averch-Johnson ef-
fect under which firms select inefficiently high capital–labor ratios
(Averch & Johnson, 1962; Michaels, 1996; Williamson, 1996b; see also
Chapter 3).

To date, not a single court has accepted the deregulatory taking argu-
ment advocated by the industry. When the breach of contract claim has
been raised, courts have uniformly required clear and explicit contracts as
a basis for protection of the utility’s interest in stranded cost recovery.57

56 4 Cl. Ct. 237 (1983).
57 In Energy Ass’n of New York v. Public Serv. Comm’n of New York, the court rejected a

utility’s argument that the “failure to guarantee full recovery of stranded costs constitutes
breach of contract” [653 N.Y.S.2d 502, 513–14 (1996)]. Instead, the court held “just and
reasonable rates do not necessarily. . . immunize utilities from the effects of competition”
(Id.). Thus, only those utilities expressly contracting for monopolies will probably be
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Outside cases involving physical invasion for access to network wires,58

the takings claims have also been rejected by the courts.59 Although

able to have such monopolies recognized and enforced. See also Hovenkamp, 1999b:
811 [citing In re Binghamton Bridge, 70 U.S. (3 Wall.) 51, 82 (1865)] (“enforcing an ex-
plicit monopoly provision in a corporate charter”). In another case, the Public Service
Company of New Hampshire (PSCH) had been promised by the State of New Hamp-
shire recovery of a specific investment of $2.3 billion in a bankruptcy proceeding. PSCH
successfully obtained an injunction against a New Hampshire restructuring plan that did
not guarantee recovery of the costs of this investment. In reviewing the district court
injunction, the U.S. Court of Appeals for the First Circuit determined that there was
a likelihood of success on the merits, given the specific agreements between the utility
and state and federal regulators. The court also noted that the possibility of irreparable
harm from bankruptcy made issuance of a preliminary injunction appropriate. See Public
Service Co. of New Hampshire v. Patch, 167 F.3d 15 (1st Cir. 1998). However, the First
Circuit held that the district court was incorrect in its decision to issue an injunction
against implementation of New Hampshire’s plan for all New Hampshire utilities:

The district court’s extension of the injunction to protect all other New Hampshire
electric utilities is more troublesome. Although the other utilities have joined in
attacks on the Final Plan similar to those made by PSNH, it is not clear that they can
assert the Contracts Clause or bankruptcy reorganization arguments that made
PSNH’s case so appealing to the district court. Nor is it evident that utilities are
constitutionally insulated against losses that result merely from a change in rate
regulation that introduces competition.

Id. at 28. See also Public Service Co. of New Hampshire v. Patch, 167 F.3d 29 (1st Cir.
1998) (rejecting federal preemption claim based on the “filed rate doctrine,” arguing
that tariffs filed with the FERC preclude New Hampshire from denying stranded cost
recovery, and rejecting injunction claim by utilities that lack clear contract guaranteeing
recovery from previous bankruptcy reorganization).

58 Notions of physical invasion hold a grip on the definition of what constitutes a taking
in the American legal mind. In Loretto v. Teleprompter Corp., 458 U.S. 419 (1982), the
Supreme Court found that the use of a few square inches of property on the outside of a
building for a cable television cable connection constituted a taking. The smallest physical
invasion, according to Loretto, can constitute a taking. Thus, mandated open access of
network facilities, such as power transmission lines, without compensation may be held
to be a taking. In the context of a physical occupation, courts have not had the same
reluctance they seem to have in finding a taking for failure to compensate stranded costs.
See Gulf Power Co. v. United States, 998 F. Supp. 1386, 1394–95 (N.D. Fla. 1998) (relying
on Sidak and Spulber to support the proposition that a permanent physical occupation of
property constitutes a per se taking); GTE Southwest, Inc. v. Public Utility Commission
of Texas, No. 03-97-00148-CV (Ct. of App., Austin, July 15, 1999) (finding a taking based
on Loretto where the Commission ordered GTE to revise its tariff to ensure reasonable,
nondiscriminatory bases for decisions affecting access to customers by alternate service
providers, including “the relocation of multiple demarcation points to a single point of
demarcation on multi-unit premises”).

59 See, e.g., In the Matter of Energy Association of New York State v. Public Service Commis-
sion, 653 N.Y.S.2d 502, 515 (Sup. Crt., Albany Cty. 1996) (rejecting deregulatory takings
argument against stranded cost recovery, stating “The rule of Smyth v. Ames . . . does not
prevail today.”).
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the courts routinely reject deregulatory takings claims, the threat of
deregulatory takings lawsuits have resulted in many settlements – for
example, in Pennsylvania, a settlement resulted in transition surcharges
that cost consumers billions (Isser & Mitnick, 1998) – and have influenced
the adoption of consumer surcharges and access charges by regulators and
legislators at the federal and state levels (Chen, 1999). The very success of
public utilities in having their interests heard at both the federal and state
levels is an argument against applying the Constitution’s Taking Clause to
require compensation. Although the firms will not always win all the com-
pensation they want, utilities are clearly an important force in state poli-
tics well able to raise their concerns within the institutions and procedures
that exist. Consistent with its deferential approach in infrastructure cases,
the United States Supreme Court recently refused a deregulatory takings
challenge to an FCC rule setting a general formula for the determination
of access rates. The Court left open the possibility of future challenges to
particular access rates as “so unjust as to be confiscatory” to the extent
it threatens an incumbent’s “financial integrity” but refused to reread its
infrastructure takings cases as providing for the same rigorous review of
takings the Court has recently afforded in the land use context.60

Although an incomplete contracts account of regulation advises a def-
erential approach to takings and breach of contracts jurisprudence claims,
it also has implications for how regulators might approach network ac-
cess more generally. Daniel Spulber and Christopher Yoo argue that the
Supreme Court’s takings jurisprudence mandate that regulators set access
prices based on market-based, rather than cost-based, factors (Spulber &
Yoo, 2003). To the extent that a taking is found – as may be most likely
under the Supreme Court’s physical occupation cases where mandated ac-
cess requires interconnection or access to telecommunications or electric
transmission or distribution wires61 – regulators must determine how to
set access prices in order to avoid a “just compensation” challenge. Cost-
based pricing (based solely on historical determinations of cost) may not,
as a matter of policy, always provide an adequate incentive for compa-
nies who own network facilities to expand capacity to meet demand. In

60 Verizon Communications, Inc. v. FCC, 535 U.S. 467, 523–24 (2002) (citing Duquesne Light
Company, 487 U.S. at 307, 312).

61 Even this, however, is not necessarily an unconstitutional taking for which just com-
pensation is constitutionally necessary. As other have noted, common carrier intercon-
nection does not always constitute a physical invasion of private property under takings
jurisprudence, especially given the rich tradition of regulatory intervention in this context
(Candeub, 2004; Chen, 2004).
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contrast, a general presumption of market-based prices could provide
important signals and holds promise to create incentives for investment
in network facilities. In many instances, such as in the case of electric
power transmission, the correct economic signals for facility expansion
are crucial to avoiding bottlenecks and allowing deregulated markets to
succeed.

Although economic incentives are important for network industries, it
would not be efficient to include in compensable costs all private opportu-
nity costs. Deregulatory takings advocates argue that new entrants should
pay a price for interconnection and network use based on the monopoly
profits of the incumbent, including its private opportunity costs. However,
this confuses private and public opportunity costs. As Nicholas Econo-
mides explains,

Suppose that two companies, X and Y, are competing for the business of
customer C, which is worth $C to each of them. Assume that X and Y are
equally cost efficient in serving C. If customer C used to buy from X and
now buys from Y, firm X’s private opportunity cost is $C. However, the
social opportunity cost of the switch of customer C from X to Y is exactly
zero, since society does not gain or lose from customer C’s change of carrier.
Essentially, since firm X’s loss was firm Y’s gain, private opportunity costs
and gains cancelled each other, and the social cost of customer C’s change
of carrier is zero.62

Jim Chen (2000) also observes that such a pricing mechanism has serious
intergenerational costs. Although a market-based pricing rule of thumb
is unassailable in a competitive industry (Candeub, 2004), it should not
be invoked as a backdoor way to tax the public in order to compensate an
incumbent’s private opportunity costs. The incomplete contracts account
of regulation certainly does not make the finding of an unconstitutional
taking automatic, but if a breach of contract giving rise to liability is
found, a limited presumption of market-based pricing (not including pri-
vate opportunity costs based on the old regulatory regime) should apply.
The best measure of market prices should reflect the current competitive
industry – not idiosyncratic expectations associated with the old regula-
tory structure.

∗ ∗ ∗
All in all, despite the strong entitlement-oriented rhetoric of deregula-
tory takings, contractual concepts have had little purchase as a basis for

62 Economides, 2003: 142–43.
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governmental liability in the context of deregulation and other transitions.
This does not make bargaining a worthless area of analysis for regulatory
law. It only limits its practical application to judicial review as a mecha-
nism that leads to compensation for adverse governmental decisions. If
we can move beyond the legalistic enforcement model on which dereg-
ulatory taking advocates rely, bargaining approaches to understanding
regulation have far more extensive implications for regulatory law. A
bargaining-centered approach to regulation makes explicit the focus on
bargaining as an activity, a worthwhile area of inquiry for regulatory law,
without necessarily committing courts to the role of enforcing contracts.
Instead of focusing on contract as a liability mechanism, a bargaining
analysis can frame how regulatory law approaches issues of institutional
governance, such as the standard of review courts should apply in review-
ing changes to the regulatory order and the implications of the standard
for incentives and behavior.
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Incomplete Regulatory Tariffs and
Judicial Enforcement

Analyzing deregulatory takings through a bargaining lens does not com-
mit courts to an activist role in deregulated markets. Instead, an incom-
plete bargaining assessment of deregulatory takings suggests that in most
instances courts will best promote accountability and transparency, as
well as predictability, by deferring to the decisions of regulatory agencies.
If anything, clear statement rules are the appropriate default mechanism
for courts to invoke in evaluating the availability of compensation against
governmental bodies that skirt their regulatory commitments. Absent an
express, bargained-for statement of commitment to compensation on be-
half of a political institution, courts will not interfere with regulatory tran-
sitions. Instead, deference to an otherwise legitimate political process is
appropriate. As in other agency regulatory contexts, where judicial defer-
ence is the norm, to the extent the political process and expertise of agency
regulators is more capable than courts of tackling complex regulatory is-
sues of economic regulation, judicial deference is the most desirable initial
stance for courts to take in evaluating the decisions of political institutions
in the deregulatory era.

However, courts are also not limited to clear statements and defer-
ence in evaluating all issues of public law in a deregulatory environment.
Rather, approaching regulation through a bargaining lens provides the
foundation for a much more nuanced account of the role of courts in
market transitions. Although deregulatory takings address incomplete-
ness in the degree of regulatory commitment, the regulatory process
also presents other types of incompleteness, creating need for the ju-
dicial response to adapt to the institutional problem at hand. The optimal
institutional response to incompleteness and bargaining vary, depend-
ing primarily on the incentives on private parties in future regulatory

129
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bargaining. Not all bargaining occurs under the same conditions, nor does
it create similar incentives for private behavior in the future regulatory
processes.

For instance, perhaps more than any other activity in economic reg-
ulation, regulatory agencies accept, frequently review, and sometimes
approve filings by private firms whose activities may be subject to the
agency’s jurisdiction. Often, these filings are incomplete. Incompleteness
may be due to obvious limits on the scope of a private filing (e.g., if a firm
filing a tariff fails to address an issue related to the filing). However, pri-
vate tariff filings will often raise a general issue but leave some ambiguity.
For example, to the extent a privately filed tariff depends on a firm’s volun-
tary disclosure, although a tariff will frequently envision a general type of
conduct on the part of the firm (e.g., the provision of transmission access
and pricing in a certain manner), an agency may lack the enforcement
mechanism necessary to make the tariff mandatory or to deter viola-
tions. For example, the FERC may lack the statutory authorization to
mandate the expansion of transmission, and simply requiring compli-
ance with an access tariff ex post – after competitors have been denied
a market opportunity in a time of constrained capacity – may not be
sufficient to ensure competitive markets. Put simply, a tariff does not
necessarily tell the regulator as much as it needs to know, nor does a
tariff necessarily authorize sufficient regulatory authority, in order for
the regulator to do its job. Privately filed tariffs alone also may not suffi-
ciently disclose to other firms the information necessary for competition to
thrive.

Notwithstanding this widely recognized defect in the filing of regula-
tory tariffs by private firms, under the long-standing “filed tariff doctrine,”
courts frequently afford tariff filings a legal effect, presumptively allowing
tariffs to determine the institutional mechanism for regulatory enforce-
ment. The filed tariff doctrine precludes a court from adjudicating a claim,
such as an antitrust suit, tort, or contract case, if it would result in a ju-
dicially imposed damage award that conflicts with an agency filed rate
(Rossi, 2003). Although this doctrine presents a simple rule for courts
that is consistent with many general goals, including deference to agency
regulators, it also presents private firms the opportunity to strategically
file and provide information in tariffs – particularly in contexts where tar-
iffs are never reviewed or approved by the government regulator. In this
sense, tariff filing decisions by private firms can influence the institutional
forum for regulatory enforcement. In other environments, such as liabil-
ity for medical malpractice or torts, disclosure of risks has proven to be an
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effective private strategy for forestalling future litigation, although there
is also a well-acknowledged need for safeguards to minimize strategic
manipulation of disclosure [see Berg (2003) regarding informed consent
in medical malpractice, and see Simons (2002) regarding assumption of
the risk in tort]. In the regulatory environment, private disclosure in tariff
filings could have the same effects, but the literature on economic reg-
ulation has completely ignored the need for safeguards. A bargaining
perspective sheds light on the problem presented by the filed tariff doc-
trine in a deregulatory environment, recommending a more nuanced role
for courts in considering antitrust, tort, and contract claims against firms
that have also made private tariff filings with regulators.

I. THE FILED RATE DOCTRINE AND TARIFFING IN THE
COST-OF-SERVICE ENVIRONMENT

Throughout the twentieth century, courts invoked the filed tariff doctrine
as an independent legal basis for refusing to modify, or allow modifica-
tions to, rates approved by agency regulators. Courts have extended the
doctrine to apply not only to rates, but also to terms and conditions ap-
proved by regulators, such as service quality terms included in tariffs. The
doctrine’s original goals focused on consumer protection – in particular,
protection against unjust discrimination in service pricing (the “unjust
discrimination” strand). At the same time, institutional concerns of fed-
eralism (the “federal preemption” strand) and deference to regulators
(the “deference” strand) help to justify it. With time, this doctrine that
began as a consumer protection sword evolved into a shield – a type of
ultraimmunity for regulated firms from lawsuits designed to protect con-
sumers and competition.

A. Basics of the Filed Tariff Doctrine

The filed tariff doctrine affords the contractual rights of a firm-specific
tariff the full legal force of other agency regulations. In 1951, for example,
the Supreme Court held all tariffs filed with and accepted by the Federal
Power Commission, the FERC’s predecessor, to be binding on the federal
courts. The Court reasoned that a party to the contracts “can claim no
rate as a legal right that is other than the filed rate, whether fixed or
merely accepted by the Commission, and not even the court can authorize
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commerce in the commodity on other terms.”1 Thomas Merrill and Henry
Smith describe the doctrine as follows:

Under this doctrine, utilities and common carriers must establish their rates
and services in standard form contracts called tariffs, which must be made
available on equal and nondiscriminatory terms to all customers. Devia-
tions from the filed tariff are not permitted, but the relevant regulatory
agency is authorized to review and adjust the terms to ensure that they are
“just and reasonable” to affected customers. In effect, the singular provider
of services establishes an in personam right which is made available to a
numerous class of customers, and the customers (who remain rationally
ignorant of the details of the tariff) are then protected from exploitation by
the provider through agency oversight.2

The traditional rate regulation process, which set rates based on an eval-
uation of the cost of providing service, provided a sufficient opportunity
to protect the public interest in approved tariffs.

Historically, the nondiscrimination principle is the primary reason
cited by courts for requiring adherence to a filed, published rate. As early
as 1907, the Supreme Court held that a shipper seeking damages under
the Interstate Commerce Act (ICA) based on the alleged unreasonable-
ness of a carrier’s rates must do so through the Interstate Commerce
Commission (ICC), not the courts, because the agency alone “is vested
with the power originally to entertain proceedings for the alteration of
an established schedule.”3 Although adherence to the filed rate might,
in some cases, create hardship, the Supreme Court has stated that this
doctrine “embodies the policy which had been adopted by Congress in
the regulation of interstate commerce in order to prohibit unjust discrim-
ination.”4 Thus, in original design, the doctrine was intended to protect
against the inefficiencies of monopolistic price discrimination – such as a
railroad charging different rates to customers of different states, charg-
ing the shipping companies with whom it competes exorbitant prices, or
providing kickbacks or gratuities to secure customers – without any jus-
tification based on the cost of providing service to the customer.

Unlike other exclusionary practices, price discrimination does not nec-
essarily change the monopolist’s output level (although if imperfect it
may); however, the practice is generally condemned to the extent it max-
imizes the monopolist’s profits (representing a transfer from consumers

1 Mont.-Dakota Utils. Co. v. Northwestern & Pub. Serv. Co., 341 U.S. 246, 251–52 (1951).
2 Merrill & Smith, 2002: 808, n. 112.
3 Texas & Pac. Ry. v. Abilene Cotton Oil Co., 204 U.S. 426, 448 (1907).
4 Louisville & Nashville R. R. v. Maxwell, 237 U.S. 94, 97 (1915).
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to the monopolist), while also encouraging the monopolist to waste
resources in maintaining its dominant position. For a price-regulated in-
dustry, such as an electric or telecommunications utility, price discrimina-
tion can create a more specific problem. Unregulated price discrimination
can lead to overcapacity and inefficient use of resources. Absent a pro-
hibition on price discrimination, a utility may preferentially charge some
customers, perhaps those who have substitutes for the utility’s service
(e.g., the large municipal or industrial customer), less than the average
cost of providing service to them. To the extent that the utility does so,
rate regulation would allow the utility to still recover the cost of providing
service to the preferentially treated customers by increasing the rates it
charges other customers. For instance, assume an electric utility has three
municipal customers. The total cost to the utility of building a plant to
serve the three customers is $660,000 annually, with each customer having
an equal average cost of service of $220,000. Suppose one of the munic-
ipal customers, X, also owns hydroelectric plant, which it can operate to
displace its demand for the utility’s power at a cost of $200,000 annually,
saving $20,000 per year over the cost of purchasing power from the utility.
The utility can cover its total costs and also maximize its customer base
by discriminating in its rates – charging X, say, $190,000 annually and
charging each of the other customers $235,000 per year.

However, this is not efficient. The lower-cost plant will not be built,
but instead the utility will overinvest in its own capital facilities, using
price discrimination as a strategy to foreclose competitors from using
more efficient alternatives, such as the hydroelectric plant. Because price
discrimination provides the utility little incentive to avoid overinvest-
ment in capital, it potentially leads to a higher than optimal capital-to-
labor ratio in the industry (Averch & Johnson, 1962; see also discussion
in Chapter 3). In contrast, the prohibition on price discrimination would
encourage the utility to more carefully expand capital to serve individual
customers based on the cost of providing service to them individually,
increasing efficiency in the use of capital resources.5

At the same time, because perfect price discrimination would allow the
monopolist to expand output to include customers who otherwise would
be priced out of the market, as a matter of economic theory this princi-
ple against nondiscrimination in rates is hardly uncontroversial. Ramsey

5 A related, and more general, criticism of price discrimination in antitrust regulation is
that it encourages the monopolist to leverage its primary market into a second market
(Kaplow, 1985; Sullivan, 1992).
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pricing, or raising prices in inverse proportion to customer demand elas-
ticity, provides a theory of value-based pricing that can minimize the
deadweight loss associated with price discrimination (Brown & Sibley,
1986). Ramsey pricing thus provides a regulatory mechanism for mitigat-
ing the inefficiencies of the Averch-Johnson effect under cost-of-service
regulation. In addition, Chicago school theory sees price discrimination
as bringing a monopolistic market closer to a competitive one and thus
reducing the “misallocative effects of monopoly” (Hovenkamp, 1999a;
Posner, 1979).

The price discrimination rationale behind the filed tariff doctrine is
hardly unassailable. Nevertheless, twentieth-century courts extended the
impact of the filed tariff doctrine far beyond rates to essentially include
all terms and conditions in approved tariffs.6 Because tariffs often regu-
late not only the price of service, but also its terms and conditions, the
filed tariff doctrine’s scope would eventually expand to allow the entire
regulatory process to produce decisions that have the force and effect of
a contract that is even considered binding on courts.

B. The Institutional Context

The unjust price discrimination strand of the filed tariff doctrine is steeped
in progressive consumer protection rhetoric. However, given the institu-
tional context of economic regulation in the United States, the filed tariff
doctrine has two other strands. In applying the doctrine, courts allow the
dual federalist enforcement structure of economic regulation to avoid po-
tential conflicts between national government and state regulators (the
federal preemption strand) and promote judicial deference to agency reg-
ulators (the deference strand).

1. The Federal Preemption Strand
Given that filed tariff shield evolved as a doctrine in the federal courts, it is
not surprising that the federal judiciary has used it to bar state regulatory
or common law claims from consideration in federal court. Much as fed-
eral regulation may preempt state common law claims (McGreal, 1995) or
admiralty law can preempt state common law tort claims (Young, 1999),
the filed tariff doctrine has the general effect of precluding any state law
claims that might allow departures from the filed rate. Because successful

6 See N. Natural Gas Co. v. State Corp. Comm’n, 372 U.S. 84, 90–91 (1963) (“[O]ur inquiry is
not at an end because the orders do not deal in terms of prices or volumes of purchases”).
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state suits would allow service rates and conditions to vary across jurisdic-
tions, the preclusive effect of the filed tariff doctrine promotes national
uniformity in tariff rates, terms, and conditions.

This principle, along with the general prohibition of discrimination in
rates, has been broadened to give tariffs a preemptive effect over state
law claims even when they do not, in their express terms, limit liability.
In 1906, the Supreme Court applied this principle to common carriers,
precluding a shipper from seeking damages outside an ICC proceeding.7

Even when customers had negotiated rates below the tariff price, the
filed tariff doctrine was held to bar discounts. In one case, a passenger
had negotiated a ticket with a railroad for a rate of $49.50, although the
published rate for the route was $78.65.8 After discovering this error, the
railroad sued the passenger for the difference and the Supreme Court
upheld an award against the passenger, declining to allow any deviation
from the filed rate – even if agreed to under state contract law principles.

More recently, in AT&T v. Central Office Tel. Co., the Supreme Court
held that the tariff filing provisions of the Federal Communications Act
(FCA), modeled after the nondiscrimination provisions of the ICA, re-
quire judicial enforcement of filed rates.9 AT&T had entered into a con-
tract to sell long-distance service to a reseller, giving the reseller sufficient
assurances to procure customers, but AT&T later experienced problems
with its network, including delays and mistakes in billing. When the re-
seller was unable to meet its usage commitments to AT&T, AT&T termi-
nated its service 18 months prior to the end of the contract. The reseller
sued AT&T under state law for breach of contract and tortuous interfer-
ence with contract. AT&T had mistakenly billed the resellers’ customers,
causing substantial damage to the reseller, but AT&T filed tariffs with the
FCC specifically addressing some of the same subjects of the discounts.
Writing for the majority, Justice Scalia reasoned, “Regardless of the car-
rier’s motive – whether it seeks to benefit or harm a particular customer –
the policy of nondiscriminatory rates is violated when similarly situated
customers pay different rates for the same services. It is that antidiscrimi-
natory policy which lies at ‘the heart of the common-carrier section of the
Communications Act.’”10 Because Section 203(a) of the FCA required
each common carrier to file tariffs with the FCC, the Court was compelled

7 See Texas & Pac. Ry., v. Abilene Cotton Oil Co., 204 U.S. 426, 448 (1907).
8 See Louisville & Nashville Railroad Co. v. Maxwell, 237 U.S. 94, 96 (1915).
9 AT&T v. Cent. Office Tel. Co., 524 U.S. 214, 227–28 (1998).

10 See id. at 223 [quoting MCI Telecommunications Corp. v. American Telephone & Tele-
graph Co., 512 U.S. 218, 229 (1994)].
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to enforce the tariff and “[t]he rights as defined by the tariff cannot be
varied or enlarged by either contract or tort of the carrier.”11

Following the Court’s application of the filed tariff shield in AT&T,
wholesale customers of long-distance service face a serious loss of rem-
edy, providing little deterrence of wrongdoing by long-distance carriers
in competitive markets. For example, assume a carrier enters into a con-
tract promising a reseller a rate of 5 cents per minute for nationwide
domestic switched terminations.12 In return for this rate, the reseller com-
mits to purchase 1 million minutes per month over a period of 3 years.
The reseller then enters into agreements with third parties to resell ser-
vice for 6 cents per minute. However, due to the negligence or fraudu-
lent intent of the carrier, the underlying carrier’s filed tariffs contain a
10-cent rate, rather than the 5-cent promised rate. By law, the carrier is
required to charge the reseller the 10-cent rate, even though this would
require the reseller to sell to third parties below cost. If the reseller re-
mains liable to the carrier over the full 3-year contract, its losses could be
substantial.

The doctrine not only limits state common law claims, but it also nar-
rows the jurisdiction of state agency regulators. For instance, in Nantahala
Power & Light Company v. Thornburg, a case addressing the scope of the
FERC’s authority to regulate wholesale rates, the Supreme Court noted:

[The] FERC clearly has exclusive jurisdiction over the rates to be charged
Nantahala’s interstate wholesale customers. Once the FERC sets such a
rate, a state may not conclude in setting retail rates that the FERC ap-
proved wholesale rates are unreasonable. The state must rather give effect
to Congress’ desire to give the FERC plenary authority over interstate
wholesale rates, and to ensure that the state does not interfere with this
authority.13

The doctrine, for example, precludes a state from “trapping” costs by
exercising its “undoubted jurisdiction over retail rates to prevent the
wholesaler-as-seller from recovering the costs of paying the FERC-
approved rate.”14 A caveat, known as the Pike County exception, allows a
state to deny a utility the opportunity to recover costs incurred as a result
of buying power at the FERC-established wholesale rates if the specific

11 Id. at 227 [quoting Keogh v. Chicago & Northwestern R.R., 260 U.S. 156, 163 (1922)].
12 See Neil S. Ende, Unholy Contract: The Legacy and Abuse of the Filed Rate Doctrine,

Phone+ (May 1999), available at http://www.phoneplusmag.com/articles/951feat3.html
(last visited Sept. 14, 2003).

13 476 U.S. 953, 970 (1986).
14 Id. at 970.
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purchase, apart from the rate that was paid, is deemed imprudent.15

Although the U.S. Supreme Court has never squarely held that impru-
dence is an escape hatch from the filed tariff doctrine, many circuit and
district courts,16 as well as the FERC,17 recognize the exception.

2. The Agency Deference Strand
Even where federal law, such as the various doctrines of antitrust law,
might provide a workable legal standard for evaluating the conduct of
regulated firms, courts may invoke the filed tariff doctrine to bar juris-
diction over a claim. As such, the filed rate doctrine serves a function
similar to Chevron deference:18 Out of deference to agency regulators
and their expertise, courts sometimes refuse to entertain the legal merits
of a dispute related to an agency tariff.

Although the Supreme Court has stated that there is no general across-
the-board antitrust immunity for transactions approved by regulators,19

direct antitrust attacks to regulated rates and other terms and conditions
have long been limited by the filed rate doctrine.20 The classic case on the

15 Pike County Light & Power Co. v. Pa. Pub. Util. Comm’n, 465 A.2d 735, 737–38 (Pa.
Commw. Ct. 1983).

16 See Public Service Co. of New Hampshire v. Patch, 167 F.3d 29, 35 (1st Cir. 1998) [citing
Mississippi Power & Light v. FERC, 487 U.S. 354, 373–74 (1988) and Nantahala, 476 U.S.
at 972]; Ky. W. Va. Gas Co. v. Pa. Pub. Util. Comm’n, 837 F.2d 600, 609 (3d Cir.1988)
(“Regarding the states’ traditional power to consider the prudence of a retailer’s pur-
chasing decision in setting retail rates, we find no reason why utilities must be permitted
to recover costs that are imprudently incurred.”); however, see Pacific Gas & Elec. Co.
v. Lynch, 216 F.Supp.2d 1016, 1049–50 (N.D. Cal. 2002) (declining to apply the exception
because a decision on the permissibility of a prudence review was not “meaningful” at
the time of the decision).

17 See Palisades Generating Co., 48 FERC ¶ 61,144, at 61,574 n. 10 (1989) [citing Pennsylva-
nia Power & Light Co., 23 FERC 61,325, at 61,716 (1983) and Monongahela Power Co.,
39 FERC 61,350, at 62,095–96 (1987)](noting that FERC’s action in accepting a tariff
filing does not preempt or otherwise effect state jurisdiction to review for prudence).

18 Chevron U.S.A., Inc. v. Natural Res. Def. Council, Inc., 467 U.S. 837, 844 (1985) (finding
that “considerable weight should be accorded to an executive department’s construction
of a statutory scheme it is entrusted to administer”).

19 See California. v. Federal Power Comm’n, 369 U.S. 482, 490 (1962) (holding that the
Federal Power Commission could not approve a merger application when an antitrust
suit was pending in court regarding the same merger).

20 See Square D Co. v. Niagara Frontier Tariff Bureau, Inc., 476 U.S. 409, 423–24 (1986)
(upholding the Keogh rule that a private shipper cannot recover treble damages under the
Sherman Act in connection with filed tariffs); Mississippi Power & Light Co. v. Mississippi,
487 U.S. 354, 375 (1988) (finding “the reasonableness of rates and agreements regulated
by FERC may not be collaterally attacked in state or federal court”); Nantahala Power &
Light Co. v. Thornburg, 476 U.S. 953, 966 (1986) (holding that “a State may not conclude
in setting retail rates that FERC-approved wholesale rates are unreasonable”).
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issue, Keogh v. Chicago & Northwestern Railway Co., held that a private
plaintiff cannot recover treble damages against a carrier based on the
claim that a tariff rate filed with the ICC was allegedly monopolistic.21

Writing for the Court, Justice Brandeis emphasized the nondiscrimination
principle, but also grounded his decision in respect for an ongoing agency
regulatory process. As he observed, the need for an antitrust remedy is
questionable, given that Section 8 of the ICA gave shippers injured by
illegal rates actual damages plus attorneys’ fees. In addition, because an
award of antitrust damages would depend on proof that the rate in fact
paid exceeds the rate that would have prevailed in a competitive market
(hypothetically, of course), this hypothetical rate would also have been
approved by the ICC; thus, Justice Brandeis reasoned, what the agency
would have approved is a question better determined by the agency than
the courts.22

Deference has its limits in this context because agency regulators fre-
quently have limited jurisdiction. Recognizing these limits, courts do not
defer to regulators on all tariff matters. For example, in antitrust price
squeeze cases, courts are careful to examine the scope of the regulator’s
jurisdiction. In the typical price squeeze case, a monopolist defendant
supplies a plaintiff at wholesale (for resale), yet competes with the plain-
tiff at the retail level. The typical claim is that the defendant engaged
in illegal conduct by setting out to destroy the plaintiff by inflating the
wholesale price to the plaintiff while artificially depressing the retail price
to shared customers. Some courts have rejected a filed rate defense in the
context where a monopolist supplier is subject to federal regulation at
the wholesale level but not at the retail level,23 because federal regulators
would not necessarily be responsible for evaluating retail rates. As one
commentator explains,

The most effective way of eliminating all harmful price squeezes would be to
place jurisdiction over both retail and wholesale service in a single agency.

21 Keogh v. Chicago & Northwestern Railway Co., 260 U.S. 156, 163–65 (1922).
22 Id. at 163–64.
23 See City of Kirkwood v. Union Elec. Co., 671 F.2d 1173, 1179 (8th Cir. 1982) (finding that

“courts may consider a price-squeeze claim without infringing on the regulatory juris-
diction of the FERC and PSC, because the question is not whether the rates themselves
are anti-competitive, but whether defendant utility acted illegally in proposing a certain
anti-competitive combination of rates”); City of Mishawaka v. Ind. & Mich. Elec. Co.,
560 F.2d 1314, 1321–22 (7th Cir. 1977) (holding that the Federal Power Commission does
not have exclusive or primary jurisdiction over an antitrust claim). However, see Town
of Concord v. Boston Edison Co., 915 F.2d 17 (1st Cir. 1990) (reaching the same result as
the filed rate doctrine based on an analysis similar to assessment of state action immunity
at the state level).
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Not only is dual regulation directly responsible for those squeezes produced
by regulatory inconsistency, it is indirectly responsible for those caused by
deliberate utility conduct. The latter variety, in essence, are possible because
the utility may be able to manipulate the regulatory process.24

When a federal agency regulates both of the rates in question, however,
courts have more consistently invoked the filed rate doctrine as a bar to
price squeeze antitrust claims brought by consumers.25 For similar rea-
sons, courts refuse to apply the filed tariff doctrine to claims for injunc-
tive relief when an agency lacks injunctive authority (Note, 1953; Recent
Cases, 1953).

The deference strand is also limited by the primary and original pur-
pose of the doctrine – protecting consumers from price discrimination.
For example, courts generally refuse to apply the filed tariff doctrine to
claims brought by competitors because there is no real consumer to pro-
tect (Areeda & Hovenkamp, 2000). For example, in Otter Tail Power Co.
v. U.S., the U.S. Supreme Court refused to apply the filed tariff doctrine to
bar essential facilities claims by competitors because the court perceived
only “a potential conflict” with the FERC’s authority over transmission.26

The Ninth Circuit has more explicitly recognized an exception to the doc-
trine for cases involving competitors.27

Consistent with the doctrine’s nondiscrimination strand, some states
have adopted their own state-law equivalent to the federal filed tariff
shield, even though the filed rate doctrine is predominantly a principle
that applies in federal courts. A filed tariff has a preclusive effect on con-
sumer, tort, fraud, and even antitrust litigation in several states.28 Some

24 Lopatka, 1984: 638–39.
25 See Town of Norwood v. New England Power Co., 202 F.3d 408, 419–20 (1st Cir. 2000)

(recognizing the controversial nature of a filed rate bar and applying it to an antitrust
claim).

26 410 U.S. 376, 377 (1973).
27 See Cost Mgmt. Serv. v. Wash. Natural Gas, 99 F.3d 937, 944–45 (9th Cir. 1996); Barnes

v. Arden Mayfair, 759 F.2d 676, 684 (9th Cir. 1985). In practice, it is often difficult to
distinguish between a competitor and a consumer. For example, wholesale customers of
utilities are frequently also competitors. The competitor exception is ambiguous about
how courts should treat claims by a competitor who is also a consumer. A Sixth Circuit
case rejects the competitor exception to the filed tariff doctrine. See Pinney Dock &
Transp. Co. v. Penn. Cent. Corp., 838 F.2d 1445, 1455–57 (6th Cir. 1988).

28 See, e.g., Satellite Sys., Inc. v. Birch Telecom, Inc., 51 P.3d 585, 587–88 (Ok. 2002) (adopting
filed rate doctrine as a matter of state law, but recognizing an exception for fraud);
Southwestern Elec. Power Corp. v. Grant, 73 S.W.3d 211, 216–17 (Tex. 2002) (invoking
filed rate doctrine to bar negligence claim against utility); N.C. Steel, Inc. v. Nat’l Council
on Compensation Ins., 496 S.E.2d 369, 372–73 (N.C. 1998) (adopting filed rate under
North Carolina law to preclude judicial consideration of complaint that insurers withheld
information from regulators, thus forcing plaintiffs to pay more for insurance); Prentice
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state jurisdictions, however, do not recognize the doctrine as a matter
of purely state law.29 Similar to the deference strand of the federal filed
tariff doctrine, states that recognize the filed rate doctrine for their own
internal court–agency disputes embrace it primarily out of respect for the
expertise of state agency regulators.30

C. Judge Friendly’s Criticism

Where enforcement is not expressly bargained for in a tariff, the filed tariff
doctrine fills a gap regarding institutional enforcement by presumptively
vesting all enforcement with agency regulators. Although legislators or
regulators have not explicitly precluded judicial enforcement proceed-
ings, to pursue goals of nondiscrimination, preemption, and deference
courts rely on a default rule that presumptively frowns on judicial enforce-
ment of legal norms. Over the years, many judges have looked with skepti-
cism on this default rule. For example, in one of the more spirited criticisms
of the filed tariff doctrine from the bench, Judge Friendly observed that
the filed rate doctrine is not necessary to achieve any of its stated purposes.

Allowing tort and contract claims to proceed to the stage of damages
does not necessarily result in discounts or adjustments to rates that vi-
olate the general principle of nondiscrimination in rates. Modern civil
procedure (in particular, the availability of class actions) makes uniform
relief more likely. In the Second Circuit’s decision in Square D., Judge
Friendly observed that, because consumers can (and, given lower net
rates if successful in litigation, will face incentives to) band together to
bring class actions for breach of contract, tort, or fraud claims, to the ex-
tent that they do so, uniform relief among classes is more likely today
than it would have been early in the twentieth century.31 If appropriately

v. Title Ins. Co., 500 N.W.2d 658, 661–63 (Wis. 1993) (applying filed rate doctrine under
state law); Teleconnect Co. v. U.S. W. Communications, 508 N.W.2d 644, 648–49 (Iowa
1993) (invoking state-created filed rate doctrine).

29 Cellular Plus, Inc. v. Superior Court, 18 Cal. Rptr. 2d 308, 317–18 (Ct. App. 1993) (declin-
ing to apply a state equivalent of the filed tariff doctrine under the California Cartwright
Act).

30 See Satellite Sys., Inc., 51 P.3d at 588 (recognizing purposes behind Oklahoma’s adoption
of doctrine as “to prevent discriminatory rates and to vest an agency with authority to set
reasonable rates”); Amundson & Assocs. Art Studio v. Nat’l Council on Compensation
Ins., 988 P.2d 1208, 1213 (Kan. Ct. App. 1999) (“The filed rate doctrine stands for the
proposition that because an administrative agency is vested with the authority to deter-
mine what rate is just and reasonable, courts should not adjudicate what a reasonable
rate might be in a collateral lawsuit.”).

31 Square D. Co. v. Niagara Frontier Tariff Bureau, Inc., 760 F.2d 1347, 1352 (2d Cir. 1985),
aff’d, 476 U.S. 409 (1986).
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structured, these class actions hold promise to minimize monopolis-
tic abuses in pricing, hence dissolving any need for the filed rate doc-
trine to protect against discrimination in pricing or to preempt state law
claims.

Moreover, Justice Friendly observed, the deference strand of the filed
tariff doctrine is based on overbroad premises. Reluctantly invoking the
doctrine to bar an antitrust claim, in Square D. Judge Friendly recognized
that an award of antitrust damages (just as money damages in common
law claims) does not necessarily force a particular rate on an agency such
as the ICC.32 Instead, even if a court awards judgment to the plaintiff,
an agency retains discretion to accept or reject this as a reasonable cost
associated with the activity. It may be necessary to make adjustments in a
later rate case, but this is a decision for an agency, not a court. Thus, even
before widespread availability of consumer class actions, the threat of
money damages enforced by courts served the effect of deterring wrong-
doing by utilities without necessarily stepping on the toes of regulators.
If damages are awarded against a utility for its illegal conduct, then the
regulated firm itself needs to decide whether to absorb the loss and pass
it on to shareholders, or to attempt to pass it on to customers through
regulated rates. However, by assessing monetary damages, courts do not
force this determination onto regulators. Instead, under cost-of-service
regulation, only once federal regulators find the conduct leading to dam-
ages in judicial proceedings “prudent” are utilities allowed to recover
the costs associated with the conduct. Prudence remains an independent
finding within the expert judgment of regulators, not courts, and regula-
tors retain the complete authority to make adjustments to the regulated
firm’s rates in future cases, as reasonableness demands. In Square D. Judge
Friendly also observed that in many contexts treble damage remedies are
permitted even where regulatory remedies are already available33 and
that rules of procedure have developed to allow judicial proceedings to
be stayed pending the outcome of agency procedures.34 Because regula-
tors are not coerced by courts to accept changes to the rate and courts
have at their disposal other tools for respecting deference, the filed tariff
doctrine is hardly necessary to protect agency discretion.

32 Id. at 1352–53.
33 See id. at 1354 (noting “[t]he Court has subsequently found that activity could be chal-

lenged under the antitrust laws despite the existence of an administrative agency with
authority to regulate the activity.”).

34 See id. at 1353 (contrasting “the many later cases in which the Supreme Court has directed
the suspension of judicial proceedings pending the referral of similar issues to the ICC”
with Keogh’s concern about the need for the ICC to determine rates).
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On appeal of Judge Friendly’s Square D. decision to the U.S. Supreme
Court, Justice Stevens, writing for a majority, acknowledged that the case
at hand could be distinguished from Keogh, in that the tariffs at issue
were not subject to an ICC hearing prior to going into effect, but instead
were merely filed with the agency.35 However, noting the “established
guidepost” of the long-standing filed tariff doctrine, the Supreme Court
also upheld the filed tariff bar.36 According to Justice Stevens, the var-
ious developments mentioned by Judge Friendly “seem to undermine
some of the reasoning in Justice Brandeis Keogh opinion.” Despite this,
in Square D. the Court followed Keogh, noting that the reasoning of
Judge Friendly’s “characteristically thoughtful and incisive opinion” did
not “overcome the strong presumption of continued validity that adheres
in the judicial interpretation of a statute.”37

II. DEREGULATION AND THE JUDICIAL RESPONSE TO THE
FILED TARIFF DOCTRINE

As industries such as electric power and telecommunications are dereg-
ulated, courts continue to steadfastly adhere to the filed tariff doctrine,
refusing to address the merits of many contract, tort, and antitrust claims
against deregulated firms. Absent clear signals from Congress that tariffs
carry no legal effect, courts are reluctant to abandon the doctrine.

One of the cases that illustrates the broad scope – and potential
cost – of the filed tariff doctrine for deregulated industries involved a
price squeeze claim by a municipal utility in Massachusetts against New
England Power Company, alleging, among other claims, that the defen-
dant offered the city’s affiliates preferential treatment as customers over
Norwood.38 The claim was based on the combined effect of two tariffs –
one, imposing a contract termination charge on the municipal customer;
the other, a wholesale standard offer rate that was extended to the mu-
nicipal’s affiliates but not to municipalities themselves. The FERC had
approved these terms as “just and reasonable” as part of New England
Power Company’s restructuring plan, which included market-based tar-
iffs. Because both tariffs were on file with the FERC, the U.S. Court of
Appeals for the First Circuit invoked the filed rate doctrine as a complete

35 Square D. Co. v. Niagara Frontier Tariff Bureau, Inc., 476 U.S. 409, 417 (1986).
36 Id. at 423.
37 Id. at 423–24.
38 See Town of Norwood v. New England Power Co., 202 F.3d 408, 418 (1st Cir. 2000).
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bar to the price squeeze claim. The court observed that “[h]ere, any mean-
ingful relief as to the price squeeze would require the alteration of tariffs –
and not merely tariffs subject to regulation but tariffs actually scrutinized
repeatedly by FERC. . . .”39 Because “the rationale for the filed rate doc-
trine is to protect the exclusive authority of the agency to accept or chal-
lenge such tariffs,”40 in the view of the First Circuit, “this is not a case that
calls out for revisiting the filed rate doctrine or for strenuous efforts to
carve out exceptions. . . .”41

In fact, the First Circuit explicitly refused to revisit the doctrine in light
of the emerging deregulated wholesale market for electric power, stating:

Of course, if New England Power’s rates were truly left to the market, with
no filing requirement or FERC supervision at all, the filed rate doctrine
would by its terms no longer operate. But unlike some other regulatory
agencies, FERC is still responsible for ensuring ‘just and reasonable’ rates
and, to that end, wholesale power rates continue to be filed and subject to
agency review.42

The First Circuit’s reluctance to abandon the doctrine in light of deregu-
lation has echoed throughout the federal judiciary, as courts are increas-
ingly asked to intervene in disputes. Federal courts continue to vigorously
endorse the filed tariff shield, keeping competitor and consumer claims
almost completely out of the hands of both state regulators and federal
courts.

For example, the U.S. Court of Appeals for the Ninth Circuit applied
the filed tariff doctrine to imply federal preemption of the California
Governor’s effort to protect consumers against strategic manipulation of
its power market. In response to California’s electric power deregulation
crisis, in January 2001, California Governor Davis declared a state of emer-
gency, finding that “the imminent threat of widespread and prolonged
disruption of electrical power . . . constitutes a condition of extreme peril
to the safety of persons and property within the state.”43 Following this
declaration, the state obtained a temporary restraining order against the
California Power Exchange (CalPX), which managed a market for block
forward contracts to deliver electricity through the end of 2001, includ-
ing contracts between Duke Energy, a wholesale supplier, and utilities,

39 Id. at 420 (emphasis in original).
40 Id. [citing Arkansas-Louisiana Gas Co. v. Hall, 453 U.S. 571, 577–78 (1981)].
41 Id. at 421.
42 Id. at 419 (citations omitted).
43 Duke Energy Trading & Mktg., L.L.C. v. Davis, 267 F.3d 1042, 1047 (9th Cir. 2001).
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such as Southern California Edison and Pacific Gas & Electric Company.
Later, it was alleged that Duke Energy and other suppliers and marketers,
such as Enron, were strategically manipulating the market to reap massive
profits.44 As the state’s restraining order expired, Governor Davis, acting
pursuant to the California Emergency Services Act, issued two executive
orders that purported to “commandeer” block forward contracts “to be
held subject to the control and coordination of the State of California.”45

Duke Energy filed a suit seeking injunctive relief against Governor
Davis alleging that his commandeering orders were preempted by federal
law. Because the case was for injunctive relief, not monetary damages, it
is not at all clear how the filed tariff doctrine would serve to protect
customers against unjust discrimination. Nevertheless, after deciding that
the case should not be dismissed on sovereign immunity grounds,46 the
Ninth Circuit panel applied the filed rate doctrine, which led the court to
an inference of preemption. In the court’s view, “interstate power rates
filed with FERC must be given binding effect” by state regulators, even
when regulating in areas subject to state jurisdiction. Thus, the court stated
with a sweeping confidence, “FERC-approved rates preempt conflicting
regulations adopted by the states.”47

Although the case contains broad claims about how a filed rate cre-
ates an inference of federal preemption of California Governor Davis’
commandeering order, the analysis in the opinion is seriously wanting.
The Ninth Circuit observed that “by preventing CalPX from liquidating
the IOUs block forward positions to cover their defaults in the CalPX
markets, Governor Davis’ commandeering orders effectively rewrote the
terms of the CTS rate schedule [approved by FERC], depriving wholesale
suppliers such as Duke of their bargained-for collateral and mitigation
rights.”48 Because the FERC had previously refused to allow CalPX to
amend its tariff to lower the short-term credit ratings of market partici-
pants and because the effect of Governor Davis’ commandeering order

44 See FERC’s Final Report on Price Manipulation in Western Markets, 54–55, Docket
No. PA02-2-000 (March 2003). In August 2003, however, the FERC’s staff cleared Duke
Energy of any wrongdoing in manipulating the market. See Staff’s Initial Report on
Physical Withholding by Generators Selling into the California Market and Notification
to Companies (August 2003), online at http://www.ferc.gov/industries/electric/indus-act/
wem/2003/Withholding Report 8-1-03.pdf.

45 267 F.3d at 1047.
46 The court held that the case did not fall within the exception to Ex Parte Young carved

out in Idaho v. Coeur d’Alene Tribe, 521 U.S. 261 (1997). See Duke Energy, 267 F.3d at
1052–55.

47 Id. at 1056 [citing Nantahala, 476 U.S. 953, 962, 966 (1986)].
48 Id. at 1056–57.
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was to deprive wholesale suppliers of this financial protection, the court
concluded that governor’s actions conflicted with federal law, but pro-
vided little analysis to support this conclusion.

In another case related to California’s deregulation crisis, municipal
utilities in the state seeking an expansion of transmission capacity sued
several regional utilities, including Bonneville Power Administration, a
federal agency, seeking money damages for breach of contract, tort, con-
version trespass and nuisance, and, in one instance, fraud.49 The basic
claim was that, by operating another intertie constructed and operated
by the defendants and approved by the FERC, the regional utilities had
run afoul of an earlier agreement with the plaintiffs to jointly construct
and operate the interconnection of two large electricity interties to which
the plaintiffs were parties. Observing that the FERC’s jurisdiction over
wholesale transmission is exclusive, the Ninth Circuit concluded that the
plaintiffs “cannot obtain state law money damages allegedly resulting
from the operation of an interstate electricity intertie expressly approved
by FERC, where the manner of operation was contemplated at the time
of approval.”50 In a sweeping statement, characteristic of other courts in-
voking the doctrine, the Ninth Circuit analogized “allowing TANC to sue
under state law for damage allegedly caused to its transmission system by
an interconnected interstate system approved by FERC would be akin to
allowing an airline to sue under state law for economic damages caused by
another airline’s FAA-approved plans.”51 The court could not have been
saying that, by the very fact of federal approval of a flight plan, airlines are
somehow immune from all state law claims, including negligence; instead,
what the court seems to be suggesting is that federal approval of a flight
plan supersedes any previous private contractual agreement between air-
lines that conflict with the plan. The court did not, however, explain why
this result is required, particularly because the effect of such a rule is to
encourage regulated firms to lobby regulators to indirectly invalidate con-
tracts – a particularly disturbing practice in a deregulatory environment.
More troubling, as in the Duke Energy case, the court failed to explain
why the tort, fraud, and other property claims were preempted as a mat-
ter of implied or conflict preemption jurisprudence.52 Notwithstanding its

49 Transmission Agency v. Sierra Pac. Power Co., 295 F.3d 918, 928 (9th Cir. 2002).
50 Id. at 929.
51 Id.
52 Noting that “the Supreme Court has yet to resolve the issue of whether a claim based

upon fraud by an agency can be preempted by the filed rate doctrine,” the Ninth Circuit
sided with two other circuits that found filed rate preemption under such circumstances.
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expansive invocation of the filed rate doctrine, the Ninth Circuit did take
the care to mention a more recent U.S. Supreme Court case that clarified
the hypothetical reach of the FERC’s jurisdiction, using it to potentially
narrow the application of the filed tariff doctrine in future cases.53

Consistent with the sweeping filed tariff doctrine embraced in these
Ninth Circuit cases, a federal district court in California recently invoked
the doctrine to bar state regulators from limiting a utility’s ability to re-
cover the costs of power in the deregulated wholesale market. California
electric utilities have consistently claimed that the refusal of the California
Public Utility Commission to increase retail rates as wholesale prices for
purchased power skyrocketed during the state’s deregulation crisis is il-
legal under the filed tariff doctrine because the FERC had approved
wholesale prices based on deregulated market conditions.54 In Pacific
Gas & Electric Co. v. Lynch, a federal district court agreed, holding that
the filed tariff doctrine precludes the state of California from setting re-
tail rates below the FERC-authorized wholesale rates and prohibiting
the recovery of losses, and setting for hearing issues of fact regarding
PG&E’s claim for recovery. Like the other Ninth Circuit cases apply-
ing the filed tariff doctrine in the deregulatory environment, the court in
Lynch embraced a preemption analysis, rather than the analysis applied
to antitrust claims in Keogh. Also, like the other Ninth Circuit cases, the
federal district court in Lynch made several broad-brush statements re-
garding the scope of the filed tariff shield. For instance, the court stated:
“across all regulated industries to which it pertains, the filed rate doctrine
has been strictly and rigidly applied, without concern for the equities of

Id. at 933; see H.J., Inc. v. Northwestern Bell Tel. Co., 954 F.2d 485, 494 (8th Cir. 1992);
Taffet v. S. Co., 967 F.2d 1483, 1494–95 (11th Cir. 1992).

53 As the court stated:

We have grounded our decision in the filed rate doctrine, despite the existence
of separate FERC authority over transmission capacity, because no court has yet
determined whether the rule against courts assuming hypothetical allocations of
authority did not affect FERC-controlled rates. We note, however, that as the
Supreme Court has recently explained, FERC’s jurisdiction of electricity trans-
mission, unlike its jurisdiction over sales (i.e., rates) can reach intrastate transmis-
sions. Hence, we reserve for future resolution the question whether federal law
preempts claims that assume a hypothetical allocation of intrastate transmission
capacity, notwithstanding FERC’s lack of authority over intrastate sales.

295 F.3d at 931, n. 9 [citing New York v. FERC, 122 S.Ct., 1012, 1027 (2002)].
54 In one context, the issue was settled (allowing the utility to recover $3.3 billion of its

$6.3 billion claimed loss), but the utility’s argument, if successful, would have prevented
the state of California from limiting recovery in retail rates costs incurred in accordance
with the FERC-approved tariffs. See S. Cal. Edison Co. v. Lynch, 307 F.3d 794, 801 (9th
Cir. 2002).
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application.”55 Although the court in Lynch was clear that it was applying
the federal preemption strand of filed tariff cases – rather than the agency
deference strand that can be traced to Keogh – it noted that arguments
that “the introduction of competition into a regulated industry brings into
question the continuing application of the filed rate doctrine” have been
“uniformly rejected by courts in the regulatory contexts in which they
have been raised.”56

The filed tariff doctrine has also played an important role in more
recent litigation involving the telecommunications industry. Following
a long, and eventually successful, quest, the FCC adopted a regulation
abandoning the filed rate doctrine in most contexts involving long dis-
tance carriers. However, under the Telecom Act of 1996, which provides
for FCC review of access disputes, the Seventh Circuit has arguably read
antitrust immunity into the federal statute in instances where claims are
not properly pled under the statute.57 The Supreme Court, however, even-
tually held that the filed tariff doctrine does not serve as an automatic bar
to antitrust claims brought under the Telecommunications Act of 1996.58

III. STRATEGIC TARIFF FILINGS AND RADICAL
DEREGULATION

Although Judge Friendly’s criticisms of the filed tariff doctrine have much
to commend, a government relations bargaining perspective provides a
different rationale for revisiting the doctrine as telecommunications and
electric power are deregulated. If tariffs and other regulatory filings are
understood as a type of incomplete bargain, courts should approach in-
completeness in enforcement with extreme caution before entirely dis-
pensing with judicial consideration of the merits of antitrust, tort, and
contract claims. Such incompleteness may be strategic, to the extent pri-
vate firms have sought to avoid enforcement of a regulatory matter in
their regulatory filings. Even if incompleteness in filed tariffs itself is not
intentional – it may, for instance, also be due to imperfect information
about future problems with regulation – a default rule against judicial in-
tervention, such as that provided by the filed rate doctrine, may encourage

55 See Pac. Gas & Elec. v. Lynch, 216 F. Supp. 2d 1016, 1038–40, 1049 (N.D. Cal. 2002).
56 Id. at 1039.
57 Goldwasser v. Ameritech Corp., 222 F.3d 390 (7th Cir. 2000) (refusing antitrust jurisdiction

where the FCC has enforcement authority under the 1996 Telecom Act).
58 Verizon v. Law Offices of Curtis V. Trinko, L.L.P., 124 S.Ct. 872 (2004) (exercising juris-

diction over essential facilities claim but rejecting the claim on its merits).
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strategic filings aimed at precluding judicial enforcement of important an-
titrust, contract, and tort doctrines.

Understood as such, the filed tariff shield not only influences the
course of litigation, but it also affects the forum-shopping behavior of
private firms and agencies in the regulatory process before actual liti-
gation commences. Institutionally, agencies and courts have never been
very effective at monitoring tariffing as a private forum-shopping strategy.
This may have been a stable state of affairs with cost-of-service regulation,
given routine regulatory proceedings that served as some safeguard for
public values. However, with the introduction of competition to formerly
regulated industries and other regulatory transitions, market norms are
emerging to expose a gap in regulatory agency ability to deter wrongdoing
by private firms. To the extent the filed tariff doctrine encourages strategic
manipulation of the tariffing process to foreclose judicial enforcement, it
widens this gap and may even result in more radical deregulation than
either Congress or agencies intend – markets without essential antitrust,
contract, and tort protections.

A. Influence of the Legal Doctrine on Behavior
and Institutional Choice

In assessing the effects of the filed tariff doctrine, it is important to focus
on the behavior of private firms, regulators, and courts. To conceptualize
the basic effects of the doctrine, a few simplifying observations about the
behavior of these actors are in order: assume a private firm is motivated by
its ability to avoid substantial penalties for its market decisions (along with
other goals such as maximizing profits); assume an agency is motivated
by sustaining and expanding its jurisdiction (among other goals, perhaps
even including regulating in the public interest); and assume reviewing
courts are concerned with sustaining their independence and institutional
posture (along with other goals, perhaps even including promoting sound
governance by other branches of government, as deference to an agency
might reinforce).

Against the backdrop of these various actors, neoinstitutionalist
economists and political scientists recognize that issues of regulation can
be evaluated through the lens of behavior of institutional choice (Fu-
rubotn & Richter, 1998; Williamson, 1996a). Placing aside the issues as-
sociated with federalism (which are further discussed in Chapters 7 and
8), when managing an industry such as electric power or telecommu-
nications, three main institutional fora are available for guiding private
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choices. First, and most prevalent throughout the twentieth century, reg-
ulatory agencies (federal or state) can set prices, structure, and service
terms and conditions for firms in an industry. Second, courts, through the
application of statutory standards, such as the antitrust laws, and common
law doctrines (including the law of fraud and contract) can regulate struc-
ture and service terms and conditions in an industry. Third, spontaneous
ordering of the market can regulate the prices, structure, and service terms
and conditions in an industry. Of course, in most industries, some mixture
of these three institutional options regulates the conduct of private firms.
For instance, in most unregulated industries, a mix of the second and third
options serves to govern private behavior. Prices are determined through
the market, but courts also apply antitrust laws and common law doctrines
in order to enhance overall social welfare in a competitive marketplace.

In contrast, in the context of twentieth-century natural monopoly
regulation, industry governance banked most of its promise on the in-
stitutional choice of the regulatory agency. Apart from a few “tools” of
regulatory reform, such a price cap regulation, avoided cost pricing, and
market-based filings, other approaches – particularly courts and compet-
itive markets – were largely ignored. Courts deferred to regulators, and
competitive markets were widely considered unworkable in public utility
industries with natural monopoly features. Focusing on how the regula-
tory agency affects private conduct, public choice theorists (Becker, 1983;
Peltzman, 1976; Stigler, 1971) and other economists (Tirole, 2002) have
chronicled the potential problems of this approach to managing regula-
tory problems. Most of this literature, however, cynically attributes any
adverse welfare consequence of this regulatory process to regulation itself
(Mashaw, 1997; Noll, 1971).

Underacknowledged in the literature is the impact of specific legal
rules, such as the filed tariff doctrine, on the successes or failures of
the regulatory process. More recently, however, political scientists and
economists have begun to analyze how interest groups, including regu-
lated firms, decide to allocate their resources between various types of reg-
ulation, congressional, agency, or judicial (de Figueiredo & de Figueiredo,
2002; Rubin et al., 2001). A worthy candidate for similar analysis, the filed
tariff doctrine has serious and unique implications for the behavior of reg-
ulated firms. Because the doctrine is only available on a widespread basis
if a utility has filed its tariff with federal regulators, the doctrine creates
a strong ex ante incentive for private firms, such as regulated utilities, to
invest more heavily than otherwise in lobbying regulators to accept or
approve tariffs. By engaging in such conduct ex ante, private firms can
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avoid the uncertainty of an ex post judicial proceeding in which courts
enforce antitrust, tort, or contract law. The doctrine thus encourages a
type of forum shopping, triggered primarily by private decisions to pro-
vide information in the regulatory process. If a private firm desires the
protection of the filed tariff shield – immunity from antitrust and state
common law suits for its market behavior – it has a strong incentive to
divulge information (especially ambiguous information) to regulators ex
ante, in anticipation that this information will be included in published
tariffs and will minimize unpredictable, ex post judicial meddling.

Regulatory theory almost always regards additional information as
a positive good for the regulatory process. Additional information for
regulators has proved helpful to regulators as they determine and monitor
cost-of-service rates and related terms and conditions. The filed tariff
doctrine is consistent with a view of regulation based on active monitoring
of an industry by regulators. Information is seen as a necessary good for
regulators to perform their assigned tasks. More information improves the
regulatory climate to the extent that it allows regulators to sort through
issues and problems, while also acting as a check, of sorts, on capture of
the agency (Kalt & Zupan, 1984; Rossi, 1997).

At the same time, however, the filed tariff shield encourages regulated
firms to strategically divulge ambiguous information that is unrelated to
the anticipated regulatory actions of the regulator. Where there is no
check on the accuracy, clarity, and relevance of the information to the
regulatory process, opportunities for manipulation of regulation – and
in particular institutional choice – are present.59 To the extent regulated
firms engage in strategic conduct ex ante, an institutional bias in favor
of regulatory agencies, and away from courts and markets, is likely to
result. The prospect of strategic overdivulgence of information – as well
as more affirmative rent seeking as firms lobby regulators to include in
tariffs ambiguous terms and conditions unrelated to expected regulatory
action – presents a potential cost to be balanced against the information
provision incentives created by the filed tariff doctrine.

In the context of asymmetric information disclosure of nonverifiable
information in contractual bargaining, Eric Talley (2001) has observed a
need for judicial monitoring or verification. Other legal contexts put safe-
guards in place to protect the public interest from the adverse institutional

59 Using more formal modeling, commentators warn of similar behavior in other informa-
tion disclosure contexts, such as intellectual property licensing (Lichtman et al., 2000) or
drug approval and merger applications (Lewis & Poitevin, 1997).
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implications of overdisclosure of information ex ante to manipulate ex
post enforcement. Typically, the balance between disclosure, on the one
hand, and institutional decisions to regulate, on the other, is monitored
by the oversight of a third party who has the ability to protect the public
interest. For example, in the context of tort litigation, securities regula-
tion, and witness immunity from criminal prosecution, each of which use
information disclosure to influence regulatory choices, third-party over-
sight plays an important role in monitoring the divulgence of information
to ensure the choice is welfare enhancing.

In medical malpractice and other tort cases, disclosure of informa-
tion can give rise to defenses, including assumption of the risk (Berg,
2003; Simons, 2002). However, if disclosure of risks alone were a defense
to litigation, this would encourage manufacturers and other potential de-
fendants to provide more information with their products or services than
consumers could ever process or understand. Perhaps manufacturers and
other potential defendants already do so. Before allowing this information
to have a legal effect on enforcement, however, courts carefully evalu-
ate the nature of information disclosed, to determine whether an injured
plaintiff had knowledge of and understood a communicated risk.

Securities regulation provides another example. In its regulations, the
Securities and Exchange Commission (SEC) requires companies to dis-
close the risks associated with their investments, but does not allow disclo-
sure of these risks to preclude agency enforcement proceedings against
companies.60 In fact, disclosure of information may spur the SEC to take
enforcement action against companies. In the SEC context, the agency’s
regulations envision the agency itself, as well as courts, monitoring such
information disclosure to ensure it is not materially misleading (or reck-
less), and thereby does not have a negative effect on the operation of
securities markets (Horwich, 2000). Thus, the agency evaluates the ap-
propriateness of disclosure to ensure the effects on the market are not
adverse.

Monitored disclosure also plays an important role in influencing insti-
tutional choice in the criminal procedure context. Prosecutors routinely
provide incentives for disclosure by witnesses by offering immunity in

60 Under SEC Rule 10b-5, 17 C.F.R. § 240.10b-5 (2003), private causes of action are avail-
able against companies where “in connection with the purchase or sale of securities,
the misstatement or omission of a material fact, made with scienter, upon which the
plaintiff justifiably relied and which proximately caused the plaintiff’s injury.” See In re:
Comshare, Inc., 183 F.3d 542, 548 (6th Cir. 1999).
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exchange for disclosure. However, when federal prosecutors offer im-
munity in exchange for disclosure, the prosecutor must determine that
immunity is “in the public interest,” and a judge must approve the grant
of immunity (Sosnov, 2000: 183–84). The specific determination that the
public interest is served by the prosecutor, along with independent ap-
proval by the judge, serves a third-party monitoring role, helping to ensure
the institutional choice influenced by disclosure does not thwart social
welfare.

In the context of many price-regulated industries, however, third-party
monitoring of strategic disclosure is ineffective. Third-party monitoring
of information disclosure in the utility regulation would depend on the
actions of either regulators, as in the context of the SEC, or courts, as
in the context of criminal immunity. To the extent that the filed tariff
shield applies, however, both regulators and courts have been ineffective
at policing this balance ex ante to ensure the application of the shield is
not harmful to social welfare ex post in the utility regulation context.

A regulatory agency will hardly be opposed to gaining new informa-
tion from the firms it regulates, particularly because the submission of
tariff terms and conditions invites the prospect of future expansion of
agency jurisdiction. Agencies generally acquiesce in, rather than refuse,
tariff filings. In fact, often filed tariffs become effective by operation of
law after the passage of time, with little or no scrutiny by agencies. So the
filed tariff bar curiously aligns the incentives of both private firms and
regulators to include as many terms and conditions as possible in tariffs –
even when these terms and conditions are sham, in the sense that agen-
cies often lack the power to seriously enforce them. This is not a problem
with cost-of-service regulation, in which tariffs are subject to potential
adjudication in a hearing, but if tariffs are not subject to these procedural
safeguards the potential for manipulation is present.61

Courts are likewise ineffective at monitoring the costs associated with
the filed tariff bar. Because the interests of regulators and firms are gener-
ally aligned in the direction of expansive tariffs, judicial appeals rarely, if
ever, focus on the appropriateness of inclusion of information in a tariff.
When tariffs are appealed on other grounds, courts are highly inclined to
uphold tariffs under general principles of deference to agency regulators
(Goldsmith, 1989; Kearney & Merrill, 1998; Pierce, 1989). Indeed, given

61 As noted as follows, in many instances statutory limits on a regulatory agency’s jurisdic-
tion further limit the ability of agency evaluation of tariffs to serve as a safeguard on the
forum effects of disclosure in private tariffing.
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principles of deference to agency regulators in the late twentieth century,
the judiciary has played little role in policing private behavior in the tar-
iffing process and its relationship to the filed tariff shield. Because the
interests of regulators and firms converge, and courts have little institu-
tional capacity to police the bargains and information reflected in tariffs,
there are no effective safeguards against strategic use of the regulatory
process to forum shop.

B. Enforcement Gaps in the New Tariffing Environment

Private forum-shopping bias in the direction of the agency regulator does
not present an enforcement problem if federal regulators fully evaluate
tariffs prior to approval and have the jurisdiction and resources to ade-
quately deter market abuses. In the cost-of-service context, for instance,
regulators routinely held hearings on tariff matters. However, the shifts
in the regulatory approach to tariffing accompanying deregulation, along
with statutory limits on agency jurisdiction and lack of resources, may
substantially undermine the agency regulator’s ability to deter market
abuses. Thus, the forum-shopping bias of the filed tariff doctrine can re-
sult in more radical deregulation – markets absent even antitrust or com-
mon law enforcement – than either Congress or agencies would prefer.
This presents a partiular risk if courts presumptively allow the filed rate
doctrine to bar judicial consideration of private conduct. Given changes
in tariffing, however, a presumption against judicial consideration must
be reassessed for competitive markets.

With deregulation of electric power and other traditionally regulated
industries, tariffing is no longer a process in which the approval of a rate
imposes firm-specific terms, such as prices. Instead, tariffing has increas-
ingly become a regulatory tool for holding firms to market expectations
regarding industry structure, particularly network access, and providing
information to competitors and consumers. Tariffs, along with agency
regulations, increasingly set general standards for the operation of a com-
petitive market. In contrast to cost-of-service regulation,

Under the new paradigm, the regulator plays a far more limited role. Instead
of comprehensively overseeing an industry in order to protect the end-user,
its principal function is to maximize competition among rival providers, in
the expectation that competition will provide all the protection necessary
for end-users.62

62 Kearney & Merrill, 1998: 1361.
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In light of more recent problems with deregulated markets, particularly
problems with deregulation of electric power, this account seems to glorify
the promise of competition. Nevertheless, it aptly describes the approach
federal regulators have taken in restructuring public utility industries,
such as electric power and telecommunications. As one former FERC
Commissioner has stated:

The new prevailing theory for disclosure is that where an industry is com-
petitive, consumers are better served by the results of working market pro-
cesses. Consequently, the focus of regulatory reporting and disclosure obli-
gations should shift from what is needed for setting cost-based rates to
what is needed for maintaining a competitive market and preventing an
individual competitor from exercising market power.63

Regulators increasingly announce their approach through generally ap-
plicable rules, not in firm-specific tariff filings. To the extent that regulators
continue to address firm-specific information in tariffs, they are predomi-
nantly concerned with industry structure and market information disclo-
sure, rather than protecting consumers from price discrimination in the
setting of firm-specific rates.

Mindful of such concerns, in 2004 the U.S. Court of Appeals for the
Ninth Circuit rejected the presumption that the filed rate doctrine will
preclude judicial consideration pf private conduct under market-based
rates. Lockyer v. FERC held that the filed rate doctrine can apply to
FERC’s market-based rates, but only if FERC does something more than
make a cursory finding of no market power in accepting a rate filing.64

FERC also needs to exercise remedial authority to more actively monitor
market-based rates for market abuses. If FERC does not do this, the
Ninth Circuit panel suggested, “the purpose of the filed rate doctrine is
undermined” and “the tariff runs afoul of . . . the FPA.”65

In the context of electric power deregulation, in addition to adopt-
ing market-based rates regulators have significantly modified the scope
of their tariff filing requirements. The FERC’s Order No. 888 dereg-
ulates wholesale electric power markets and promotes competition in
electric power supply by requiring each utility to file a pro forma open
access transmission tariff, subject to the FERC’s approval.66 The FERC’s
jurisdiction is limited to wholesale transactions, so these tariffs primarily

63 Santa, 2000: 2.
64 383 F.3d 1006 (9th Cir. 2004).
65 Id. at 1016.
66 See Promoting Wholesale Competition Through Open Access Non-Discriminatory Trans-

mission Services by Public Utilities, 61 Federal Register 21,540 (1996).
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govern the relationships between utilities and other utilities and whole-
sale suppliers, not utilities and retail customers.67 Each utility is required
to file its own standard transmission service tariff.68 For some utilities,
who voluntarily turned management of their transmission networks over
to independent operators, the FERC attempted to dispense with its tar-
iff filing requirement, instead allowing an Independent Service Opera-
tor to file transmission tariffs on behalf of its members, but the D.C.
Circuit reversed, holding that Section 205 of the Federal Power Act re-
quires the FERC to allow each individual, jurisdictional utility to file a
tariff.69 Thus, for now the FERC continues to require the filing of transmis-
sion tariffs by individual utilities, subject to its industrywide open access
policies.70

At the same time, the FERC’s regulatory authority over utilities in
the electric power industry is far from plenary.71 Although perhaps the
FERC wishes to implement a uniform national policy for transmission
access and pricing, the scope of the FERC’s legal authority over transmis-
sion is limited: The FERC regulates wholesale sales but has no statutory
jurisdiction to reach retail transmission sales.72 Nor does the FERC have

67 The scope of the FERC’s authority to regulate electricity markets was more recently
addressed by the U.S. Supreme Court in New York v. FERC, 535 U.S. 1, 6–7 (2002)
(noting the FERC’s jurisdiction over wholesale sales under section 201 of the Federal
Power Act).

68 61 Federal Register 21,540 (rule requiring all jurisdictional utilities to file open access
transmission tariffs).

69 See Atl. City Elec. Co. v. FERC, 295 F.3d 1 (D.C. Cir. 2002). Atlantic City does not address
the filed tariff doctrine, but instead focuses on a regulated utility’s procedural right to
agency review and consideration of its tariff changes. See Id. at 9–10. Even though the
court held that the FERC could not dispense with these procedures, it also acknowledged
that “FERC plays ‘an essentially passive and reactive’ role under Section 205.” Id. at 10
[citing City of Winnfield v. FERC, 744 F.2d 871, 876 (D.C. Cir. 1984) (J. Scalia)].

70 It is unclear whether, and how, nondiscrimination will be protected in the context of open
access to bottleneck facilities. In the telecommunications context, Jean-Jacques Laffont
and Jean Tirole (2000) argue that the optimal access prices to bottleneck facilities are
discriminatory because they are usage based.

71 In the electric power context, state regulators can set rates only for intrastate transac-
tions, and these transactions also are largely off limits to federal regulators. See Federal
Power Comm’n v. Conway Corp., 426 U.S. 271, 271 (1976) (allowing the Federal Power
Commission to consider evidence of retail rates in reviewing a nondiscrimination chal-
lenge to federally set wholesale rates, but also noting that “[t]he Commission has no
power to prescribe the rates for retail sales of power companies”); Northern States Power
Co. v. FERC, 176 F.3d 1090, 1096 (8th Cir. 1999) (holding that the FERC does not have
the authority to regulate transmission for retail customers in its efforts to develop com-
petitive wholesale power markets).

72 New York v. FERC, 535 U.S. at 22–23 (noting that states retain jurisdiction over retail
sales, which are outside the FERC’s jurisdiction).
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any jurisdiction to require firms to expand transmission facilities. These
limits create the potential for a jurisdictional gap, which regulated utili-
ties might seek to fill by filing unenforceable and ambiguous firm-specific
tariff terms with the FERC. For example, a utility may file an open access
tariff with the FERC, using this tariff filing to specify how it will treat its
retail customers in making transmission decisions; the treatment of retail
customers could then fall within the scope of the filed tariff doctrine. Be-
cause the FERC does not have jurisdiction over retail sales, retail service
escapes the scrutiny of both the FERC regulation and the antitrust laws
in many instances. The FERC has significantly moved away from cost-
of-service rate regulation of both transmission and bulk power supply;73

even in this context, however, the FERC’s jurisdiction does not include
retail sales. In contrast to wholesale transmission and power supply sales,
regulated by the FERC, the relationship between utilities and retail cus-
tomers is largely regulated at the state level, and many states continue
to require the filing and approval of tariffs governing power transmission
and distribution, if not supply. As a result, the emergence of wholesale
competition at the federal level, along with differing – and sometimes
conflicting – approaches to deregulation at the state level (where state
law consumer protections become most relevant) has led to some of the
fiercest battles in the history of the electric power industry.

Like the FERC, many other regulatory agencies maintain their filing
requirements in the current deregulatory environment, but today these
serve predominantly general market structure, informational and eval-
uative, rather than firm-specific right-creating, functions. Nondiscrimi-
nation, central to rate regulation throughout the twentieth century, has
evolved to incorporate the general norms of consumer protection laws,
including notions of comparability.74 Yet this is a far more general stan-
dard – aimed at defining network access and industry structure – than
the traditional unjust discrimination standard – which was adjudicated
in firm-specific cases. Put simply, in regulated industries, the regulator

73 For instance, the FERC has evolved its power supply jurisdiction from cost-of-service
rate making to so-called “market-based rates,” for which the FERC waives certain filing
requirements altogether.

74 For example, under the FERC’s comparability standard, “[a]n open access tariff that
is not unduly discriminatory or anticompetitive should offer third parties access on the
same or comparable basis, and under the same or comparable terms and conditions, as
the transmission provider’s uses of its [own] system.” Alliant Energy Corp. v. FERC, 253
F.3d 748, 751 n. 3 (D.C. Cir. 2001) [quoting Transmission Pricing Policy Statement, 59
Fed. Reg. 55,031, at 55,034 (Nov. 3, 1994) (codified at 18 C.F.R. pt. 2)].
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no longer perceives its role as monitoring firm-specific costs to guaran-
tee each customer the same rate (Laffont & Tirole, 2000). Further, as the
FERC’s exercise of jurisdiction exemplifies, with deregulation many agen-
cies have waived some or all their jurisdictional filing requirements with
respect to entities that lack market power.

Against this backdrop, use of the filed tariff shield to bar consumer
protection litigation in the context of deregulated telecommunications or
electric power service is problematic. Competitive markets will, as they
have in the telecommunications context, invite opportunities for service
providers to offer discounts and rebates to customers. As a principle of
economics, flexibility in pricing is key to effective operation of a com-
petitive market. This allows regulators more discretion in implementing
competition policy. More important, in the competitive environment it
allows private firms flexibility in pricing and service. Without flexibility,
private firms lack the ability to respond to market conditions, including
changes in supply and demand. As courts traditionally apply the filed tar-
iff doctrine, however, price flexibility is not allowed unless it is specifically
envisioned by a previously approved tariff.

Where a tariff does envision flexibility in pricing – as if often intended
for market-based rates in competitive industries – the filed tariff doctrine
can present problems. Because, under the filed tariff doctrine, service
providers are not bound (in any judicially enforceable way) to the terms
of contracts they have entered into with customers, unless the specific
contracts have been approved by regulators, providers face no disincen-
tive for engaging in misrepresentation or even fraudulent contracts in
attempting to secure customers. In addition, consumer suits under the
antitrust laws, designed to protect and encourage competition, are not
allowed to reach the conduct of providers to the extent it is consistent
with an approved tariff. For example, it is widely suspect that wholesale
energy suppliers in the West who possessed market power colluded to
withhold supply, and increase price, during the California deregulation
crisis (Martin, 2003). The filed tariff doctrine, however, could serve as a
bar to such claims.

In the cost-of-service environment that dominated during the twenti-
eth century, manipulation of the filed tariff shield by regulated firms posed
little harm, to the extent that competition was not the norm and regula-
tors actively used the rate-making process to protect consumers from
injury. In the current environment, where competitive markets have dis-
placed traditional rate regulation, invocation of a filed tariff shield poses
a more serious risk of harm. The doctrine would be relatively harmless if
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regulators, in approving and monitoring tariffs, were willing and able to
monitor breach of contract, fraud and other torts, and antitrust miscon-
duct. In several ways, however, the willingness and ability of federal regu-
lators to monitor and sanction such conduct is seriously limited. Because
federal regulators do not have plenary authority, by filing overbroad tar-
iffs regulated firms may be able to escape scrutiny altogether in their
control of essential facilities, such as electric transmission.75 For example,
the FERC does not regulate retail transmission sales (e.g., how a util-
ity allocates the costs of transmission to its retail customers), but a firm
may still seek the FERC’s acquiescence in its retail cost allocation, thus
inviting a court to apply the filed tariff shield to conduct related to retail
pricing.

Even assuming an agency clearly has jurisdiction over the tariff terms
in initially approving tariffs, regulators are not likely to have an opportu-
nity to fully assess every potential violation of the public interest. Often, as
was the case with the FERC’s Order No. 888, federal regulators approved
tariffs with only a perfunctory review of their terms and conditions, often
rubberstamping standard tariffs en masse. Further, once a violation of a
tariff’s terms is alleged, if a complaint is filed the agency has a broad degree
of discretion – more so than courts – in deciding whether to investigate
and prosecute alleged violations; this discretion may be influenced by un-
derfunded enforcement budgets and competing priorities. Many alleged
violations will simply never be investigated, pursued, or heard.

Finally, absent specific grants of authority, agencies such as the FERC
and the FCC, unlike the now-defunct ICC (whose powers were at issue
in Keogh), do not have significant powers to assess and enforce penal-
ties against wrongdoers. In a deregulated market, enforceable remedies
for misconduct are important to deter fraud and other types of strategic
market manipulation. However, the agencies implementing deregulatory
policies themselves frequently lack the authority to pursue or impose
such remedies. For example, the FERC’s remedial powers are limited to
refund authority and nationwide license revocation. In its initial report
on potential manipulation of electric and natural gas prices in the West,

75 A good example is a filing PG&E Corp. made with the FERC, shielding millions of dollars
in unregulated assets from creditors when PG&E declared bankruptcy. California ex rel.
Lockyer v. FERC, 329 F.3d 700 (9th Cir. 2003); see also 9th Circuit Court of Appeals
Upholds FERC Order Blessing Reorganization of PG&E Corp. to Create Corporate Shield
for Credit-Hungry National Energy Group, Foster Natural Gas Report, May 22, 2003,
at 7.
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focused on misconduct associated with California’s deregulation conduct,
the FERC’s staff recommended refunds. In addition, the FERC’s staff
noted the possibility of the FERC’s imposition of penalties through tar-
iff monitoring and suspension.76 Companies such as Enron, alleged to
have engaged in strategic manipulation of California’s market (which in
Enron’s case, the commission staff alleged, arose to the level of “deceit,
including the submission of false information”), would thus be subject
to refunds and, possibly, the threat of losing the ability to participate in
deregulated markets.77

Yet neither of these powers is sufficient to deter misconduct in dereg-
ulated markets. Refund authority is not adequate to deter wrongdoing
beyond normal breach of contract remedies, and even then it merely ap-
proximates the deterrence of the restitution remedy.78 Nationwide license
revocation authority is also not a sufficient mechanism to deter wrong-
doing. Federal regulators often lack the authority to impose penalties
directly, and thus must rely on their permitting and licensing powers, at-
tempting to do indirectly what they are not authorized to do directly. For
instance, as the FERC’s staff noted in its report, the FERC does not have
the authority to directly impose penalties.79 In addition, no agency can
specify every market rule ex ante. Agencies also frequently lack jurisdic-
tion over every actor participating in a market.

The gap in jurisdiction is even more pronounced when agencies have
waived regulatory requirements, as the FERC often does, to encourage
the growth of competition. The FERC’s staff acknowledged the signifi-
cant of this problem when it recommended that “all market-based rate

76 See FERC, Initial Report on Company-Specific Separate Proceedings and Generic
Reevaluations; Published Natural Gas Price Data; and Enron Trading Strategies 3–6,
Docket No. PA02-2-000 (August 2002) (hereinafter FERC Enron Report).

77 Id. at 3–5.
78 A restitution remedy might deter misconduct adequately if courts were concerned with

inducing efficient behavior in plaintiffs, but the main deterrence concern in this context
is the defendant. Cohen (1994) advocates a fault-based economic theory of contract
damages in place of strict liability principles in order to provide the correct incentives
to contracting parties. Automatic restitution would underdeter wrongdoing where the
defendant’s conduct is at issue. Choice of a remedy is best evaluated under contract law
or other legal principles that the filed tariff shield completely forecloses.

79 “Staff is aware that Congress is considering expanding the Commission’s currently very
limited civil penalty authority, and we strongly endorse expanded civil penalty authority
that applies to jurisdictional companies that violate the Commission’s orders and regula-
tions, as a means to deter the types of conduct we have encountered in this investigation.”
FERC Enron Report, supra, at 6.
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tariffs include standard provisions so that the Commission can go beyond
simply refunding profits and impose penalties on violators.”80 Clearly, the
FERC had not anticipated the market abuses that evolved when it initially
approved market-based tariffs. Its failure to do so has left the FERC with
little remedy against wrongdoers. Even if the FERC did have a remedy
that it could legally exercise under its licensing powers, license revocation
is a difficult threshold to meet. To the extent that grounds for revocation
can be established, the remedy is draconian: nationwide in scope (thus ex-
cessively harsh in its consequence), harmful to consumers to the extent it
overdeters, and costly for regulators. Conditioning license approval at the
front end may prove simpler, but once a firm’s activities are licensed it is
difficult to impose new conditions on some, but not other firms, without
facing protracted legal challenges.

Indeed, in many instances, the FERC may not have the ability to as-
sert jurisdiction over deregulated market entities, even if they fail to act
in compliance with filed rates, so sometimes the FERC may have had
no remedies at all for abuses of deregulated power markets. It is not
surprising that California’s then-Governor Gray Davis (himself facing
an election year run-off at the time that the FERC’s report was issued)
issued a stinging criticism of the FERC’s report, calling it “whitewash,
pure and simple.” Governor Davis chastised the FERC because it “hasn’t
sanctioned anybody, it hasn’t issued any refunds to us, it’s done noth-
ing to stop the manipulation which everyone agrees occurred here in
California.”81

Illustrative of the enforcement gap the filed tariff doctrine may create,
a recent District Court decision in Texas precluded antitrust claims against
energy suppliers in the deregulated Texas wholesale power market and
left those harmed by market abuses without any legal or administrative
remedy. In June 2004, the U.S. District Court for the Southern District of
Texas, Corpus Christi Division applied the filed rate doctrine to preclude
antitrust claims for illegal conduct in deregulated wholesale power
markets against numerous power supply companies and the Electric
Reliability Council of Texas (ERCOT).82 The case provides a clear
example of why federal courts need to revisit the filed rate doctrine in
the deregulatory environment.

80 Id.
81 See Richard A. Oppel, Jr., Energy Pricing Suspicious, Report Says, N.Y. Times, Aug. 14,

2002, at C1.
82 Texas Commercial Energy v. TXU Energy, Inc., 2004–2 Trade Cases ¶ 74,497 (S.D. Tex.,

Corpus Christi 2004), 2004 WL 1777597.
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The claim, brought by Texas Commercial Energy (TCE), alleged that
24 defendants, including TXU Energy, Inc., American Electric Power,
Inc., and other energy marketers within ERCOT engaged in anticompet-
itive market abuses in violation of federal and state antitrust laws as well as
fraud, negligent misrepresentation, breach of contract, defamation, busi-
ness disparagement, civil conspiracy, and malicious and willful/flagrant
conduct under state law. TCE alleged that these wrongful acts caused
prices in the Balancing Energy Service Market (BES) – a bid-based mar-
ket for short-term power – to rise drastically, forcing TCE to pay higher
prices in the BES market and forcing it to withdraw credit-based col-
lateral from its bilateral partners. As is typical in most cases involving
the filed rate doctrine, the U.S. District Court in Texas dismissed TCE’s
lawsuit without addressing the substantive merits of the market abuse
claims. Although FERC possesses no authority over the Texas electricity
market, the court reasoned that the doctrine is intended to allow markets
to operate under rules approved by state regulators. In declining to con-
sider the merits of the federal antitrust claim, the court reasoned that the
agency charged by the state legislature with overseeing the Texas elec-
tricity market, the Texas Public Utilities Commission (TPUC) possesses
the “institutional competence to address rate-making issues in the BES
market, one of the principles underlying the filed rate doctrine.”83 The
court observed that TPUC is required by statute ensure “safe, reliable
and reasonably priced electricity,” including in BES markets.84 The court
noted, for example, that in August 2001 the Market Oversight Division of
TPUC ordered market participants to return $30 million in illicit profits
due to abusive and improper scheduling practices in the BES market. In
addition, rates in the BES market are capped at $1,000 per MWh. After
finding that the filed rate doctrine bars federal and state antitrust suits,
the court also determined that it bars breach of contract and other claims.
While the court’s decision echoes the approach of many other federal
courts, which often presumptively apply the filed rate doctrine to refuse
consideration of a market abuse claim, it also exposes substantial flaws
with the doctrine in the deregulatory environment.

Most obviously, the court’s premise that TPUC’s “institutional com-
petence” precludes consideration of the claim fails entirely to confront
the predicate issue of the agency’s authority to remedy harms. A regula-
tor could only possess institutional competence if it also has the authority

83 Id. at 10 (slip opinion).
84 Tex. Util. Code. § 39.101(a)(1).
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to act. However, Texas has no express or implied private right of action
for injured purchasers and TPUC also lacks authority to order refunds
and damages. While the district court referred to a previous $30 million
settlement in Texas as evidence of TPUC’s power, this depended entirely
on TPUC voluntarily assuming the role brokering a settlement agree-
ment and persuading the companies to disgorge some of their wrongfully
obtained profits. While TPUC may have the political power to broker a
deal, TPUC affords customers no formal complaint and restitution pro-
cess where they are injured in the BES market. Even to the extent there
is a complaint and adjudication process for restitution, the filed rate doc-
trine precludes antitrust claims in which treble damages are available to
serve a more meaningful deterrence function. Treble damages may not
be necessary if agency regulators enforce 100% of market abuses (since
one of the main policy reasons behind treble damages is that the likeli-
hood of being sued is so low that meaningful penalities must be high),
but regulators lack the authority or resources to guarantee restitution for
every market abuse. The absence of restitution coupled with the lack of
meaningful penalties means that a Texas-sized enforcement gap will exist
in ERCOT’s deregulated wholesale market.85

When, as in Texas, agency oversight lacks punch, whether due to lim-
ited jurisdiction or inadequate resources, judicial enforcement of reme-
dies has much to offer. In many instances, courts will have distinct com-
parative institutional advantages over agencies in defining standards and
deterring violations of market norms. Courts, unlike most regulatory
agencies, are not constrained in Congress’ delegation of authority as ex-
pressed in enabling or more specific statutes. Moreover, the judicial fo-
rum offers complex cases many benefits that the agency forum routinely
lacks: broader discovery, wider remedial authority, and greater political
independence.

85 Moreover, in discussing the filed rate doctrine the district court in Texas completely
confused federal and state law. The Keogh case, on which the court relied extensively,
involved the application of the filed rate doctrine as a matter of federal law to suspend
application of federal antitrust laws to activities regulated by a federal agency. Here,
no federal agency had regulatory authority – only a Texas state agency had any claim to
regulatory authority. To the extent the doctrine involves state regulation, the tariff should
be treated as a matter of state law or under state action immunity – the appropriate
federalism defense to the antitrust laws (see Chapter 7). The district court, however, did
not reference a single Texas case involving the file rate doctrine, and failed completely to
evaluate whether state regulation of the BES market gives rise to state action immunity
(Rossi, 2004).
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Common law and antitrust remedies are not perfect at effectuating
deterrence, but absent a clear indication that regulation is intended to
preempt or supersede them, these remedies play a central role in de-
terrence regimes for competitive service markets. Put simply, to the ex-
tent that common law or antitrust remedies are sought against service
providers, absent a comprehensive regulatory scheme, courts are an es-
sential enforcement vehicle for consumer protection norms, particularly
in the context of deregulation.86 Unless Congress expands the powers of
federal agencies to directly enforce penalties against wrongdoers in dereg-
ulated markets, if given presumptive application by courts the filed tariff
doctrine will invite even further strategic abuse of the regulatory process
and thwart effective deterrence of market wrongdoing. If left unchecked,
it can lead to more radical deregulation than either Congress or agencies
envision.

IV. ALTERNATIVES FOR DEFINING THE INSTITUTIONAL
ENFORCEMENT FORUM

Given the extent to which the filed tariff doctrine leaves enforcement
decisions in the hands of private firms – not regulators or courts – the
public interest needs to be safeguarded in enforcement decisions. Courts
should not pretend that ambiguous statutory schemes necessarily reflect
a congressional intent to preempt state common law claims absent some
serious effort at oversight by regulators, nor should they imply antitrust
immunity based solely on the filing of a tariff. Instead, courts must assess
whether federal preemption is warranted and whether it is appropriate
for antitrust litigation to continue against the backdrop of regulation.
Existing doctrines, such as federal preemption analysis and the doctrine
or primary jurisdiction, are adequate to serve this purpose and are more
likely than the filed tariff doctrine to safeguard the public interest in
enforcement of market norms. If the filed tariff doctrine is not aban-
doned altogether, it should be applied in a manner that is consistent with
these doctrines.

86 Although deregulation may make the problem more salient, the enforcement gap ar-
guably existed under cost-of-service regulation as well. Hale and Hale (1962), for exam-
ple, argued that antitrust exemptions are an appropriate exception to antitrust exemp-
tions “when the regulatory burden is so great that effective control cannot be achieved”
(58–59).
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A. Substituting Federal Preemption Analysis for the Filed Tariff
Shield in Vertical Jurisdiction Contexts

Federal preemption doctrine, if explicitly and carefully analyzed in the
context of the specific federal approval and monitoring actions at issue,
holds great promise to deter violations of market norms, providing a
safeguard for consumers and competition. Article VI, cl. 2, of the U.S.
Constitution states that the “Constitution, and the Laws of the United
States which shall be made in Pursuance thereof . . . shall be the supreme
Law of the Land. . . .” As a matter of black letter law, federal preemption
jurisprudence is well established. Of course, Congress can expressly pre-
empt state or local law by using explicit statutory language. Courts also
frequently infer preemption in one of two ways: first, where federal regu-
lation occupies the field leaving no room for supplemental regulations by
the states; second, where state or local law poses an actual conflict with
federal law.87 Although established as a matter of black letter law, federal
preemption analysis remains highly controversial, often resulting in split
judicial decisions. Perhaps not surprisingly, despite the Supreme Court’s
general acknowledgment of a “presumption against the preemption of
state police power regulations,”88 many characterize the cases law as ex-
hibiting a strong bias in favor of finding federal preemption (Davis, 2002;
Spence & Murray, 1999).

If approached with caution, federal preemption analysis provides a
useful framework for evaluating the implications of using the existence
of a filed rate as a shorthand for reaching a preemption conclusion. In reg-
ulatory contexts such as telecommunications and electric power, Congress
has envisioned a dual regulatory structure, allowing federal and state reg-
ulation to coexist. Given this, rarely, if ever, will a federally approved tariff
so occupy the field as to allow no room for state regulation. Thus, it is not
appropriate to treat tariff cases as “occupation of the field”-type implied
preemption cases. Instead, if anything, tariff cases are best characterized
as obstacle cases, in which the claim is that state regulation poses a barrier
to effective federal regulation of the same activity.

The conflict between federal tariffs and state contract, tort, or fraud
claims, however, is frequently hypothetical, not actual. For example, as

87 Capital Cities Cable, Inc. v. Crisp, 467 U.S. 691, 699 (1984); English v. Gen. Elec. Co., 496
U.S. 72, 78–79 (1990). For criticism of the development of federal preemption jurispru-
dence, see Nelson, 2000: 290–91; Garbaum, 1994: 809–10.

88 Medtronic, Inc. v. Lohr, 518 U.S. 470, 485 (1996) [quoting Cipollone v. Liggett Group, 505
U.S. 504, 518, 523 (1992)].
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Judge Friendly observed, the relationship between an award of contract
damages and an approved rate is contingent on the disallowance of litiga-
tion awards by federal regulators. Regulators retain the power to adjust
rates, even retroactively, to allow firms to recover prudently incurred
costs. For courts to imply preemption in such contexts invites a serious
overreaching preemption analysis. For instance, as Justice Stevens noted
in his dissent to the Supreme Court’s holding that the filed tariff doctrine
barred state common law claims against long distance carriers in AT&T,
an assessment of the connection between the allegedly illegal conduct
and the relationship governed by the tariff is central to a full assessment
of the preemptive effect of a tariff.89 Such an analysis must evaluate the
extent to which a regulatory structure is designed to allow specific con-
duct – in the case of AT&T, allegations of slamming – and whether the
tariff approval and monitoring process conflict with the potential reme-
dies provided under state law.

Applying a similar analysis, the rationales for the Ninth Circuit’s infer-
ence of preemption in Duke Energy are shaky, if not completely wrong. In
approving the California Power Exchange tariff, the FERC also approved
the operation of the market subject to California law; California still had
specific responsibilities to protect retail customers from abuses by suppli-
ers, such as those who strategically manipulated California’s newly dereg-
ulated market, and these responsibilities included the potential exercise
of the governor’s emergency order authority, as well as state contract
and consumer protection laws. In addition, the sole basis for the Ninth
Circuit’s inference of preemption was that state regulation would cause an
effect – a hypothetical reduction in Duke Energy’s credit rating – conflict-
ing with a term of an approved tariff. However, the relationship between
the state regulation that was preempted by the federal tariff (Governor
Davis’ commandeering), and the conduct approved by the federal tariff
(retention of Duke Energy’s credit rating), is tenuous, at best.

Sometimes the Supreme Court has found implied obstacle preemp-
tion even in the absence of any federal regulation. Yet, when it does so, it
has expressed a strong concern for uniformity in national law or policy.90

89 “[W]e have never before applied that harsh doctrine [the filed rate doctrine] to bar relief
for tortuous conduct with little connection to, or effect upon, the relationship governed by
the tariff.” AT & T, Co. v. Cent. Office Tel., Inc., 524 U.S., 214 233 (J. Stevens, dissenting).

90 See, e.g., San Diego Bldg. Trades Council v. Garmon, 359 U.S. 236, 246 (1959) (holding
that even in the absence of a finding that the NLRB’s determination that bargaining-
related conduct was protected, state law affecting that conduct was prohibited).
Expressing fear of nonuniformity, the Court states “[o]ur concern is with delimiting



P1: IYP
0521838924c06.xml CB877B/Rossi 0 521 83892 4 October 20, 2005 12:25

166 Regulatory Bargaining and Public Law

With competition in formerly regulated industries, concerns with nondis-
crimination in pricing are fading, so uniformity in pricing, terms, and
conditions is not likely to be a useful standard for evaluating the legal-
ity of state regulation. To the extent that uniformity remains important,
as Judge Friendly recognized in Square D., the opportunity for plaintiffs
to join as class provides a sufficient safeguard for uniformity interests in
rates and tariff terms and conditions.

Assessment of the preemption issues reveals that courts often invoke
filed tariffs as giving rise to implied preemption without careful analysis of
the issue of dual regulatory enforcement in the regulatory environment.
Many of the instances in which courts historically inferred preemption
based solely on the existence of a firm-specific filed tariff simply would
not survive the appropriate preemption analysis, for which establishment
of an actual obstacle to state regulation is necessary.91 When applying
such analysis, courts must focus on the extent to which the agency itself
considered the matter (McGreal, 1995) – an issue that courts applying the
filed tariff doctrine frequently ignore. Careful federal preemption analysis
provides a more complete picture of the regulatory problem and thus
should be used by courts in considering the appropriateness of judicial
enforcement against the backdrop of dual vertical jurisdiction problems,
such as the claim by Southern California Edison that the state of California
cannot cap retail prices in its state retail deregulation scheme, given a
deregulated wholesale market. Federal preemption analysis also provides
a more solid rationale for evaluating the rate structure in Lynch, which
invoked a sweepingly broad filed tariff argument to invalidate application
of the same retail price cap to PG&E.

B. Substituting an Assessment of Primary Jurisdiction as for Filed
Tariff Determinations in Horizontal Jurisdictional Contexts

In the horizontal jurisdiction scenario (where the legal claim and regu-
lation are both federal), since Keogh was decided courts have invoked
the filed tariff shield to bar most antitrust claims, although they also rec-
ognize certain exceptions, particularly in the contexts of price squeeze,
requests for injunctive relief, and suits by competitors seeking lost profits.

areas of conduct which must be free from state regulation if national policy is to be left
[unchanged].” Id. at 246.

91 Where an agency has not evaluated conduct, a court should fail to find a preemptive effect.
See Ting v. AT&T, 182 F. Supp. 2d 902, 937–38 (N.D. Cal. 2002) (refusing preemption
defense based on filed tariff and finding contract provisions substantively unconscionable
and void for public policy, in context of consumer class action).
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Although more recent Ninth Circuit cases refuse to allow deregulation to
threaten the application of the filed tariff doctrine, these cases are solidly
preemption cases rather than cases applying the basic principles of Keogh.
Federal courts have yet to fully assess Keogh’s fate against the backdrop
of electric power and telecommunications deregulation.

Where federal regulators have approved all tariffs related to allegedly
anticompetitive conduct, the continued rationale for allowing the filed
rate doctrine to bar antitrust liability is questionable. The strongest ratio-
nale for invoking the filed rate doctrine in this context is an appreciation
of deference to agency regulators. In Norwood, the First Circuit char-
acterized the legal foundations of the filed rate doctrine as “extremely
creaky,”92 but when invoked as a bar to antitrust enforcement it is also in-
coherent. To begin, as with state contract and tort law claims, if misconduct
requires modification of tariff terms this is something regulators could
easily accommodate in future rate cases if necessary (Humphrey, 1985).
However, as the court noted itself in Norwood, in the context of the tariff
approval action the FERC had waived requirements that filed rates or
tariffs be accompanied and justified by cost-of-service data, which would
be necessary for the agency itself to evaluate the price squeeze claim.

Despite the fact that the agency lacked sufficient data to evaluate a
claim of price squeeze, the court in Norwood concluded that “[i]t is the
filing of the tariffs, and not any affirmative approval or scrutiny by the
agency, that triggers the filed rate doctrine.”93 This is dangerously broad
language. By focusing on the filing of tariffs by regulated firms – rather
than established jurisdiction and actions on the part of the regulator –
it privileges private behavior over public welfare. It is difficult to recon-
cile invocation of the filed rate doctrine in the context of price squeeze
claims – as the court struggled with in Norwood – with other antitrust
claims, in which the filed rate doctrine has not been successfully invoked
as a bar to litigation. For example, mergers and sales of assets by utilities
have been subject to antitrust challenge, even though the resulting rates
were subject to federal regulation and the merger or sale had been ap-
proved by regulators.94 Since Otter Tail, which allowed antitrust claims
where an agency had some jurisdiction, the simple filing of tariffs has
not precluded antitrust claims, even when regulators have partial juris-
diction over conduct. In a deregulated market, courts have a particular

92 Town of Norwood v. New England Power Co., 202 F.3d 408, 420.
93 202 F.3d at 419.
94 Id. at 422 [citing Northeast Utilities Service Co. v. FERC, 993 F.2d 937 (1st Cir. 1993) and

California v. Federal Power Commission, 369 U.S. 482 (1962)].
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responsibility to carefully assess tariffs, to help ensure anticompetitive
and otherwise illegal private conduct does not “escape scrutiny” of ap-
plicable legal standards.95 Otherwise, as Judge Boudin (who penned
Norwood) warned in an earlier-published article, through the repeated
use of the filed tariff doctrine, the “metaphor is likely to exhaust itself”
(Boudin, 1986: 404), undermining the very competitive process it is de-
signed to protect.

It is questionable whether the filed tariff doctrine adds to the less in-
trusive tools available to courts in the horizontal context – a grounds for
declining to consider a case. In the context of cases such as Norwood,
in which the allegedly anticompetitive conduct is subject to federal reg-
ulation, apart from the filed tariff doctrine two extant legal doctrines
assess the appropriateness of judicial intervention: (1) a doctrine of reg-
ulatory compliance, which has emerged in more recent years as a type
of antitrust defense; and (2) the doctrine of primary jurisdiction, a gen-
eral doctrine used by courts to refuse jurisdiction over agency claims.
Although these are not antitrust immunities, in the sense of functioning
as airtight and absolute defenses, they provide adequate safeguards for
preserving agency discretion to evaluate claims of anticompetitive con-
duct (as the deference strand of the filed tariff doctrine also purports to
safeguard), making the filed tariff shield in such circumstances completely
unnecessary.96

Even if conduct is not expressly immune from the antitrust laws, good
faith regulatory compliance can form a defense to a jury. In the context
where a defendant is attempting to comply with regulatory policy, “some-
thing more than general intent should be required to establish a Sherman
Act violation.”97 In addressing AT&T’s rules for interconnecting other

95 Columbia Steel Casing Co. v. Portland Gen. Elec. Co., 111 F.3d 1427, 1446 (9th Cir. 1997).
96 Where a plaintiff alleges violation of statutory provisions enforced by a federal agency,

an emerging doctrine of telecommunications law would seem to preclude a federal court
from considering the antitrust claim. See Goldwasser v. Ameritech Corp., 222 F.3d 390
(7th Cir. 2000) (refusing antitrust jurisdiction where the FCC has enforcement authority
under the 1996 Telecom Act). However, where a plaintiff has adequately pled an inde-
pendent antitrust claim, the Supreme Court has held that the 1996 Telecommunication
Act’s antitrust savings clause preserves the claim, notwithstanding separate FCC inter-
connection regulation. See Verizon v. Law Offices of Curtis V. Trinko, L.L.P., 124 S.Ct.
872 (2004) (exercising jurisdiction over essential facilities claim but rejecting the claim on
its merits). For discussion of this emerging doctrine for refusing antitrust enforcement,
see Picker (2002) and Weiser (2003).

97 City of Groton v. Conn. Light & Power Co., 662 F.2d 921, 931–32 (2d Cir. 1981) [quoting
City of Mishawaka v. American Electric Co., 616 F.2d 976, 985 (7th Cir. 1980), and arguing
that because overall effect of utility’s rates and practices suggested good faith behavior,
utility was not acting unlawfully].
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long distance carriers with its local service network, the Seventh Circuit
stated,

In the particular context of an industry subject to extensive and rapidly
changing regulatory demands, we believe that an antitrust defendant is
entitled both to raise and to have a jury consider its good faith adherence
to regulatory obligations. . . .98

The Fifth Circuit concurred with this general standard for evaluating in-
terconnection standards, elaborating:

An ideal instruction would very briefly explain . . . that a carrier has an obli-
gation under the Communications Act to interconnect, but may deny inter-
connections if it determines that the public interest is to the contrary; and
that if the carrier at the time had a reasonable basis in regulatory policy
to conclude, and in good faith concluded, that denial of interconnections
is required by concrete, articulable concerns for the public interest, then
there is no liability under the antitrust laws.99

The Supreme Court has yet to endorse this specific way of accommodating
antitrust and regulatory law, but language in the Court’s opinions is not
inconsistent with it.100 In the context of complex regulatory scenarios, in
which careful evaluation of subjective intent and the objective standard
for complying with the public interest is necessary, this defense holds
greater promise for ensuring competitive safeguards are in place than
short-hand invocation of a field tariff shield.101

Beyond the regulatory compliance jury defense, the doctrine of pri-
mary jurisdiction already provides a sufficient safeguard for those situ-
ations in which regulators actively monitor rates, terms, and conditions
of service. Under the doctrine of primary jurisdiction, in “cases raising

98 MCI Communications Corp. v. AT&T Co., 708 F.2d 1081, 1109–1110 (7th Cir. 1983).
99 Id. at 1138.

100 See, e.g., National Gerimedical Hosp. v. Blue Cross, 452 U.S. 378, 393 n. 19 (1981)
(noting, in the context of potential regulation of hospital’s conduct by cooperative agen-
cies, that on remand “the court should give attention to the particular economic context
in which the alleged conspiracy and ‘refusal to deal’ took place”). See also Phonetele,
Inc. v. AT&T Co., 664 F.2d 716, 737–38 (9th Cir. 1981) (J. Kennedy) (stating that if a
defendant can establish “it had a reasonable basis so that its actions were necessitated by
concrete factual imperatives recognized as legitimate by the regulatory authority, then
its actions did not violate the antitrust laws”); Phonetele, Inc. v. AT&T Co., 889 F.2d 224
(9th Cir. 1989) (concluding that defendant’s good faith was established).

101 The defense echoes the Noerr/Pennington doctrine in antitrust law, which is not absolute
but is qualified a “sham petitioning” exception. See Professional Real Estate Investors,
Inc. v. Columbia Pictures, Inc., 508 U.S. 49 (1993). Similarly, the proposal in this chap-
ter urges courts to use established doctrine to recognize sham tariffing in deregulated
markets.
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issues of fact not within the conventional experience of judges or cases
requiring the exercise of administrative discretion,”102 a court defers to
the agency on regulatory matters in order to allow the agency to consider
them first. The Supreme Court has observed

Uniformity and consistency in the regulation of business entrusted to a
particular agency are secured, and the limited functions of review by the
judiciary are more rationally exercised, by preliminary resort for ascertain-
ing and interpreting the circumstances underlying legal issues to agencies
that are better equipped than courts by specialization, by insight gained by
experience, and by more flexible procedure.103

As Judge Friendly recognized, a court has the power to stay a judicial
proceeding pending agency decisions in such a case, although it may also
decide to dismiss a case altogether for present purposes.104 In comparison
to the filed tariff doctrine, the assessment of primary jurisdiction allows
courts more discretion in its application.

Unlike the filed tariff doctrine, which bars present and future claims,
primary jurisdiction does not confer complete immunity to the allegedly
anticompetitive conduct; rather, in applying the doctrine, courts tradition-
ally stay any judicial enforcement pending agency regulation. As Louis
Jaffe (1964) recognized, the application of doctrine of primary jurisdic-
tion emphasizes that referral of a matter from a court to an agency is not
based solely on agency expertness but on the entire statutory scheme.
Thus, its inquiry is more suited to the problem courts routinely address
in asserting or declining jurisdiction in the horizontal context – whether
the exercise of judicial power unduly trespasses onto agency expertise
and decision-making authority.105 In contrast to the filed tariff doctrine,

102 Far East Conference v. U.S., 342 U.S. 570, 574 (1952).
103 Id. at 574–75. There are, of course, a host of practical issues in applying this doctrine

(von Mehren, 1954).
104 In Nader v. Allegheny Airlines, Inc., 426 U.S. 290 (1976), the Supreme Court recognized

that stays may be important for two distinct reasons. See Id. at 303–04. The agency may
not have the statutory power to confer immunity but may still pass judgment on the
matter (Id. at 303–04). Or, as Far East envisioned, a court may believe the agency is in
a superior position to make findings of fact or judgments about reasonableness (Id. at
305–06) (noting common law misrepresentation not within special competence of the
agency). See also Gen. Elec. Co. v. M.V. Nedlloyd, 817 F.2d 1022, 1027 (2d Cir. 1987)
(finding it unnecessary for a court to yield jurisdiction when the issue to be resolved
rests on general common law principles).

105 The doctrine of primary jurisdiction can also play this role in lieu of the filed tariff shield
in bankruptcy claims (Rouse, 1990). In the cases that preceded the U.S. Supreme Court’s
decision Maislin, the U.S. Court of Appeals for the Eighth Circuit invoked the doctrine
of primary jurisdiction in evaluating jurisdiction over undercharge claims, but concluded
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primary jurisdiction provides a sharper judicial instrument for respecting
agency deference in a dual jurisdiction enforcement context. The sweep
of per se immunity can be left entirely with implied antitrust immunity,
which is not firm specific and, to the extent it is based on congressional
intent, minimizes the opportunities for manipulation by private firms and
judicial overreaching.

∗ ∗ ∗
In relative quiet, the filed tariff doctrine reinforced the shape of twentieth-
century regulatory law by keeping courts out of many regulatory disputes.
The government relations bargaining approach illustrates the danger of
treating its application as presumptive, especially in deregulated markets.
When courts apply the doctrine, they have always been careful to avoid
extension of the doctrine to cases involving competitors or cases seeking
injunctions against firms when the regulator itself lacks such remedy.
Courts have also created an exception for claims of price squeeze when
regulators lack jurisdiction to remedy allegedly illegal conduct.

Even outside these narrow exceptions, the filed tariff doctrine presents
serious problems, particularly where industries face deregulation or other
regulatory transitions. With the decline of cost-of-service rate making,
in which tariffs were adjudicated in hearings, unmonitored filings have
become the norm and opportunities for strategic forum shopping have
proliferated. In this environment, the filed tariff shield is unnecessary,
given other legal doctrines that protect the original goals of the filed tariff
doctrine. More important, it may prove harmful. Other legal doctrines
safeguard the public interest and do not create the same risk of harm. At
a minimum, courts should only invoke the filed tariff doctrine when it is
consistent with the application of these other legal doctrines. Rather than
exercising a presumption against judicial consideration of matters involv-
ing tariffs, as courts did under cost-of-service regulation, in a deregulatory
environment courts should exercise caution before declining to consider
the merits of claims of market wrongdoing.

that the ICC could best address the claims. See Maislin Industries v. Primary Steel, Inc.,
879 F.2d 400, 403 (8th Cir. 1989) (stating that “the doctrine of primary jurisdiction should
be exercised if the issues in a proceeding ‘turn on a determination of the reasonableness
of a challenged practice’”); INF, Ltd. v. Spectro Alloys Corp., 881 F.2d 546, 548–50
(8th Cir. 1989) (relying on Eighth Circuit’s Maislin decision and addressing concerns in
ICC policy).
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Bargaining in Decentralized Lawmaking

When a federalist system allocates decision-making power between na-
tional and state governmental bodies, while also disfavoring federal reg-
ulation of an activity, bargaining is often relegated to the spheres of state
and local politics. In the United States, the preference for state or local
regulation in many industries, including electric power and telecommu-
nications, is largely historical and may not survive the next century if true
national markets emerge – and especially if Congress and federal regula-
tors take serious actions to establish these markets. As long as state and
local regulation continues to play a major role in these industries, how-
ever, firms in deregulated markets will often find themselves in situations
in which there is a jurisdictional gap (i.e., no regulation of private conduct)
or in which there is concurrent jurisdiction between the federal and state
agencies (i.e., two or more potential regulators). Such gaps and overlaps
not only present challenges (and some opportunities) for regulators, but
also allow private firms many opportunities for strategic manipulation of
forum in bargaining for regulation. As the filed tariff doctrine illustrates,
the regulatory void presented by gaps and concurrent jurisdiction can en-
courage private firms to make tariff filings or to add tariff terms to the
regulatory contract that suit their private interests, leading to particularly
worrisome forum selection implications under the filed tariff doctrine
where regulators lack jurisdiction or do not actively evaluate the content
of tariffs. Ideally, Congress will establish a truly national market by de-
tariffing electric power, as it has telecommunications. In the meantime,
given the erosion of actively monitored cost-of-service tariff proceedings
in deregulated markets, courts must evaluate the public interest in se-
lection of an enforcement forum, rather than leave this decision entirely
within the realm of private choice (see Chapter 6).

172
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However, potential bargaining problems presented by gaps and con-
current jurisdiction are much broader than the enforcement issue problem
presented by tariffs and other regulatory filings at the federal level. They
also extend to the state and local law-making process that has dominated
regulation of industries such as electric power throughout the twentieth
century. For example, if a state within a federalist system has the authority
to protect its local incumbents by erecting barriers to trade that refuse im-
ports from other jurisdictions, the state also has the power to influence an
industry more generally, shaping firm-specific structure, contracting, and
other governance issues far beyond the state’s own jurisdictional borders.
As has been recognized since James Madison penned Federalist No. 10,
state and local politics may lead to abuses – even protectionism – partic-
ularly given the lower costs to firms of manipulating state and local reg-
ulators. For this reason, public law doctrines delineating the appropriate
allocation of powers between the national and state spheres of law making
are fundamentally important for regulated industries in the United States.

Among historically regulated industries, federalism concerns play
their most significant role in public law in the context of two legal
doctrines: the dormant commerce clause of the U.S. Constitution, and
state action immunity from antitrust enforcement. The “dormant” com-
merce clause, derived from the Commerce Clause of the U.S. Constitution,
limits the power of a state to enact barriers to interstate commerce that
are blatantly discriminatory against out-of-state businesses, or that have
the effect of bringing about such discrimination. At the core of dormant
commerce clause jurisprudence is a norm of barrier-free markets between
the states, except in very limited circumstances, such as where a state itself
is a market participant. Conceptually, the doctrine can be understood as
responding to a type of incompleteness in bargaining; due to transaction
costs, states might find it difficult to bargain with each other to ensure trade
barriers are not harmful to overall social welfare, inviting individual state
or local governmental bodies to defect from a market exchange norm by
erecting barriers. An individual state’s approach to monopoly regulation
may impose spillover costs for other jurisdictions; by holding unconsti-
tutional state legislation that does so, courts use the dormant commerce
clause to internalize these costs and facilitate greater coordination be-
tween states. In this sense, the dormant commerce clause is frequently
seen as procompetitive (and hence, antiprotectionist) in spirit – indeed, it
is antiregulation to the extent it protects free market competition in the
external (i.e., interstate) market.
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In contrast, state action immunity from antitrust enforcement is seem-
ingly proregulation, presenting an apparent contrast (some might even say
contradiction) in goal and approach. Not traditionally regarded a “public
law” doctrine, state action immunity suspends federal antitrust enforce-
ment under the Sherman and Clayton Acts – statutes designed to enhance
competition and free trade norms – where a state actively supervises
the private activity. For example, price-regulated public utilities, includ-
ing electric and telecommunications monopolies, have long escaped the
scrutiny of antitrust enforcement for their regulated activities. For most
of the twentieth century, cost-of-service rate proceedings served to police
concerns with the exercise of market power. With deregulation, however,
there is widespread recognition that antitrust enforcement will play an in-
creasingly important role in reinforcing markets in deregulated industries,
such as telecommunications, electric power, and natural gas (Baer, 1997;
Bolze, Pierce, & Walsh, 2000; Dibadj, 2004; Eaton, 1994; Glazer & Little,
1999; Kolasky, 1999; McArthur, 1997; Piraino, 1997; Pitofsky, 1997). To
the extent a deregulatory environment leads to increasingly incomplete
state regulation, however, state action immunity from antitrust enforce-
ment must be approached with extreme caution. Once widely taken for
granted by firms in the electric power and telecommunications industries,
state action immunity should no longer automatically bar antitrust suits in
utility industries, any more than the filed tariff doctrine should serve as a
shield to judicial claims. The erosion of state action immunity will greatly
enhance the uncertainty that historically regulated monopolies face in
deregulated markets, but courts have yet to adopt a principled approach
to deciding when to suspend state action immunity for formerly regulated
industries.

A principled approach to state action immunity would not accept state
regulation at face value as providing for immunity from antitrust regula-
tion. As a starting place, it must be recognized that other legal doctrines,
such as the dormant commerce clause, play an important role in limiting
state-assisted monopoly and the scope of state regulation. However, on
the conventional understanding, the dormant commerce clause and state
action immunity from antitrust enforcement seem inconsistent, even con-
tradictory in their overall objectives. As Jim Chen observes, “on the cru-
cial question of the proper balance between local sovereignty and global
competition, American competition policy delivers two strikingly differ-
ent, even antagonistic, answers” (Chen, 2003a: 1030). One doctrine (the
dormant commerce clause) is designed to protect against state regulation
that rises to protectionist levels and impedes external markets, whereas
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another legal doctrine (state action immunity) allows state regulation to
trump federal competition policies. Put another way, one doctrine is ex-
plicitly oriented toward free trade, whereas another favors – and may
even encourage – state-sanctioned monopoly. At their core, however,
both legal doctrines deal with the permissible boundaries of monopoly,
a fundamental form of organization for many regulated and deregulated
firms. Unless carefully approached, these doctrines can present antago-
nistic policy approached for competition in deregulated industries.

A bargaining account of regulation illustrates how these two doc-
trines are not necessarily antagonistic in nature and, in fact, share public
law roots. Both doctrines facilitate cooperation in the public governance
process in order to sustain background norms of competition – the dor-
mant commerce clause concerns itself with the external market, whereas
state action immunity concerns itself primarily with the internal market.
However, the doctrinal convergence is not limited to mere procompeti-
tive policies that promote commercial exchange. A government relations
bargaining approach to these two doctrines highlights their unified pur-
pose of limiting the negative impact of interest group capture of the local
regulatory process, without completely prohibiting rent-seeking behavior.
At core, the fundamental goal of both doctrines is to protect a political
process that facilitates regulatory bargaining by tempering the kind of
self-interested interference that can degrade cooperative norms between
the states, including a norm of free exchange of commerce between states.
A bargaining approach advances the case for viewing the two doctrines
as siblings, if not close cousins, in a family of public law doctrines that
provides background norms not only for the operation of American cap-
italism but also for its governance. This has particularly important im-
plications for the role of courts as they are asked to consider antitrust
challenges against private firms in a deregulated environment. Particu-
larly, it suggests that the standard of review applied by federal courts must
go beyond mere deference to state and local politics in both constitutional
and antitrust federalism contexts.

I. THE DORMANT COMMERCE CLAUSE,
INTERSTATE BARGAINING, AND COMPETITION

IN THE EXTERNAL MARKET

Although it is not an express mandate of the text of the U.S. Constitu-
tion’s Commerce Clause, the dormant commerce clause doctrine limits
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the power of state governments to impair free trade. As Oliver Wendell
Holmes once remarked,

I do not think the United States would come to an end if we lost our power
to declare an Act of Congress Void. I do think the Union would be imperiled
if we could not make that declaration as to the laws of the several states. For
one in my place sees how often a local policy prevails with those who are
not trained to national views and how often action is taken that embodies
what the Commerce Clause was meant to end.1

Among more recent judicial skeptics, such as Justices Scalia and Thomas,
the doctrine is referred to as the “negative” commerce clause, indicating
its lack of textual basis in the Constitution (Chen, 2003c).2 Notwithstand-
ing the lack of textual support for the doctrine in the Constitution, the
dormant commerce clause has a long-standing basis in American consti-
tutional jurisprudence. As Justice Cardozo famously remarked in striking
down a New York law that set minimum prices all milk dealers were re-
quired to pay New York milk producers, the Commerce Clause prohibits
a state law that burdens interstate commerce “when the avowed purpose
of the [law], as well as its necessary tendency, is to suppress or mitigate
the consequences of competition between the states.”3 This general prin-
ciple was invoked to strike a New York regulatory scheme that had been
used to deny a license to an out-of-state milk processing facility. Because
the licensing provision had been enacted “solely [for] protection of local
economic interests, such as supply for local consumption and limitation
of competition,” it was found to be unconstitutional.4

City of Philadephia v. New Jersey,5 a well-known case addressing the
dormant commerce clause limits on state regulation of waste disposal,
illustrates the modern doctrine courts apply to further the purpose of
protecting the external market. New Jersey prohibited the importation
of most “solid or liquid waste” originating out of state.6 The statute was
first challenged in state court, but the New Jersey Supreme Court upheld

1 Holmes, 1920: 295–96.
2 Skeptics believe the purposes of the dormant commerce clause can readily be served by

other more textually explicit constitutional doctrines, such as the Import-Export Clause
of Article I, Section 10, or the Privileges and Immunities Clause of Article IV, Section
2. These alternatives are not without their own critics (Denning, 1999, 2003), but suffice
it to say that the alternatives would make protections against interstate barriers much
narrower.

3 Baldwin v. G.A.F. Selif, Inc., 294 U.S. 511, 522 (1935).
4 H.P. Hood & Sons, Inc. v. Du Mond, 336 U.S. 525, 531 (1949).
5 437 U.S. 617 (1978).
6 Id. at 618.
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the law against a dormant commerce clause challenge, concluding that it
“advanced vital health and environmental objectives.”7 New Jersey, how-
ever, failed to present any evidence that out-of-state garbage was more
noxious than in-state garbage. Writing for a majority, Justice Stewart as-
serted that “where simple economic protectionism is effected by state
legislation, a virtual per se rule of invalidity has been erected.”8 As the
Court noted in City of Philadelphia, even if the New Jersey statute had not
risen to the level of per se invalidity, it was not necessarily constitutional
under the Commerce Clause. Instead, it would be evaluated under an al-
ternative line of analysis: “Where the statute regulated evenhandedly to
effectuate a legitimate public interest and its effects are only incidental, it
will be upheld unless the burden imposed on such commerce is clearly ex-
cessive in relation to the putative local benefits. . . .”9 The Supreme Court
struck down the New Jersey statute as a violation of the dormant com-
merce clause,10 but did not clearly state which of these two rules – per se
invalidity or balancing – it was applying.

In comparison to nonregulated industries, where norms of interstate
competition have always prevailed, dormant commerce jurisprudence
played little historical role in heavily regulated industries such as elec-
tric power and telecommunications. Without interstate competition and
with largely jurisdiction-specific markets and barriers to entry, there is
little need to protect interstate commerce. For instance, in an electric
power industry dominated by cost-of-service regulated utilities, any no-
tion of competition between suppliers is largely meaningless. Because
a cost-of-service regulated firm does not compete in an open market,
protecting interstate competition is of little constitutional concern. To
the extent there is any competition between firms, it is largely limited
to the political process of determining the applicability and scope of
monopoly franchises.

However, as formerly regulated markets are deregulated, the intro-
duction of competition changes market norms, inviting the dormant com-
merce clause to take on new importance. For instance, as the FERC has
deregulated national wholesale interstate electric power markets, com-
petition in the power supply market has emerged. Against this backdrop,
certain regulatory actions by a state or local government are more likely to
be constitutionally suspect. For instance, an individual state’s moratorium

7 Id. at 620.
8 Id. at 624.
9 Id. at 624, citing Pike v. Bruce Church, Inc., 397 U.S. 137, 142 (1970).

10 Id. at 627.
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on the siting of interstate transmission lines or of merchant power plants
that are intended to compete in wholesale electric supply markets can
raise serious constitutional concerns under the dormant commerce clause.
Such state initiatives, largely innocuous under a national policy that favors
cost-of-service regulation, now serve as a barrier to interstate competi-
tion. In addition, as other authors have noted, state-imposed subsidies and
rebates designed to encourage renewable power or environmental con-
servation may also pose a problem under the dormant commerce clause
in a deregulated environment (Engel, 1999; Ferrey, 1997).

Since the 1980s, when deregulation began to take hold in a variety
of industries, the Supreme Court has had several occasions to address
dormant commerce jurisprudence. One of its cases on the topic, General
Motors v. Tracy,11 evaluated Ohio’s differential tax burdens for in-state
and out-of-state natural gas suppliers. Ohio had levied a 5 percent tax on
all natural gas transactions, except those involving local distribution com-
panies (LDCs), which serve as an intermediary between end users and
natural gas suppliers. Under Ohio’s natural gas tax, only in-state utilities
qualify as tax-exempt LDCs, so Ohio’s tax scheme effectively subjected
in-state and out-of-state natural gas suppliers to different tax burdens.12

The Court acknowledged that such a discriminatory scheme could vio-
late the dormant commerce clause but refused to find a violation of the
dormant commerce clause on the particular facts that had been raised.
General Motors, which mounted a legal challenge to Ohio’s differential
tax, was a large enough customer to purchase its gas from the open mar-
ket (rendered competitive by national regulators) rather than bundled
gas from a state-regulated LDC. However, absent competition between
the LDC and the open market serving General Motors, the Court rea-
soned, “there can be no local preference, whether by express discrimi-
nation against interstate commerce or undue burden upon it, to which
the dormant Commerce Clause may apply.”13 The case illustrates how
intrastate regulation, which may reject competition, poses a potential
tension under the dormant commerce clause, which protects interstate
competition where national regulators have made a policy decision fa-
voring competitive markets.

Yet, other cases extend the dormant commerce clause beyond merely
protecting the external (interstate) market. In C&A Carbone, Inc. v. Town

11 519 U.S. 278 (1997).
12 Id. at 282–83.
13 Id. at 301.
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of Clarkstown, the Supreme Court invalidated a municipally imposed
monopoly over nonrecyclable solid waste collected for processing and
transfer.14 To guarantee a minimum stream of revenues for the project,
the Town of Clarkstown, New York, adopted a flow control ordinance,
allowing the private operator of a transfer station to collect a fee of $81
per ton – in excess of the disposal cost of solid waste in the private mar-
ket. C&A Carbone, Inc., processed solid waste and operated a recycling
center, as it was permitted to do under the Clarkstown flow control or-
dinance. The flow control ordinance required companies like Carbone
to bring nonrecylable waste to the locally franchised transfer station and
pay a fee, while prohibiting them from shipping the waste themselves.
“[A] financing measure,” the flow control ordinance ensured that “the
town-sponsored facility will be profitable so that the local contractor can
build it and Clarkstown can buy it back at nominal cost in five years.”15

The Court reasoned that the local law violates the dormant commerce
clause because “in practical effect and design” it bars out-of-state sani-
tary landfill operators from the participating in the local market for solid
waste disposal.16 In so reasoning, the majority drew from a 1925 case,
written by Justice Brandeis, in which it was held that a statute prohibiting
common carriers from using state highways over certain routes without a
certificate of convenience and necessity is unconstitutional.17

If a municipal government itself were to create and own the facility,
this would bring the monopoly within an exemption to the dormant com-
merce clause – known as the market-participant exemption.18 In creating

14 511 U.S. 383 (1994).
15 Id. at 393.
16 Id. at 389, 394.
17 Buck v. Kuykendall, 267 U.S. 307 (1925). Justice Brandeis wrote for the Court:

[The statute’s] primary purpose is not regulation with a view to safety or to conser-
vation of the highways, but the prohibition of competition. It determines not the
manner of use, but the persons by whom the highways may be used. It prohibits
such use to some persons while permitting it to others for the very same purpose
and in the same manner.

Id. at 315–16.
18 Reeves, Inc. v. Stake, 447 U.S. 429 (1980); Hughes v. Alexandria Scrap Corp., 426 U.S.

794 (1976). Although many have criticized this exemption to dormant commerce clause
jurisprudence, it is defended as a pragmatic balance between competing federalism con-
cerns (Coenen, 1989). The exemption is limited and is not automatically available where
the state could expand into the market; to avail itself of the exemption, the state must
establish that it is a market participant and may not use mere contractual privity to im-
munize downstream regulatory conduct in a market in which it is not a direct participant.
South-Central Timber Dev. v. Wunnicke, 467 U.S. 82 (1984).
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monopolies, however, local governments frequently work with private
firms, using the advantages of the state – subsidies, below-market interest
rates from nontaxable bonds, bypassing state or local restrictions on use
of municipal tax powers, and so on – to assist firms and provide incen-
tives for them to provide service. Because municipal governments often
help to pay for privately operated infrastructure such as waste disposal
facilities through the issuance of bonds, it is understandable that a local
government may want to create a monopoly to ensure the facility main-
tains sufficient revenues to cover its costs and to avoid jeopardizing the
government’s bond rating. Such facilities are allowed to collect charges,
which serve the same basic function as a tax. If the government itself
were to build, own, and operate a facility, the political process would
impose a general tax, but with private operations subsidized by a state
or locally enforced monopoly, the tax implications of such projects are
obscured. The Town of Clarkstown, New York, for example, guaranteed
revenue for its solid waste transfer station – it promised a minimum of
120,000 tons of waste per year, allowing the firm to make more than
$9.7 million in annual revenue – and, after a period of 5 years, the town
agreed to buy it for $1.19 One way of understanding the Court’s rejection
of the Clarkstown flow control ordinance is based on its concerns with
impermissible government-assisted monopolies against the backdrop of
interstate competition.

The basic animating principle of the more recent commerce clause
cases has frequently been described as the protection against discrimi-
nation between in-state and out-of-state competitors (McGreal, 1998). If
these decisions are taken at face value, the Supreme Court’s dormant com-
merce clause jurisprudence might be said to embrace a procompetition
stance, consistent with the ideology and goals of a neoclassical economics
framework of federalism. In Tracy, for example, Justice Souter, writing
for the Court, stated, “The dormant commerce clause protects markets
and participants in markets, not tax payers as such.”20 He bolstered this
vision of the dormant commerce clause by referencing the famous words
of Justice Jackson:

Our system, fostered by the Commerce Clause, is that every farmer and
every craftsman shall be encouraged to produce by the certainty that he will
have free access to every market in the Nation, that no home embargoes
will withhold his exports, and no foreign state will by customs duties or
regulations exclude them. Likewise, every consumer may look to the free

19 511 U.S. at 387.
20 519 U.S. at 825.
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competition from every producing area in the Nation to protect him from
exploitation by any. Such was the vision if the Founders; such has been the
doctrine of this Court which has given it reality.21

This – the neoclassical view of the dormant commerce clause – sees the
role of federal courts as protecting states from interfering with the eco-
nomic exchange of a free market economy (Eule, 1982; Gey, 1989–90;
McGreal, 1998). The primary purpose of this view is to guard against
balkanization by protecting free trade from state government interfer-
ence in the external market.

It would be a mistake, however, to read the dormant commerce clause
as a constitutional mandate for competition, let alone deregulation. As
dormant commerce clause jurisprudence itself recognizes, there are ex-
ceptions to the dormant commerce clause where the state itself takes on
the role of market participant. Further, the dormant commerce clause
allows substantial state government intervention in the setting of prices,
subsidies, and taxes, as long as a state does not engage in differential
treatment in the same market in ways that burden interstate competition.
Moreover, because the dormant commerce clause is not derived from the
express language of the U.S. Constitution, Congress can override it by
adopting a national policy that preempts, or overrides, the competitive
market between individual states. Tracy v. General Motors, for exam-
ple, seems to carve out a safe harbor for state regulation of natural gas
distribution. Under the Commerce Clause, Congress has the express au-
thority to establish an agency such as the ICC, giving it the jurisdiction to
regulate railroad rates previously left to individual states. “Our Consti-
tution,” the late Julian Eule (1982) wrote, “did not attempt to solve eco-
nomic parochialism by an express prohibition against interference with
free trade. Instead, it shifted legislative power over economic matters that
affect more than one state to a single national body” (430).

To take a more modern example than the now defunct ICC railroad
regulation regime, Congress has created the FERC, which has made a
major policy choice to implement regional competitive wholesale power
markets. Congress has the power to override the FERC’s decision to im-
plement regional competitive wholesale markets, but no one has seriously
proposed this. Alternatively, Congress might expand the FERC’s jurisdic-
tion, taking some or all regulatory authority over retail markets away from
state regulators. If it were to do so, by occupying the law-making field,
Congress might preclude states from enacting some laws that discriminate

21 H.P. Hood & Sons, Inc. v. Du Mond, 336 U.S. 525, 539 (1949).
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against out-of-state suppliers in deregulated wholesale markets, but again
Congress has not done so. Congress’ inaction, however, does not mean
that preemption plays no role in this context. Congress’ acquiescence in
the FERC’s competitive policies serves as the legal source for a type of
federal preemption of individual states acting in ways that impair com-
merce between the states. Absent a change in federal policy, state efforts
to curtail competition in wholesale electric power markets could be sus-
pect under the dormant commerce clause, to the extent they undermine
the interstate markets created by the FERC. Although a federal preemp-
tion argument for interstate market norms is based in a positive legal
source of congressional or federal agency enactments that preclude con-
trary state laws, the dormant commerce clause also arguably finds some
source in the cooperative behavior between two or more states that have
adopted a competitive norm of exchange in which Congress acquiesces
(Chen, 2003c).

Many have suggested that the neoclassical account of the dormant
commerce clause – as a legal source of free trade policies between the
states – is flawed (Eule, 1982; Gey, 1989–90; McGreal, 1998). An alter-
native view understands the dormant commerce clause not as inherently
protecting competition itself, let alone free markets, but as protecting a
political process that makes markets possible. For instance, in West Lynn
Creamery, Inc. v. Healy, the Supreme Court struck down a Massachusetts
tax and rebate scheme for milk, even when the tax operated neutrally
without regard to the milk’s place of origin, but where tax revenue went
into a subsidy fund and were distributed solely to Massachusetts milk pro-
ducers.22 In writing for the majority, Justice Stevens embraced a political
process account of the dormant commerce clause, in which its role is seen
as representation enforcing in a manner similar to Carolene Product’s fa-
mous footnote 4.23 As Justice Stevens remarked in striking down the tax
and subsidy regime in West Lynn Creamery,

Nondiscriminatory measures, like the evenhanded tax at issue here, are gen-
erally upheld, in spite of any adverse effects on interstate commerce, in part
because ‘the existence of major in-state interests adversely affected . . . is a
powerful safeguard against legislative abuse.’ However, when a nondiscrim-
inatory tax is coupled with a subsidy to one of the groups hurt by the tax, a

22 512 U.S. 186 (1994).
23 United States v. Carolene Products, 204 U.S. 344, 152 n. 4 (1938). John Hart Ely (1980)

has applied the representation-reinforcing role of Carolene Products to equal protection
jurisprudence.
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state’s political process can no longer be relied upon to prevent legislative
abuse, because one of the in-state interests which would otherwise lobby
against the tax has been mollified by the subsidy.24

Rather than inherently protecting competition and free markets, the pur-
poses of dormant commerce clause doctrine can be understood with the
framework of Madisonian democracy as well as efficiency – specifically,
limiting welfare-reducing interest group rent seeking in the state regula-
tory process.

This account of the dormant commerce clause nicely converges with
the government relations bargaining approach to understanding regula-
tion as negotiated but incomplete contract. The Compact Clause of the
Constitution prevents states from entering into bilateral or multilateral
agreements absent congressional approval.25 Even absent formal agree-
ment under the Compact Clause, states may informally undertake a co-
ordinated procommerce regime. In this scenario, a single state – or pow-
erful interest groups within a single state – may seek to appropriate rents
by enacting legislation that is intended to defeat the coordinated regime
(Stearns, 2003). The gaps and uncertainties created by jurisdictional over-
laps between federal and state regulation not only create a need for gap-
filling measures, but also simultaneously create incentives for firms to
influence the state law-making process to advance their self-interest. In-
dividual state defectors can cause a divergence between the ex ante and ex
post expectations in maintaining the implicit contractual norm of market
exchange between the states.

Drawing from this basic account of interstate coordination, Paul Mc-
Greal (1998) argued that the dormant commerce clause is best understood
as a solution to a Prisoner’s Dilemma defection, where individual states
(as well as the interest groups that demand state regulation) stand to
gain by defecting rather than cooperating with market exchange norms.
Maxwell Stearns (2003) takes this argument a step further, presenting
the coordinated norm of competition as a Nash equilibrium, in order to
account for why only certain kinds of rent seeking are condemned under
the dormant commerce clause. Nash equilibria are unique solutions or
sets of available solutions that are stable, in the sense that thay maximize
payoffs for each player given the expected strategies of other players in

24 512 U.S. at 200, citing Minnesota v. Clover Leaf Creamery Co., 499 U.S. 456, 473 n. 17
(1981) and other cases.

25 U.S. Constitution, Article 1, § 10, clause 3 (“No State shall, without the consent of
Congress . . . enter into any Agreement or Compact with another State . . .”).
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the absence of formal cooperation. An individual state’s effort to en-
act regulations, tariffs, or subsidies designed to appropriate the gains of
the procommerce regime is non-Nash. As Stearns (2003) argues, a court
striking state legislation under the dormant commerce clause “facilitates
a benign multiple Nash equilibrium game, one that presumptively takes
strategies inducing a mixed-strategy equilibrium outcome off the table,
but that also effectively ratifies the choice of the early movants followed
by other states” (12). The Court’s dormant commerce clause jurispru-
dence values commonality in market norms between the states over any
individual state’s particular regulatory choice. “In effect the Court tells
the state whose law is under review that while the states are free to choose
any of two or more available Nash equilibrium outcomes, individual states
are not free, after a common regime is in place, to supplant other states’
pure Nash equilibrium with a mixed-strategy outcome, at least absent a
sufficient demonstration that the motivation is other than to disrupt a
pure Nash equilibrium strategy” (11).

In similar manner, a bargaining account of dormant commerce clause
jurisprudence sees the doctrine as responding to an implicit bargaining
failure in the market for interjurisdictional regulation. In a world of low
bargaining costs, the optimal level of interstate regulation might be ex-
pected to rise, but in acuality interstate bargaining for regulation is costly
and rarely occurs. For example, it may be costly for a net wine-producing
state such as California to negotiate ex ante with a net wine-consuming
state such as New York for lower regulations or taxes, and the low ex-
pected gains of such negotiation may not justify the costs of bargaining. A
Coasian bargain for the optimal level of regulation can fail where there is
imperfect information about preferences or the number of affected juris-
dictions is large. At the same time, left to their own internal devices states
may face incentives from interest groups to pass regulations or taxes that
impose spillover costs on producers or consumers in other jurisdictions.
By maintaining a norm that internalizes spillover costs, the dormant com-
merce clause might be understood as restoring the conditions that make
tacit cooperation, or implicit bargains, between states more likely.

This is an important insight for regulatory law. Unlike the traditional
public choice critique, which condemns all state and local rent seeking,
the political process account of the dormant commerce clause targets
only those rent-seeking laws that restrain commerce pursuant to implicit
or explicit contracts between other states. Like the U.S. Congress, the state
political process allows states to adopt rent-seeking legislation, in the form
of regulation, subsidies, and taxes. However, an individual state cannot
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enact a law that undermines a desirable procommerce regime that has
been put into place through the implicit or explicit cooperation of states,
any more than it can undermine a procommerce regime adopted formally
by Congress or a federal agency (under federal preemption principles
under the Supremacy Clause).

As an illustration, in the context of deregulated wholesale power mar-
kets, individual states frequently face strong incentives to defect in order
to protect firms in their own internal market, such as local utilities. Sev-
eral states have adopted moratoria on exempt wholesale generators or
have limited the siting of such plants to in-state utilities only. Florida’s
Supreme Court, for example, has interpreted a state power plant siting
statute to limit plant siting to those suppliers who are Florida utilities or
who have contracts with Florida utilities.26 Effectively, merchant power
plants are precluded from siting in Florida for purposes of entering the
interstate market. Perhaps taking a cue from Florida’s success in block-
ing the development of new wholesale power plants that do not directly
serve in-state customers, other state and local governments, particularly
in the southeastern United States, have imposed moratoria on merchant
plants.27

States have also attempted to prohibit the siting of merchant inter-
state transmission lines necessary for reliable wholesale power supply
markets. For example, Connecticut more recently extended to 2 years its
moratorium on the siting of a new, expanded transmission line across Long
Island Sound.28 The state of Connecticut has strongly opposed the Cross-
Sound Cable, a 23-mile merchant transmission line that would allow Long
Island Power Authority to import power from New Haven, Connecticut
to Brookhaven, Long Island. Connecticut officials raised environmental
concerns in opposition to the project, such as impact on shellfish beds
and dredging operations into the New Haven Harbor, but the project
complies with all state siting and environmental statutes. Northeast Util-
ities, a major investor-owned utility whose customers reside primarily in

26 Tampa Electric Co. v. Garcia, 767 So.2d 428, 435 (Fla. 2000) (holding that state’s power
plant siting statute “was not intended to authorize the determination of need for a pro-
posed power plant output that is not fully committed to use by Florida customers who
purchase electrical power at retail rates”).

27 Deisinger, 2000; Nervous of NOx, Southern Govs. Put Plants on Hold, Electricity Daily,
Aug. 28, 2001; State Limits on Merchant Plants a Growing Worry, Generation Weekly,
Aug. 22, 2001.

28 Conn. Governor Signs Moratorium on Grid Projects, Keeping Cross Sound in Limbo,
Power Markets Week, June 30, 2003, at 31.
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Connecticut (and that also services customers in Massachusetts and New
Hampshire), owns an older, competing transmission line that runs parallel
to the Cross-Sound Cable and supports expanding that facility over the
new transmission line. The Cross-Sound Cable, already built, was autho-
rized to operate under an emergency order issued by the U.S. Secretary
of Energy following the August 2003 blackout, but that order was lifted in
early 2004. The issue is arguably within the jurisdiction of the FERC. How-
ever, Connecticut’s Attorney General, backed by environmental interest
groups and Northeast Utilities, threatened litigation if the Cross-Sound
line is allowed to go live again, instead favoring expansion of the existing
transmission line.29 Expansion of transmission access to locations such as
New York City would provide important capacity and may have helped
in absorbing some of the transmission shortages that exacerbated the
summer of 2003 blackout.30 However, to the extent transmission remains
entirely within the control of local, rather than national, regulators, states
have strong incentives to protect their own incumbent firms or citizens,
rather than supporting interstate cooperative market norms. Only when
the FERC threatened to preempt the states and mandate operation of
the Cross-Sound transmission line did Connecticut concede its position
and allow the line to become operational.31

Indeed, some rent transfers are permissible, if not desirable, in state
and local political processes. For example, rent seeking in the form of a
neutral corporate tax exemption for utilities, or rent seeking in the setting
of utility rates to favor industrial growth, is likely permissible and sub-
ject only to the safeguards of the local political process. However, rent
seeking in the form of exclusionary regulation that limits access to the
interstate market is more suspect as an approach to regulating economic
matters, especially where market exchange is the background norm as a
matter of national policy. Florida’s Supreme Court rejected a dormant
commerce clause challenge to use of the state’s restrictive power plant
siting statute to restrict the building of new plants by out-of-state sup-
pliers,32 but the inadequacy of a record establishing discrimination against

29 Bruce W. Radford, Cross-Sound Cable Puts Feds on the Spot, Fortnightly’s Spark, June
2004, at 1.

30 The technical advantage to operating two transmission lines between Connecticut and
Long Island, as opposed to one, is that this would allow electric power to travel in a
semicircular loop – in and out of Long Island, depending on load.

31 New York and Connecticut Agree to End Cable Dispute, New York Times, June 25, 2004,
at B6.

32 Tampa Elec. Co. v. Garcia, 767 So.2d 428, 436 (Fla. 2000).
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out-of-state merchant suppliers may have impeded the development of
this legal argument. At a minimum, dormant commerce clause jurispru-
dence would require states and localities to explain how regulatory actions
and legislation restricting power supply in the wholesale market or trans-
mission expansion might serve legitimate purposes, such as environmental
or consumer protection.

More challenging is the constitutional status of state or local franchised
monopolies against the backdrop of dormant commerce jurisprudence.
On the political process account, the Town of Clarkstown, New York, vio-
lated the dormant commerce clause by granting a monopoly that imposed
a veiled tax on users of waste disposal outside the locally sponsored facil-
ity, including out of state. Its monopoly franchise was invalidated. In Car-
bone, Justice Souter wrote a dissent, joined by Chief Justice Rehnquist and
Justice Blackmun, arguing that the majority had ignored the distinction
between private and public enterprise and that the flow control ordinance
monopoly is easily distinguished from the “entrepreneurial favoritism”
the Court has previous condemned as protectionist.33 What distinguishes
this monopoly from a constitutionally permissible monopoly, or do lo-
cal and state electric, natural gas, and telecommunications monopolies
risk the same fate if they do not open their service territories and net-
work facilities to competitors? The historical lack of a background norm
of competition excuses many historical monopolies from the constitu-
tional reach of the dormant commerce clause: If there is no interstate
market, a state or locally imposed monopoly cannot discriminate against
out-of-state commerce. With the development of interstate markets in
telecommunications and electric power, however, more difficult ques-
tions emerge. Will any state or local monopoly raise commerce clause
problems? For example, is it unconstitutional for a utility to impose a
surcharge on all users of distribution service, regardless of whether they
purchase their power from local or out-of-state suppliers?

If a municipality, such as the Town of Clarkstown, operates a
government-owned monopoly over telecommunications of electric dis-
tribution service, the market participant exception to the dormant com-
merce clause shields its conduct from the reach of the commerce clause.
Franchised private utilities – such as investor-owned utilities – pose a

33 511 U.S. at 416 (J. Souter, dissenting). According to the dissent, “The Commerce Clause
was not passed to save the citizens of Clarkstown from themselves” (Id. at 432). Thus, the
dissent rejects extending the political process account beyond scenarios that discriminate
between local and out-of-town participants.
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potential problem but are not necessarily unconstitutional, even under
the political process account of the dormant commerce clause. The po-
litical process account, however, warns state and local governments to
approach the financing of such operations with care. In the Carbone case,
the Town of Clarkstown promised to make up losses from operating the
transfer facility at competitive rates, presumably by taking these losses
out of its general revenues. What the dormant commerce clause seems to
prohibit is a local government explicitly indemnifying a private monopoly
out of the public fisc, even where these impose the same monopoly and
fees on both in- and out-of-state providers of service. The Takings Clause
does not require governments to take on such obligations, but the dor-
mant commerce clause may prohibit them if they are the result of rent
seeking that imposes burdens on the interstate market. Further, as in
Carbone, authorizing above-market fees solely for purposes of maintain-
ing the monopoly may be constitutionally suspect. As we move from local
to state monopoly franchises, concerns with a single firm capturing the
political process are weaker – a single firm that dominates municipal poli-
tics may have little power in statewide regulatory and political processes –
so state franchised monopolies may be more likely to pass constitutional
muster, but even neutral financing arrangements may be suspect if they
favor local enterprise and have the “practical effect and design” of im-
peding out-of-state competitors.

II. JUDICIAL GATE KEEPING AND STATE ACTION IMMUNITY
FROM ANTITRUST ENFORCEMENT

In contrast to the dormant commerce clause – an affirmative restriction
on state power to act derived from the Constitution – state action im-
munity is a defense to enforcement of the antitrust statutes. Although
antitrust law is not typically considered public law, state action immu-
nity has deep public law roots. To the extent the state action defense
provides private firms immunity from antitrust liability, it encourages the
formation of state monopolies, or monopolistic conduct, where states in-
tend to take private conduct outside the pale of antitrust enforcement.
This judicially created antitrust defense originated when the Supreme
Court rejected a Sherman Act challenge to a California marketing pro-
gram brought by a grower because the program derived “its authority and
its efficacy from the legislative command of the state.”34 Such immunity

34 Parker v. Brown, 317 U.S. 341, 350 (1943).
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serves the federalism purpose of facilitating participation in the state reg-
ulatory process, which lends legitimacy to the development of regulation
(Inman & Rubinfeld, 1997).35

In applying state action immunity, the Supreme Court has adopted a
two-part test to determine which state regulation is exempt from antitrust
enforcement: “First, the challenged restraint must be ‘one clearly articu-
lated and affirmatively expressed as the state policy’; second, the policy
must be ‘actively supervised’ by the state itself.”36 This test seems sim-
ple enough. Only if a state law expressly envisions monopolistic conduct
and if the state actively supervises such conduct will the conduct escape
antitrust enforcement. In application, though, courts have struggled in ap-
plying state action immunity, often because within a state different bodies
take on the regulatory role and because the nature of regulation varies
so much from industry to industry.

State action immunity’s application to local governments, such as mu-
nicipal bodies, as opposed to states, is one of the questions that has pre-
sented the most difficult challenges for courts. Local government law
making presents an opportunity for extension of the political process
insights of dormant commerce clause jurisprudence to the state action
context. The Supreme Court has read state action immunity narrowly in
the context of municipal (as opposed to state) regulation. Community
Communications Co. v. City of Boulder,37 for example, subjected mu-
nicipal governments to antitrust enforcement for monopolistic conduct.
Speaking for the majority, Justice Brennan distinguished between states
regulating as states – entitled to the state action defense under a federal-
ism rationale – and political subdivisions – exempt from antitrust enforce-
ment only insofar as they are implementing state policy but not when they
are acting as municipal governments only. The City of Boulder’s morato-
rium on cable television expansion was thus subject to antitrust challenge
because Colorado, at the state level, had not clearly expressed a policy

35 State action immunity may also serve a judicial avoidance purpose, providing federal
courts a way of disposing of complex and technical issues, especially in ways that have
a binding impact on state law. Other legal doctrines, such as abstention (which advises
federal courts to abstain from exercising jurisdiction out of comity), adequately protect
the precedent-creating risk of federal court review of state regulation. Abstention can be
invoked where a federal court is making a decision that has a binding effect on state law.
In contrast, with antitrust litigation, courts are not normally passing judgments on the
merits of state regulation but are focused on the merits of private conduct under federal
law.

36 California Retail Liquor Dealers Ass’n v. Midcal Aluminum, Inc., 455 U.S. 97, 105 (1980)
(citation omitted).

37 455 U.S. 40 (1982).
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to regulate cable television; in fact, Justice Brennan believed it apparent
that Colorado had no statewide policy – that there was a gap in state
regulation.

This rationale for narrowing the availability of the state action defense
for municipal governments is striking in its similarity to the political pro-
cess account of dormant commerce jurisprudence. Like the municipally
franchised monopoly in Carbone, which the Court believed to impair ex-
ternal market competition, the City of Boulder’s moratorium on cable
effectuates a tax on its citizens that goes too far. This impairs internal
market competition, as well as possibly external competition. As such, a
certain coherence, if not convergence, exists between these two indepen-
dent doctrines. To the extent both doctrines respond to incompleteness in
regulatory law and emphasize the incentives private firms face in bargain-
ing in the law-making process with state and local governments, a narrow
reading of state action immunity to antitrust enforcement against private
firms is justified in the municipal context for the same reasons that the
political process account of the dormant commerce clause makes sense.38

More recent cases, however, depart from the municipal–state distinc-
tion in antitrust immunity that Justice Brennan laid down in the context
of cable television regulation. In Town of Hallie v. City of Eau Claire, the
Court abandoned the clear articulation requirement in assessing munic-
ipal state action immunity.39 Instead, Justice Powell reasoned in his ma-
jority opinion, as a long as a state confers permissive authority in general
terms for a municipality to deal with a matter in the municipal govern-
ment discretion, this is sufficient to exclude the conduct from antitrust
enforcement. Thus, when the state of Wisconsin granted municipalities
the authority to establish sewage treatment plants, this impliedly granted
municipal government the power to make decisions about who would
be served. Justice Powell recognized that municipalities may exercise
“purely parochial public interests,” which, at some level, could be subject
to antitrust enforcement40; however, in his view, a state delegation to a

38 Reacting to the prospect of liability created by the Boulder case, Congress abolished
money damage liability under the antitrust laws for municipalities, their officials, and
private persons acting under the direction of local governments and their officials in
the Local Government Antitrust Act of 1984. See H.R. Rep. No. 965, 98th Cong., 2d
Sess. 2, 18–19 (1984), reprinted in 5 U.S.C.C.A.N. 4602, 4619–20 (1984). Congress con-
tinued, however, to authorize antitrust liability for private conduct that is sanctioned or
authorized by municipal governments.

39 471 U.S. 34 (1985).
40 Id. at 42–43.
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municipal government alone is sufficient to meet the “clearly expressed
and fully articulated” criterion of the state action immunity test, thus ex-
empting from antitrust enforcement a large range of municipal regulation.

In addition, state action immunity requires courts to determine how
active and involved a regulatory scheme must be for purposes of deeming
it “active supervision.” In the Hallie case, however, the Supreme Court
effectively abandoned the requirement of state supervision, at least in-
sofar as it applies to municipalities.41 In so holding, the Court explained
purpose of the state supervision is to ensure regulatory policies are pur-
sued for public purposes and not to enrich private actors. According to
the Court, “Where a private party is engaging in the anticompetitive ac-
tivity, there is a real danger that he is acting to further his own interests
rather than the government interests of the state.”42 However, if a state
has clearly authorized a municipality to act, the Court reasoned that there
is no such problem. Instead, the “only real danger is that it will seek to fur-
ther purely parochial public interests at the expense of more overriding
state goals.”43 Thus, if it is clear that some clear state authorization exists,
the Court held that there is no need for the state to actively supervise the
municipality’s regulation of the private activity.

Courts following this approach need only identify a clear legislative
purpose but beyond this they engage in judicial restraint, deferring to state
monopoly regulation under the antitrust laws. Although deference has its
appeal in a complex regulatory environment, the Court’s relaxation of a
state supervision requirement for municipalities is counterintuitive. The
premise that municipal regulation is not likely to be captured by private
interests at the expense of the public good ignores the high risk of interest
group capture at the local level, where the incentives for ex ante lobbying
of the regulator are perhaps strongest. At the local level, the costs to firms
of organizing and lobbying regulators are much lower than at the state
level. Although the Court seems to embrace a federalism-based formal-
ism as a rationale for deference to municipal regulation, this account of
federalism proves too much. It can result in state delegation to munici-
pal governments with no strings attached, insulating private behavior at
the local level from almost all antitrust enforcement. Further, it places
focus on the mere formalistic existence of state goals, without address-
ing their purpose. States, as well as municipal governments, sometimes

41 471 U.S. at 46–47.
42 Id.
43 Id.
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regulate in ways that allow private interests to place their own economic
well-being ahead of the public good. Allowing the law to insulate such
private conduct from antitrust scrutiny may have serious consequences
in deregulated markets.

The Court’s state action immunity cases in the context of municipal
regulation seem to view the clear articulation and active supervision re-
quirements as one in the same. In a more recent case on the topic, however,
the Court has made it clear that the active supervision requirement is alive
and well as an independent criterion where what is at issue is the conduct
of state, as opposed to municipal, regulators. In FTC v. Ticor Title Insur-
ance Co., the Court addressed the application of state action immunity to
the rate-setting activities of title insurance companies in several states.44

Most of the states regulating the title insurance defendants permitted
private insurers to jointly file rates, which state officials could review or
allow to remain in effect. The record of the case suggested that no signif-
icant review of the rates actually took place by these states.45 The FTC
had conceded that the state statutes authorizing the acceptance of jointly
filed rates met the clear articulation requirement,46 but the Court also
found the agency’s review did not constitute active supervision and thus
failed the second step of Midcal.47 Hence, the allegedly anticompetitive
acts of the insurers could be challenged.

Because it plays a gate-keeping function for judicial antitrust enforce-
ment, state action immunity will increasingly play an important role as for-
merly regulated firms are deregulated (Schwartz, 1999). Yet, frequently
the gates of judicial scrutiny of the conduct of formerly regulated firms
largely remain closed, allowing private conduct to escape antitrust evalu-
ation. Despite Ticor’s signal that active supervision is alive and well, lower
courts generally continue to take a deferential approach to state action
immunity. Even when what is at issue is state, not local, regulation and
even when competitive markets for service are emerging, lower courts are
not inclined to allow the Sherman Act to apply to private conduct in for-
merly regulated industries where there is some state regulatory scheme,
however incomplete it is.

44 504 U.S. 621 (1992).
45 Id. at 629–31. In Wisconsin, for example, no rate hearings had occurred (Id.).
46 Id. at 631. The Third Circuit, following a previous decision of the First Circuit, held that

the existence of a funded and authorized state program met the active supervision re-
quirement. Ticor Title Insurance Co. v. FTC, 922 F.2d 1122, 1140 (3rd Cir. 1991), following
New England Motor Rate Bureau, Inc. v. FTC, 908 F.2d 1064, 1071 (1st Cir. 1990).

47 504 U.S. at 640.
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Illustrative of this deferential and narrowing approach to judicial re-
view, courts have consistently provided for broad antitrust immunity for
electric utilities, despite the introduction of competition to certain seg-
ments of the industry. For example, the Tenth Circuit extended antitrust
immunity to Oklahoma Gas and Electric Company’s (OG&E) conduct
based on evidence that the state regulatory agency had “general supervi-
sion” authority over the utility, “including the power to fix all of OG&E’s
rates for electricity and to promulgate all the rules and regulations that
affect OG&E’s services, operation, and management.”48 The power to
engage in review alone was deemed sufficient for meeting the active su-
pervision requirement. Although the court Tenth Circuit cited a previous
case that “found that the use of similar authority over an electric utility
satisfied the active supervision requirement”49 as a basis for this conclu-
sion, it made no effort whatsoever to discern evidence of the affirmative
use of such authority by the regulator with respect to the utility whose
conduct was at issue.

The Eighth Circuit has taken a similarly deferential approach to state
action. North Star Steel, a customer located within the exclusive service
territory of MidAmerican, an electric utility in Iowa, sought to purchase
competitively priced electricity and requested that MidAmerican wheel
power to it. MidAmerican refused, and North Star sued, alleging that
the utility violated the antitrust laws by refusing to allow access to its
transmission lines. The court found that active supervision of the utility’s
conduct existed due to the fact that, by statute in Iowa, new customers
were assigned to exclusive service providers and, in the event there was a
conflict over which provider was in control of a given area, the regulator
determined which provider should “occupy” the area.50 According to the
court, Iowa’s legislation “affirmatively expressed” a policy of displacing
competition in the market for retail electric service.51 The court refused,
however, to explore the substantive basis for the agency’s regulatory de-
terminations in defining exclusive service territories. For instance, even
though the state had experimented with limited “pilot” retail wheeling

48 Trigen-Oklahoma City Energy Corp. v. Okla. Gas & Elec. Co., 244 F.3d 1220, 1226 (10th
Cir. 2001).

49 Id. [citing Lease Light, Inc. v. Public Service Co. of Okla., 849 F.2d 1330, 1333 (10th Cir.
1988)].

50 North Star Steel C. v. MidAmerican Energy Holdings Co., 184 F.3d 732 (8th Cir. 1999).
51 Given a previous ruling by the Iowa Supreme Court, the Eighth Circuit assumed for col-

lateral estoppel purposes that “under Iowa law the exclusive service territory provisions
include the generation of electricity for retail sales” (Id. at 732).
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programs, the court did not evaluate whether the state agency’s efforts to
promote competition in power supply might coexist with maintaining ex-
clusive service territories over transmission and distribution, effectively
deferring to state regulators on these issues. In fact, the only regulatory
action that was discussed by the court relates to the definition of distribu-
tion service territories, not the allocation of power supply or generation.
As the Eighth Circuit observed, “less pervasive regulatory regimes have
been held to satisfy the active supervision prong.”52

One of these “less pervasive” regulatory regimes is state prohibitions
on certain types of procompetitive conduct. For example, according to
Florida’s regulators and courts, Florida has adopted a statutory prohi-
bition on retail electric competition, outside self-wheeling arrangements.
Although Florida does not have a clear legislative statement regarding the
issue, Florida’s Public Service Commission (PSC) had adopted a regula-
tion that prohibits retail wheeling to provide access to competitive power
supply outside “self-wheeling” arrangements (e.g., a supplier transmit-
ting power over the utility’s lines for the supplier’s own use). A Florida
Supreme Court case had interpreted this regulation to preclude cogen-
erators from selling their power in the retail market.53 Accepting both
the regulation and the Florida Supreme Court’s characterization of the
regulation, the Eleventh Circuit applied state action immunity to pre-
clude an antitrust action by a cogeneration facility against a utility that
refused to wheel power at a competitive rate.54 The court reasoned that
“the doors to the PSC were open to all with standing to complain,”55 but
nowhere did the court identify how a cogenerator could directly raise
such issues before the Florida PSC. Apart from challenging the agency
rule authorizing the anticompetitive conduct, it is not clear that avenues
for explicit consideration of the issue were available before the PSC. In
fact, one way of understanding the claim raised before the Eleventh Cir-
cuit was as a collateral attack on the agency rule based on a substantive
violation of federal antitrust law. The Eleventh Circuit opinion seems to
suggest that the existence of an agency rule authorizing anticompetitive
conduct is enough to trigger active supervision. If this holds, however, not
only the actions of a state legislature can insulate private conduct from
antitrust liability but a unilaterally adopted agency rule can also excuse

52 Id. at 739.
53 PW Ventures, Inc. v. Nichols, 533 So.2d 281 (Fla. 1988).
54 TEC Congeneration, Inc. v. Florida Power & Light Co., 76 F.3d 1560 (11th Cir. 1996).
55 Id. at 1570.
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private conduct from antitrust enforcement, even if this rule prohibits
procompetitive conduct with little or no agency oversight.

Such a deferential approach to gate keeping in antitrust enforcement
can have some serious implications for the enforcement of the antitrust
laws in deregulated markets. As has been recognized, in California’s
deregulated electric power market, wholesale power suppliers possess-
ing market power have been alleged to have engaged in tacit collusion to
withhold supply and to thus artificially inflate their prices (Martin, 2003).
The FERC may have made its own determinations that individual firms
lack market power and had approved market-based tariffs. State agencies
also had approved the sale of power by these suppliers through the state-
sanctioned market exchange. To the extent that the behavior of these
firms raises a plausible Section 1 (or even a Section 2) claim under the
Sherman Act, mere existence of a state-sanctioned and -supervised mar-
ket should not give rise to state action immunity. Courts need to devise
a more principled way of assessing their gate-keeping function in such
contexts.

III. RETHINKING JUDICIAL DEFERENCE IN THE STATE
ACTION IMMUNITY CONTEXT

Since Hallie, the Supreme Court and lower courts have abandoned the
political process informed municipal–state distinction in assessing state
action immunity from antitrust enforcement. In place of this, courts
serving as gate keepers for antitrust challenges to private conduct have
adopted a highly deferential stance to applying state action immunity.
If a state regulates an activity, courts reviewing private conduct under
complex regulatory schemes are increasingly likely to imply a regulatory
policy, even absent clear articulation of regulatory purpose by the state.
As to the active supervision prong of the doctrine, this too is often ju-
dicially implied. Courts generally do not evaluate the degree of scrutiny
provider by state or local regulators, let alone whether the purpose of this
supervision overlaps with the procompetitive goals of the Sherman Act.
The result is a serious lapse of judicial gate keeping in the consideration
of antitrust challenges to private conduct in formerly regulated industries.

Judge Merrick Garland has been one of the strongest defenders of
this deferential approach to considering the relevance of state regula-
tion (Garland, 1987). He has argued that there is no principled basis for
distinguishing between municipalities and states for federal antitrust law
purposes. Put simply, his view is that state and local legislation should
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not be assessed by the federal courts for their efficiency effects in an-
titrust cases. Like advocates of deregulatory takings try to reinvigorate
Lochner in determining government liability for regulatory transitions
(see Chapter 5), this view sees relaxed state action immunity as invoking
a Lochner-type review of regulation.

Not every scholar agrees with the deference approach to state ac-
tion immunity defended by Judge Garland. Responding to Eau Claire,
John Shepard Wiley proposes that courts directly address the efficiency,
and in particular the public choice, implications of state and local legis-
lation in deciding whether to invoke state action immunity. According to
him, if anticompetitive legislation is inefficient and the result of producer
interest lobbying, state action immunity should not protect it from inval-
idation under the Sherman Act (Wiley, 1986). In similar spirit, Matthew
Spitzer (1988) argues that federal courts should invalidate state or local
legislation if it is inefficient or if it transfers wealth from consumers to
producers. John Cirace (1982) also argues that courts should employ an
efficiency test to assess the validity of state and local legislation under the
Sherman Act.

Defenders of judicial deference to state regulators argue that, in ef-
fect, reviewing state and local laws for efficiency and public choice impli-
cations is tantamount to federal courts returning to Lochner-like review,
encroaching on the states’ ability to engage in economic regulation. Judge
Garland (1987), for example, favors exempting from judicial review under
the Sherman Act all regulatory actions by state and local governments ex-
cept for delegations of the power to restrain the market to private parties.
However, if judicial review of private conduct is approached with care, a
deferential stance to antitrust immunity would certainly not be necessary
to limit the scope of judicial review. As Daniel Gifford (1995) argued,
federal courts have the capacity to review state and local legislation with-
out directly addressing their substantive efficiency effects. Gifford would
have courts apply the same “free market” approach in the state action
immunity context that they apply under the dormant commerce clause.
State action immunity would protect the internal market from trade re-
straints, whereas the dormant commerce clause extends to the external
market.

State action immunity from antitrust enforcement serves purposes
similar to those the political process account of the dormant commerce
clause embraces but only on rare occasions is this recognized. Some schol-
ars explicitly make the connection between the two doctrines, recognizing
state action immunity as a public law doctrine that is closely related to the
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dormant commerce clause (Chen, 2003a; Gifford, 1995).56 Although they
do not draw out the similarities between the two public law doctrines, In-
man and Rubinfeld (1997) argue that state action immunity should only
be invoked where regulation impose substantial spillover costs on out-
of-state interests. State action immunity should not free all private mo-
nopolies from antitrust enforcement; instead, the defense should only be
recognized for those monopolies that are actively supervised by the state
for purposes of limiting the harms that flow from unregulated monopoly.
State supervision is not inherently anticommerce but recognizes the ne-
cessity for regulation to correct for market failures. On this understanding,
for state action immunity to make sense in its application, enforcement
of procommerce norms is necessary where the federalism-based value of
participation comes into conflict with efficiency, as may occur if state reg-
ulation creates spillover costs for non-participants in the relevant political
process.

Here, state action immunity can explicitly acknowledge its roots by
taking a lesson from its public law cousin, dormant commerce clause ju-
risprudence, which is also attentive to spillover costs in bargaining. Specif-
ically, in markets with competitive background norms courts must have
a relatively high doctrinal threshold for invoking a gate-keeping func-
tion, as they do in determining when state action immunity precludes
antitrust enforcement. More recent cases involving utility restructuring
illustrate the problem of the low threshold many lower courts currently
embrace. Especially in a process of restructuring or deregulation – which
gives birth to the norms of competition – private firms face strong incen-
tives to use the regulatory process to enact partial regulatory schemes for
purposes of establishing immunity from the antitrust laws. As states have
begun to deregulate industries such as telecommunications and electric
power, the nature of state regulation has changed. As one Department
of Justice lawyer has recognized, “If a state opens its retail market to
competition, then the state action doctrine would not apply to conduct
that related directly to retail competion.”57 The reality is not always so
simple because states frequently endorse competition in some, but not
all, aspects of formerly regulated industries such as electric power and

56 One of those rare occasions is Parker v. Brown, which raised both dormant commerce
clause and antitrust challenges to the California raisin marketing program [317 U.S. 341
(1943)].

57 Jospeh F. Schuler, State Action Doctrine Losing Relevance, Department of Justice Attorney
Says, Public Utilities Fortnightly, May 15, 1999, at 70 (quoting Milton A. Marquis,
attorney with U.S. Department of Justice, Antitrust Division).



P1: IYP
0521838924c07.xml CB877B/Rossi 0 521 83892 4 October 20, 2005 13:17

198 Regulatory Bargaining and Public Law

telecommunications. Rather than regulating utilities through firm-specific
rate and traditional certificate-of-necessity proceedings, regulators are in-
creasingly laying down general structural rules or approving structural
tariffs.

A government relations bargaining framework is not only consistent
with the overall goal of protecting markets, in both the internal and ex-
ternal contexts, but also advises a different emphasis for state action
immunity than previous efforts, such as Gifford’s, to read dormant com-
merce jurisprudence and state action immunity in ways that are consistent
with free market principles. Understanding state and local legislation as
based in bargains focuses on the negotiation process of decentralized
law making, rather than on unregulated markets themselves. Between
states, bargaining frequently fails and may be costly to achieve, given
the Compact Clause. Within a state, as in other law-making processes,
private interest groups frequently face incentives to lobby law makers to
secure benefits and may prefer open-ended regulatory schemes that leave
details to be worked out by an agency firm by firm. The more local the
law-making process, the less costly it is for such interest groups to orga-
nize and influence the process. At the local level, such capture may be not
only more visible, but also more stable, given the ability to capture the
political and the regulatory process. Thus, if courts focused on the quality
of the political process leading to enactment of a market restraint, the
municipal–state distinction in state action immunity law makes sense; it
requires courts to apply more scrutiny to local, as opposed to state, reg-
ulations in restraint of trade. Instead of protecting markets per se, state
action immunity, like the dormant commerce clause, can be understood
as a representation-reinforcing doctrine. One main difference is that, in
the Sherman Act context, Congress has already declared an overriding
purpose of competition, so the primary source of the competitive norm
is legislative, not necessarily based on implicit cooperation between the
states.

This understanding also has implications for the approach courts
should take in applying state action immunity to law making at the state
level. As Frank Easterbook (1984) suggested, legal presumptions can play
an important role in antitrust law, particularly when they serve as gate-
keeping filters for judicial consideration of antitrust claims. If approached
as a type of default rule for guiding judicial intervention, such presump-
tions can set incentives in the bargaining process of state law making.

First, as to the clear purpose requirement, some have argued that
courts should interpret this as a type of clear statement rule designed
to promote more democratic decision making at the state level. State
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action immunity, implied from the Sherman Act, affords immunity for
purposes of promoting federalism – valued for the democratic legitimacy
it affords, not because state decisions in and of themselves are sacro-
sanct. Clear statement rules skew decision making toward the political
process (Eskridge & Frickey, 1992). If the state legislature adopts a clear
statement, or expressly articulates policy to regulate in restraint of trade,
courts will decline to interfere under the first prong of the Midcal test, but
otherwise the legislature will play an important role in deciding whether
courts review the action. As William Page (1981, 1987) argued in some
of the leading articles on state action immunity, such a clear statement
heightens the visibility of legislation, encouraging participants in the po-
litical process to acquire information about and debate policies. Absent
such a statement, private conduct that is consistent with or authorized
by broad delegations to municipal governments or regulatory agencies
would be subject to review under the Sherman Act.

Dillon’s rule, a canon that only broadly applied in states to invalidate
broad state delegations to municipalities (most states have moved away
from this with the growth of “home rule”), may serve the same overall
goal of providing a higher level of supervision for municipal law making
(Gillette, 1991). The effect of the clear articulation requirement, however,
is not to create a federally enforced version of Dillon’s rule. Dillon’s rule
invalidates delegations to municipalities absent express consideration by
the state legislature; in contrast to Dillon’s rule, which automatically in-
validates the delegation, the clear articulation requirement would subject
the delegation to scrutiny under the Sherman Act but may still allow
it to stand if it does not unlawfully restrain trade or is not otherwise
anticompetitive.

Yet, traditional clear statement rules have their limits as they assume
a legislature itself speaks with a single purpose and voice. As Kenneth
Shepsle (1992) and many others before and after him have put it, a legis-
lature is a they, not an it. A clear statement rule is a hermeneutic effort to
get at legislative intent – to pay fidelity to past preferences, which are ju-
dicially constructed as a fiction – but a legislature will rarely have a clear
intent on an issue of complex economic regulation. Courts may abuse
clear statement rules by using them as a backdoor way to impose a con-
stitutional design, allowing “judicial modesty to cloak judicial activism”
(Eskridge & Frickey, 1992: 646). Moreover, a clear statement rule assumes
the major problem is the legislature, not the interest groups that interact
with it. By contrast, a different type of interpretive canon could be
a better way of conceptualizing the clear articulation requirement.
Einer Elhauge (2002) argued for a “penalty default rule” in judicial
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interpretation of statutes: Where a court interpreting a statute is unsure
of Congress’ intent, the court adopts the interpretation of the statute
that is most unfavorable to the interest group that is most capable of
persuading Congress to reverse the interpretation. Much as penalty de-
fault rules in contract law (Ayres & Gertner, 1992), such an approach
encourages a different type of private behavior in future transactions.
Specifically, Elhauge envisions such an approach as influencing private
behavior to procure more explicit legislative action in the future, which
can increase the accountability of the political process. The clear articula-
tion requirement might serve a similar purpose. Understood as a penalty-
enhancing default rule, a clear articulation requirement would not give
rise to automatic state action immunity. Instead, it would relegate legisla-
tive ambiguity to a purpose that the interest groups most likely to reverse
the interpretation (i.e., those with monopoly power in an industry) would
disfavor – antitrust enforcement.

A preference-eliciting default rule is only a partial solution to the
problems created by regulatory incompleteness in state law making. A
clear articulation of purpose is necessary and does much of the heavy
lifting in state action immunity analysis, but it is not a sufficient basis for
suspending judicial review of market conduct under the Sherman Act.
For example, Oregon has clearly expressed a legislative policy to remove
market competition by authorizing regulators to approve allocations of
service territories. What matters in judicial gate keeping in the consider-
ation of antitrust claims is not just the legislature’s clarity in delegating to
the regulator but also what the regulator does in exercising its discretion.
Recognizing this, the Ninth Circuit properly refused to extend state ac-
tion immunity to a utility’s purported anticompetitive conduct in dividing
Portland into exclusive service territories, given that regulators had not
made firm-specific decisions to displace competition with regulation.58

Although the utility claimed that its conduct was consistent with previous
contracts and orders, agreed to under generally delegated rate-making
authority, the only way the regulator could have mandated service terri-
tories was pursuant to a statute under which the regulator had not acted.
According to the Ninth Circuit, mere “state authorization, approval, en-
couragement, or participation in restrictive private conduct confers no
antitrust immunity.”59

58 Columbia Steel Casing, Inc. v. Portland General Electric Co., 111 F.3d 1427 (9th Cir. 1997).
59 Id. at 1440–41 [quoting Phonetele, Inc. v. American Tel. & Tel. Co., 664 F.2d 716, 736 (9th

Cir. 1981) (other citations omitted)].
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If clear articulation alone were sufficient to provide a shield from
the Sherman Act, private interests could lobby for a delegation under a
clear statutory language (however broad) and then engage in conduct that
would otherwise be impermissible under the Sherman Act, even where
the conduct completely escapes the scrutiny of agency regulators. By en-
couraging firms to lobby for antitrust exclusion in state legislation, this
could have forum selection effects. For example, a state restructuring plan
that states that a scheme of competitive restructuring is intended to dis-
place antitrust enforcement could alone eviscerate the competitive norms
of the antitrust laws, regardless of how such a scheme organizes the indus-
try and monitors firm behavior. Although the Sherman Act allows positive
state regulation, it does not authorize state repeal of federal antitrust law
through ambiguous delegations or even through plain language overrides
(Page & Lopatka, 1993). Thus, to the extent the preference-eliciting de-
fault rule interpretation of state action immunity eviscerates the active
scrutiny requirement, it concedes too much. This result is not required
by deference or notions of federalism and may prove harmful to social
welfare.

Under existing doctrine, active supervision of the conduct, as well as a
clear statement of purpose, is required in order to trigger state action im-
munity from antitrust enforcement. Although the U.S. Supreme Court has
not had the recent occasion to address this issue in the context of dereg-
ulated telecommunications and electric power markets, lower courts are
alarmingly deferential to regulators in applying this prong of the Midcal
test. Consistent with the Supreme Court’s pronouncements in the con-
text of municipal regulation, lower courts deemphasize state supervision,
focusing instead on whether the legislature has delegated authority to su-
pervise an agency. In most cases, potential supervision of conduct alone
has been sufficient to trigger state action immunity from enforcement of
the antitrust laws.

However, without any specific evidence of state regulation, judicial
deference to regulatory power – or the mere potential of agency regu-
lation – invites interest group manipulation of the regulatory forum for
enforcement of competitive norms. For example, in the context of elec-
tric power restructuring debates at the state level, firms seeking immunity
from the antitrust laws might lobby for delegation of decisions regarding
competitive access to essential facilities, as well as pricing, to the regulator.
Legislative delegation of this authority does not mean that the regulator
has exercised it in ways that are consistent with the procompetitive goals
of the Sherman Act. Allowing state action immunity to preclude antitrust
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enforcement in such circumstances creates strong incentives for delega-
tion to state regulators with little or no guarantee that such authority is
exercised in ways that promote federalism or social welfare, not to men-
tion competition.

Courts thus need to depart from their current and past practice of
diluting the active supervision requirement. Again, a preference-eliciting
approach (Elhauge, 2002) would be useful. Rather than implying active
supervision from the historical fact of delegation, a general presumption
against active supervision would force litigants to present evidence of a
pattern or regulatory activity and would elicit more explicit future lobby-
ing of regulators by monopolies. Put simply, an opportunity for regulation
is not the same as active supervision – although courts seem to consistently
reach this conclusion. The opportunity for regulation is a first step of
the active supervision analysis, but it hardly concludes it. A preference-
eliciting default rule approach would also have courts assess how fre-
quently, and under what circumstances, supervisory authority is exercised.

The Ninth Circuit has recognized as much in allowing an electric co-
operative to sue a utility for refusing access to essential transmission
facilities. Although the utility claimed that the state regulatory scheme
clearly envisioned the utility refusing to wheel – to the extent the state
had adopted a clear policy to displace competition among electric sup-
pliers – the Ninth Circuit did not allow this to trigger immunity from
antitrust liability. Under Idaho state law, the utility could decline the cus-
tomer’s wheeling request without the substantive review of a state agency
or state courts, but the court reasoned that “[t]his is the type of private
regulatory power that the active supervision prong of Midcal is designed
to prevent.”60 Thus, the Ninth Circuit reasoned, a self-policing regula-
tory scheme may not require active supervision to qualify for state action
immunity,61 but where the regulator has discretion to exercise active su-
pervision it is an appropriate inquiry for a court. Similarly, departing from
its previously deferential approach, the Tenth Circuit refused to extend
state action immunity to lock-up contracts between Southwestern Bell
that were “neither mandated, nor authorized, nor reviewed, nor even
known” about by state regulators.62

60 Snake River Valley Elec. Ass’n v. Pacificorp, 238 F.3d 1189 (9th Cir. 2001).
61 Id. at 1194 [citing Liquor Corp. v. Duffy, 479 U.S. 335, 344, n. 6 (1987) and FTC v. Ticor

Title Ins. Co., 504 U.S. 621, 640 (1992)].
62 Telecor Communications, Inc. v. Southwestern Bell Telephone Co., 305 F.3d 1124, 1140

(10th Cir. 2002).
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Cognizant of the potential gap that a low active supervision threshold
can create, some lower courts recognize that active supervision “would
be satisfied if the state or state agencies held rate-making hearings on a
consistent basis.”63 Such an inference is a good starting point for analy-
sis of the application of antitrust laws in a deregulated environment and
might be a sound basis for a limited presumption of state action immu-
nity. In Ticor, for instance, the Supreme Court found it relevant that the
Wisconsin state regulatory body had not held rate hearings prior to ap-
proving on jointly filed insurance rates.64 Mere private contracts, however,
do not meet this standard. For example, a contract provision prohibiting a
customer from entering into the electricity market as a competitor in the
future, offered by a utility in exchange for a discounted rate, is not pro-
tected by state action immunity.65 Without meaningful agency review of
the specific private conduct at issue, state action immunity can be abused
in a deregulatory environment.

In interpreting the active supervision requirement, courts must be
true to the overall federalism purposes of state action immunity. Fidelity
to federalism would not only limit assessment of supervision to states, but
would also include other local regulatory bodies, such as municipalities. In
addition, fidelity to federalism would require some attention to the pro-
cess that gives rise to regulatory supervision. If the purposes of regulatory
action overlap with the overall consumer welfare goals of the Sherman
Act, deference to supervision by the state or local actor is appropriate.
However, if the purpose is blatantly protectionist, in ways that do not
even arguably improve consumer welfare and that impose spillover costs
on those in other jurisdictions who have not participated in the process
leading to the adoption of regulation, intervention of the antitrust laws
may be appropriate. A penalty-enhancing default rule would align private
incentives to ensure more explicit procurement of state action immunity
via legislation and regulatory activity.

Although the Ninth Circuit should be applauded for recognizing the
importance of active supervision, a later case addressing the state an-
titrust immunity in the very same antitrust claim undermines the active
supervision prong by allowing it to hinge on the nature of the regulatory

63 See Green v. People’s Energy Corp., 2003–1 Trade Cases (CCH) ¶ 73,999 (N.D. Ill. 2003)
(finding active supervision where lengthy hearings were held on gas supplier’s rates on a
consistent basis).

64 504 U.S. at 629–31.
65 United States v. Rochester Gas & Elec. Corp., 4 F. Supp. 2d 172, 176 (W.D. N.Y. 1998).
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program put in place by a state legislature. Following the Ninth Circuit’s
recognition that there was no state action immunity, the Idaho legislature
amended its Electric Supplier Stablization Act, under which the utility
had previously declined a wheeling request absent agency review. The
amendments allowed an electric supplier to refuse to wheel power if the
requested wheeling “results in retail wheeling and/or a sham wholesale
transaction,” subject to review of the state regulatory agency.66 In addi-
tion, the Idaho legislature prohibited competing suppliers from serving
customers or former customers of other electric suppliers unless the com-
peting supplier petitions the Idaho regulator and the regulator issues an
order allowing the service.67 The Ninth Circuit held that, unlike the pre-
vious statutory arrangement, which left the decision not to wheel entirely
to private choice, the amended statute “has not left unregulated a private
preserve without competition” and thus meets the active supervision re-
quirement for state action immunity.68 The Ninth Circuit emphasized that
the Idaho statute precluded a private utility from wheeling without a con-
trary decision by the state regulator. The result of this is that statutes and
regulations that prohibit competitive conduct can eviscerate any active
supervision requirement. If a private firm is successful in lobbying for a
statute that prohibits them from engaging in competitive conduct, they
will be immune from antitrust challenge. However, a court should not
take a prohibition on allowing access to a network facility at face value;
instead, it should carefully evaluate the scope of the regulator’s discre-
tion to override the private choice, including the criteria the regulator is
to apply in making such a decision.

Revival of the active supervision portion of judicial review in state
action immunity analysis does not imply that courts should subject state
and local regulation to strict scrutiny review, as advocates of deference
seem to imply. Rather, to make the connection explicit, the type of judicial
review called for in evaluating state action immunity is more akin to
what courts provide under the political process account of the dormant
commerce clause. State action immunity is less consequential than other
judicial review of legislation or regulation because it does not result in
condemning public conduct or necessarily striking legislation, but instead
it merely subjects private conduct to review under the antitrust laws. If the
type of regulation does not present veiled wealth transfers – benign rent

66 Idaho Code § 61-322D9A.
67 Idaho Code § 61-334B.
68 Snake River Valley Electric Association v. PacifiCorp., 357 F.3d 1042, 1049 (9th Cir. 2004).
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seeking would not impair the political process – private conduct that is
supervised by the regulator generally would be shielded from the scope of
the Sherman Act. Rent seeking that thwarts the representative political
process, however, would not be used by private firms as a strategy to
escape judicial review under the antitrust standards of the Sherman Act.
Such an approach preserves federalism values by protecting the type of
democratic participation that forms the core of federalism. It also reduces
the incentive for private interest groups to lobby state and local regulators
in ways that allow state action immunity to become a strategy (much like
the filed tariff doctrine) for opting out of antitrust enforcement in ways
that impose spillover costs outside a state.

∗ ∗ ∗
A government relations bargaining approach to economic regulation rec-
ognizes how public law is important for state and local regulation, espe-
cially in deregulated markets. Judicial deference to state regulation in the
contexts of the dormant commerce clause and in the judicial gate-keeping
function of applying state action immunity to antitrust claims can come at
a high cost to competitive markets. If approached with the goal of avoid-
ing spillover costs in bargaining, these two independent judicial doctrines
hold promise to improve the lawmaking process, both between and within
states.
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Overcoming Federal–State Bargaining Failures

Although state and local regulation may hold some promise as a vertical
forum for regulating industries, decentralized regulation is commonly un-
derstood to present a serious tension for competitive markets. National
regulation is more likely to facilitate the development of competitive in-
terstate markets because localities face stronger incentives than the fed-
eral government to erect barriers to trade. Especially in the context of
network facilitities, which rely on interstate markets, state and local reg-
ulation may create patchwork approaches to regulatory problems. For
these reasons, commentators commonly embrace national regulation as
necessary to address many of the problems confronting economic regula-
tion of network industries, such as electric power and telecommunications
(Chen, 2003b; Cudahy, 2002b; Pierce, 1994).

Electric power transmission for deregulated wholesale power markets
illustrates the need for a national-led approach to network regulation,
such as the issue of high-voltage transmission line expansion and siting.
If left to its own devices, a state or local political process is not likely to
yield stable regulatory solutions for an interstate market in competitive
power sales. To the extent states have the power to site transmission lines,
for example, interstate markets will not always develop around congested
transmission areas. Bottlenecks in power transmission will impair the de-
velopment of interstate power markets and competition. Protectionist
state regulatory action, discussed in Chapter 7, is one problem. State or
local inaction and recalcitrant state legislatures pose an equally, if not
more substantial, impediment to competitive markets in a dual jurisdic-
tion framework. If a state refuses to develop its own regulatory solution
to such a network capacity problem or if individual state regulatory ap-
proaches create a patchwork of transmission-congested areas that thwart
deregulated wholesale power markets, a national solution to the problem

206
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of transmission congestion will be inevitable.1 For this reason, leading
scholars of the industry, such as Richard Pierce, see a need for amend-
ments to the Federal Power Act (FPA) expanding the FERC’s authority
over electric power transmission, much as the Natural Gas Act gives the
FERC authority to mandate pipeline expansion (Pierce, 1994).

Congress could readily solve the jurisdictional problem in electric
power transmission by expanding the authority of federal agencies, such
as the FERC,2 to site and regulate transmission lines; however, Congress
has consistently (and somewhat unbelievably) failed to act to expand
and clarify the FERC’s jurisdiction. Congress is not the only public in-
stitution with a capacity and willingness to approach the jurisdictional
problem. Courts too play a primary role in solving the regulatory co-
ordination problems facing deregulated industries in a dual jurisdiction
framework. Conventionally, courts respond to the problem by expan-
sively interpreting federal regulatory authority under statutes and reg-
ulations to preempt state and local regulators, even when Congress or
federal regulators are ambiguous regarding their regulatory intent. For
example, under the Chevron doctrine, which federal courts frequently
invoke to defer to reasonable agency interpretations of law,3 a federal
agency’s construction of its jurisdictional statutes is generally upheld. Be-
cause deference to a federal agency leads to a national uniformity, judicial

1 Where it is each state’s interest to expand a network facility, such as electric power trans-
mission, and bargaining costs are low, coordinated solutions between states may emerge.
Doctrines such as the dormant commerce clause, discussed in Chapter 7, deter unilateral
state erection of trade barriers and can assist in allowing such coordination to emerge
voluntarily where states themselves take the regulatory initiative. It is overly optimistic,
however, to think that such solutions will always arise or that states will always be sufficient
political fora to take the lead in bringing them about. In some instances, a state legisla-
ture will not take any regulatory action. For instance, by holding out – avoiding decisions
about transmission expansion or limiting who can petition to raise such concerns – a state
can protect its transmission infrastructure from becoming an open access superhighway
for electric power supply producers or consumers in other states. Although the dormant
commerce clause might help solve coordination problems where states take affirmative
regulatory actions and bargaining costs are low, other public law doctrines may be needed
to overcome inertia where bargaining costs are high and states do not affirmatively take
regulatory action, as well as to overcome the potential problem with regulatory inaction
at the federal level.

2 As Edward Rubin and Malcolm Feeley (1994) suggested, the benefits of decentralization –
touted as a goal by many federalism advocates – can readily be achieved by delegating
power to a federal agency.

3 Chevron U.S.A., Inc. v. Natural Resources Defense Council, Inc., 467 U.S. 837 (1984).
As the Supreme Court stated in Chevron, “an agency to which Congress has delegated
policymaking responsibilities may, within the limits of that delegation, properly rely upon
the incumbent administration’s views of wise policy to inform its judgments” (Id. at 865).
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deference in reviewing regulations involving federalism issues implicitly
adopts a national supremacy understanding of federalism. Courts have
a general preference for a federal supremacy approach to the resolu-
tion of jurisdictional battles and for uniformity in their legal resolution
(Silverstein, 1991; Spence & Murray, 1999). To the extent that courts em-
brace a default rule in favor of federal preemption they might provide
free and clear space for federal authorities to fill with regulatory content.
In theory, this could allow federal law to presumptively close any regula-
tory gaps and resolve jurisdictional conflicts between institutions of public
governance. In addition, a nationally uniform, agency-developed solution
would be less likely to respond to the most powerful and extreme interest
groups that are more likely to hold sway in state or local as opposed to
national political processes (Chen, 2003b; Rossi, 2002).4

In operation, however, congressional statutes (even when interpreted
by federal courts) rarely extend plenary authority to federal agencies.
Federal preemption doctrine – including the broad, implied flavor of pre-
emption routinely embraced by courts – may not be powerful enough to
close all jurisdictional gaps between the federal government and states or
to eliminate jurisdictional overlaps. Without some help from Congress,
courts do not have the authority to use federal preemption to completely
rewrite federal statutes; they are bound by the clear language of statutes,
which might leave certain issues within the clear jurisdiction of states, as
well as by past precedents that limit the scope of federal authority. It has
been noted by scholars that decentralized governmental bodies are imper-
fect institutions for bringing about policy innovation (Rose-Ackerman,
1980). However, it is less acknowledged that national authorities – agen-
cies, Congress, and courts – often face pragmatic limits as innovators, too.
Given such limits in the national political process, this chapter lays out
a contrarian case for state-led deregulation initiatives as a second-best
solution to problems of vertical regulatory coordination in a bargaining
context. Public law, I argue, can be reformulated to play a more central
role in facilitiating coordination between federal regulators and the states
in the realm of economic regulation.

4 Federalism as market mechanism is perhaps most suspect in developing economies
(Rodden & Rose-Ackerman, 1997). If a national government cannot guard against cor-
ruption, it is even more likely that local governmental bodies will also be corrupt. Absent
mechanisms to correct for local corruption and to internalize spillover costs of local poli-
tics in regulation (e.g., dormant commerce clause jurisprudence), localism is probably not
a useful means of implementing markets in network industries.
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Although the federal supremacy approach promotes uniformity and
predictability in competition policies – and thus is commonly seen as fa-
voring markets5 – where Congress or federal regulators fail to act the
imperfections of a national regulatory scheme can also pose barriers to
the development of competitive markets. Federal courts’ efforts to define
jurisdiction can work to exaggerate any gaps between state and federal
regulators. Further, to the extent both federal and state regulators expect
courts to interpret federal jurisdiction broadly, in bargaining situations
where there is potential concurrent jurisdiction, the commons presented
in jurisdictional bargaining space may cause an impasse to occur in which
neither federal nor state regulators act to fill the substantive void. When
courts attempt to imply federal jurisdiction expansively without requiring
federal regulatory action, this unnecessarily interferes with state experi-
mentation and may contribute to the disincentives for coordinated solu-
tions between the states. In contrast to a judicial deference approach –
which, under Chevron envisions expansive (but not plenary) federal regu-
latory authority – some basic default rules to guide judicial interpretation
of statutes and regulations can facilitate a more coordinated approach
between the federal government and the states. Although not perfect, in
the context of economic regulation, coordinated federalism approaches
to regulatory problems provide an opportunity to overcome the political
inertia that arises from jurisdictional limits and ambiguity. Even absent
congressional action, courts can play an important role in formulating de-
fault rules against preemption – and in favor of state and local jurisdiction
to address national goals even when a state legislature is tacitly recalci-
trant – as way of facilitating greater vertical coordination in regulatory
policy.

I. JURISDICTIONAL FEDERALISM AND ITS LIMITS

Regulatory issues are frequently left to uncoordinated federal and state
action in separate spheres of authority. These aspects of federalism are
sometimes referred to as “preemptive” federalism or “dual” federalism
(Weiser, 2001a: 1697). Under the predominant federalism model in public
law – jurisdictional federalism – the judiciary determines the allocation
of power between the federal government and the states where federal
and state sources of law do not speak to the issue or are incomplete.

5 Jim Chen (2003b), for instance, argues that there is an “irreconcilable conflict between
decentralization and deregulation” (317).
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However, when federal regulators speak to jurisdictional issues, they
sometimes do so in vague or ambiguous terms; regularly jurisdictional
issues are ignored altogether by Congress or federal agencies. Under the
conventional approach, courts reviewing regulatory disputes must define
the extent to which state regulation is preempted by Congress or a regu-
latory agency against the backdrop of ambiguity or silence. Even where
federal preemption does not come into play, courts may need to define
whether Congress has the power to act. Hence, under preemptive feder-
alism, public law and courts perform a jurisdiction defining function, with
a goal of reducing jurisdictional conflict by maximizing the jurisdictional
independence of regulatory bodies.

Preemptive or dual federalism gives federal courts the primary role of
defining jurisdiction for federal and state regulators.6 Indeed, the power
of federal courts to draw jurisdictional lines, even where Congress or fed-
eral agencies have not been clear about the scope of their jurisdiction, is
a long-accepted premise of the law of economic regulation. Early on in
the context of railroad regulation, for instance, in Wabash Railway, it was
recognized that states had limited authority to regulate the intrastate as-
pects of interstate shipping.7 After Congress passed the ICA, courts were
forced to define the jurisdictional scope of federal regulatory power, as in
the Shreveport Rate Case,8 and Congress eventually expanded the ICC’s
power to extend to intrastate rates in the Transportation Act of 1920, crea-
ting a single national railroad system (Hovenkamp, 1991). This approach
has also been applied under the Communications Act of 1934 (Weiser,
2001a), which courts interpreted to extend the jurisdictional reach of fed-
eral regulation of the telephone industry. To the extent that states are
autonomous actors, separated from the federal government (Yoo, 1998),
the federal judiciary is regularly called on to declare winners in jurisdic-
tional battles, allowing the emergence of a “specialized federal common
law” under such regulatory statutes (Friendly, 1964; Mishkin, 1957).

Jurisdictional federalism best describes the historical and current ju-
dicial approach to defining federal jurisdiction in electric power reg-
ulation. For instance, when the state of Rhode Island attempted to

6 The jurisdictional source for courts exercising such authority is the Commerce Clause of
the U.S. Constitution, along with the Supremacy Clause and the statutory review powers
of Article III courts.

7 See, e.g., Wabash, St. Louis & Pac. Ry. Co. v. Illinois, 118 U.S. 557 (1886) (holding that
states do not have authority over the intrastate portion of an interstate shipment).

8 See, e.g., Houston, East & West Texas Ry. Co. v. United States, 234 U.S. 342 (1914) (holding
that the ICC has authority over intrastate rates that burden interstate traffic).
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regulate the rates charged by a Rhode Island plant selling electricity to a
Massachusetts company, which then resold electricity to the city of
Attleboro, Massachusetts, the U.S. Supreme Court invalidated the reg-
ulation because it imposed a “direct burden upon interstate commerce.”9

This limitation on state regulation created the “Attleboro gap” (a gap
in which neither federal nor state regulators had jurisdiction), leading
Congress to adopt part II of the FPA in 1935. This statute gives federal
regulators wide jurisdiction over interstate electricity transactions that
are beyond the scope of state authority, but courts are still called on occa-
sionally to define the jurisdictional space for federal and state regulators.

Jurisdictional line drawing continues to predominant discussions of
federalism in electric power transmission regulation. The language of the
FPA gives the FERC jurisdiction over the “transmission of electric energy
in interstate commerce and . . . the sale of such energy at wholesale in in-
terstate commerce.”10 In upholding the FERC’s Order No. 888, which im-
plemented open access for transmission in deregulated wholesale power
markets, the Supreme Court held that the FPA “unquestionably sup-
ports” the FERC’s assertion of jurisdiction “to regulate the unbundled
transmissions of electricity retailers.”11 According to the Court, the lan-
guage of the FPA limits the FERC’s jurisdiction over the sale of power to
the wholesale market, but authorizes the FERC’s jurisdiction over most
transmission pricing, without regard to whether transmission is sold to a
reseller or directly to a retail customer. Effectively, the Court held that
the FPA is not only limited in its scope to closing the “Attleboro gap,” but
also potentially extends federal jurisdiction to the regulation of aspects
of transmission that had previously been subject to state jurisdiction. The
Court further elaborated on the scope of the FERC’s jurisdiction under
the FPA by suggesting that the FERC had the authority to remedy undue
discrimination in bundled retail transmissions, notwithstanding statutory
language that was ambiguous and arguably precluded the assertion of
such authority.12

When state and federal regulatory authorities compete for jurisdic-
tion – that is, where both jurisdictional bodies attempt to assert power, as

9 Public Utility Commission of Rhode Island v. Attleboro Steam & Electric Co., 273 U.S.
83, 89 (1927).

10 16 U.S.C. § 824(b).
11 New York v. FERC, 535 U.S. 1, 23–24 (2002).
12 Id. at 27–28. 16 U.S.C. § 824(d) precludes the FERC from asserting jurisdiction “over

facilities used for the generation of electric energy or over facilities used in local distri-
bution. . . .”
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is frequently the case under the traditional model – federal regulators will
almost always win legal battles on issues of economic regulation. Federal
agency regulators have the power to preempt state law (McGreal, 1995),
although their victory may take time to establish when they have not set-
tled on an approach. In this sense, the conventional jurisdiction-defining
approach to regulatory federalism can produce temporary periods of in-
stability. Eventually, however, courts will draw the jurisdictional lines and
a period of stability will ensue in the jurisdictional bargaining space. For
instance, in the electric power industry, once courts determined in the first
two decades of the FPA’s existence that the jurisdiction of federal regula-
tors is limited to wholesale power sales,13 a period of jurisdictional stability
over the regulation of power transmission ensued for nearly 50 years. This
jurisdictional balance was aided by a relatively consistent framework of
price regulation at both federal and state levels, as well as a fairly tight
jurisdictional match between firms and state regulators because few utili-
ties maintained business in multiple states without organizing the firm’s
structure to reflect jurisdictional ordering. As firms begin to operate in
multiple states in newly deregulated markets, a new period of instability
will ensue, even if courts adhere to the traditional dual federalism model
in which the judiciary consistently embraces an expansive interpretation
of federal law.

When federal agency regulators win these jurisdictional battles – as
they routinely do – to the extent federal and state jurisdiction potentially
overlap traditional regulatory federalism presents a difficult problem.
Sometimes vertical coordination evolves voluntarily through the political
process to allow both federal and state regulators to simultaneously
pursue their goals. However, overlapping jurisdiction sometimes presents
difficult coordination problems. One issue that regulatory federalism
generally ignores is how vertical jurisdictional overlaps, or ambiguity in juri-
sdictional spheres, can create a regulatory impasse. Overlapping jurisdic-
tion may invite inaction on the part of one or both regulators, particularly
where the costs of taking regulatory action – political and otherwise – are
high. William Buzbee (2003) identifies one potential problem in this con-
text as a “regulatory commons.” As he describes it, “the regulator cannot
take control of the social ill, cannot exclude others from similarly deciding

13 United States v. Public Utilities Commission of California, 345 U.S. 295 (1953) (holding
Federal Power Commission has jurisdiction over “sales for resale” in power, but federal
power does not begin where local power ends, notwithstanding a more general clause of
the FPA, which purports to extend federal regulation to matters not regulated by states).
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to try their hand at regulating, and cannot stop others from free riding
on the regulator’s investment in investigating the social ill and design-
ing a regulatory response” (28). It is well recognized that concurrent ju-
risdiction might lead to “overregulation” (Becker, 1983; Peltzman, 1976;
Stigler, 1971) or “regulatory accretion” (Ruhl & Salzman, 2003) prob-
lems. Yet, regulatory inaction due to perceived jurisdictional commons
poses an equally serious challenge for regulatory law in a federalist sys-
tem such as the United States.

A good example is the early impasse over California’s failed deregula-
tion policies. Federal regulators blamed the state’s self-imposed price cap
on retail sales for placing utilities and other suppliers between a rock and a
hard place, given skyrocketing wholesale power procurement costs. They
were not the only ones passing blame for inaction in the regulatory com-
mons. California regulators blamed the FERC for failing to adequately
regulate prices in the wholesale power market under the FPA’s “just and
reasonable” mandate. Eventually, federal and state regulators settled on
approaches that solved problems with California’s electricity market, but
the ambiguity of jurisdiction encouraged finger pointing in the media and
inaction on the part of both federal and state authorities in the midst of a
serious crisis in economic regulation (Rossi, 2002).

Traditional public law doctrines invite courts to play the central role
of defining the authority of state and federal regulators. One approach is
to use judicial power to interpret statutes and regulation to avoid juris-
dictional overlaps, to the extent these can lead to conflicts or regulatory
impasse. Courts are forced to make a choice between expanded federal
authority or in favor of the states, but the major judicial strategy to avoid
conflict is to use judicial power to draw the jurisdictional line in the prover-
bial sand. A cost of such an approach is to make less likely, if not to entirely
preclude, regulatory coordination between state and federal regulators.

Moreover, sometimes the traditional jurisdiction-defining approach
to federalism issues can produce regulatory gaps: To the extent courts err
on the side of narrowing both federal and state authority (under slop-
pily drafted statutory language), state or federal authorities may lack the
power to resolve important disputes. Regulatory overlaps, and perhaps
more obviously, regulatory gaps can also contribute to regulatory inaction
by both federal and state regulators. For instance, in the electric power
context, under traditional siting laws state regulators frequently lack the
authority to mandate the expansion of transmission capacity for reasons
that would not benefit in-state (or so-called “native load”) customers.
Under the FPA, federal authorities also have traditionally lacked the
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authority to mandate firms to expand transmission capacity, even when
network access to transmission would enhance wholesale power compe-
tition. As a result, a regulatory gap between the state and federal regula-
tors exists; neither governmental body is equipped with the jurisdictional
authority to directly solve the problem with transmission congestion that
plagues competitive power markets. Under such circumstances, it is hardly
surprising that congestion on the interstate electric power transmission
network – a major contributing factor to the summer of 2003 blackouts –
still exists.

Although preemptive federalism may ultimately be necessary to re-
solve certain disputes, absent clear congressional exercises of jurisdiction
it cannot be relied on to resolve all jurisdictional disputes. Together, reg-
ulatory overlaps, which can create impasses, and regulatory gaps, which
can make welfare-enhancing regulation impossible, pose a serious prob-
lem for regulatory law – particularly where there is an active tradition of
state regulation of an industry. Traditional jurisdictional federalism, which
implicitly assumes jurisdictional competition between federal and state
regulators (but almost always favors federal regulation), is ill equipped
to overcome, and may even exacerbate, the problem.

II. COORDINATED FEDERALISM AND ITS LIMITS

Since the mid-1970s, an alternative approach to federalism issues has
emerged as a solution to regulatory overlaps and gaps. In contrast to
the jurisdiction-defining flavor of federalism, which relegates state and
federal authorities to independent jurisdictional spheres, “cooperative”
federalism envisions overlap between federal and state regulators as a
positive good. Generally, cooperative federalism has been defined as
follows:

Cooperative federalism programs set forth some uniform federal stand-
ards – as embodied in the statute, federal agency regulations, or both –
but leave state agencies with discretion to implement the federal law, sup-
plement it with more stringent standards, and, in some cases, receive an
exemption from federal requirements. This power allows states to experi-
ment with different approaches and tailor federal law to local conditions.14

Such an approach recognizes that state and federal regulators do not
operate in hermetically sealed jurisdictional spheres. Rather, the overlap
in their authority is “messy and chaotic” (Weiser, 2001a: 1693). Federal

14 Weiser, 2001a: 1696 (footnotes and citations omitted).
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and state regulators often must work together – that is, cooperate or at
least coordinate – in implementing regulatory goals.15

In contrast to the predominant model, coordinated federalism sees
jurisdictional overlap as a positive good. It recognizes the ultimate need
for federal goals – and the ideal of interstate uniformity in approach –
but also claims to draw on some of the benefits localism has to offer the
regulatory process. For example, given the reduced cost to political mobi-
lization of interest groups at the state and local level, involving states in the
regulatory process may increase participation. This can have obvious pay-
offs for regulatory compliance, legitimacy, and efficiency. States are also
more likely to experiment in a regulatory approach, trying out regulatory
mechanisms that would be unlikely to be adopted without experience by
Congress or federal regulators, particularly given the costly congressional
decision-making process. State enforcement and state-adopted programs
encourage experimentation with different approaches and allow tailoring
of federal goals to local conditions (Weiser, 2001b).

Perhaps attentive to these goals, Congress has endorsed coordinated
federalism in several federal statutes. For example, it was endorsed in the
major environmental law statutes passed in the 1970s. Congress set forth
minimum standards for environmental issues such as water pollution,
but left states considerable discretion to implement the federal law. For
example, under “savings clauses” states are often allowed the flexibility
to adopt more stringent standards.16 As the Second Circuit describes the
role of the states under this approach,

By the contemplation of minimum federal standards, however, Congress
did not intend to relegate the states to the status of enforcement agents
for the executive branch of the federal government. To the contrary, it is
indisputable that Congress specifically declined to attempt a preemption of
the field in the area of water pollution legislation, and as much as invited the
States to enact requirements more stringent than the federal standards.17

In some cases, state agencies implement their own programs that exempt
them from federal requirements (Markell, 2000; Percival, 1995).

15 Jim Chen (2003b) identifies cooperative federalism as the “Colorado School” of regu-
lation, given that some of its key proponents in the telecommunications context, such
as Professor Philip Weiser of the University of Colorado law faculty and Judge Stephen
Williams of the U.S. Court of Appeals for the D.C. Circuit, have strong connections with,
or live in, that state.

16 See, e.g., Clean Water Act, 33 U.S.C. § 1370; Comprehensive Environmental Response,
Compensation and Liability Act, 42 U.S.C. § 9614(a).

17 Mianus River Pres. Comm. v. EPA, 541 F.2d 899, 906 (2d Cir. 1976).
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The Telecom Act of 1996 also adopts a coordinated federalism so-
lution, replacing the dual federalism model of the Telecommunications
Act of 1934 with a more coordinated regulatory regime. Under the Tele-
com Act of 1996, the first major overhaul of federal communications
statutes in more than 60 years, Congress established a “pro-competitive,
deregulatory national policy framework” for the telecommunications in-
dustry.18 Under the Telecom Act of 1996, incumbent providers of local
telephone service are required to negotiate in good faith with new en-
trants to agree on the terms and conditions for any interconnection service
between them,19 submitting interconnection agreements to the relevant
state public utilities commission (PUC) for approval.20 If the incumbent
and new entrant cannot reach agreement, a party may petition the state
PUC to arbitrate any dispute21 and, if the state PUC declines to arbitrate
the dispute, the FCC steps in to resolve it.22 If a party believes that the
arbitrated settlement does not comport with the Telecom Act of 1996, a
federal district court is authorized to consider appeals, even if they are
arbitrated by a state PUC.23

This is a significant departure from the traditional process – long ac-
cepted in telecommunications and energy regulation – of appealing state
PUC orders to state courts. As the Supreme Court has observed, the
Telecom Act of 1996

broadly extended [federal] law into the field of intrastate telecommunica-
tions, but in a few specified areas (ratemaking, interconnection agreements,
etc.) has left the policy implications of that extension to be determined by
state commissions, which – within the broad range of lawful policymaking
open to administrative agencies – are beyond federal control. Such a scheme
is decidedly novel, and the attendant legal questions, such as whether fed-
eral courts must defer to state agency interpretations of federal law, are
novel as well.24

In an important trilogy of articles on the topic, Philip Weiser (1999, 2001a,
2001b) addressed the implications of cooperative federalism principles
for regulatory law. Some of his effort is aimed at proposing a way for
federal courts to approach the ambiguities of the Telecom Act of 1996,

18 Senate Conference Report No. 104–230, at 1 (1996).
19 47 U.S.C. §§ 251(c)(1), 252(a)(1).
20 Id. at § 252(e)(1).
21 Id. at § 252(b).
22 Id. at § 252(e)(5).
23 Id. at § 252(e)(6).
24 AT&T v. Iowa Utilities Board, 525 U.S. 366, 385 n. 10 (1999).
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while still promoting cooperative federalism principles.25 First, Weiser
argues that the FCC ought to have implied authority to adopt remedial
rules. Under Chevron, courts defer to federal agency construction of their
statutes and regulations. Weiser (2001a) argues that a vertical Chevron
principle should apply, allowing an agency the implied authority to adopt
remedial rules. Second, and of equal importance, where the FCC fails
to adopt remedial rules to enforce interconnection agreements, Weiser
argues that the states should be allowed to apply their own remedies
for violations of interconnection agreements. Thus, according to Weiser,
federal regulators have the implied authority to adopt remedial measures,
but if they fail to do so state law remedies apply.

This results in a complex architecture for federalism,26 but one that
furthers federal goals while also respecting states for their experimenta-
tion and locally tailored solutions to regulatory problems. The issue of
regulatory overlap presents a common problem for regulatory law, but
the brand of cooperative federalism Weiser endorses is well suited to deal
with this in the context of telecommunications deregulation. For example,
if neither the FCC nor states applies remedies to interconnection agree-
ments, each relying on the other to assume the costs – to take the political
heat – for imposing penalties on industry actors, an instable regulatory
balance is likely to ensue. The solution proposed by Weiser implements
a series of incentives that arguably make the development of a stable
regulatory solution in the context of coordinated federalism more likely.
If the FCC decides to adopt remedial rules, this will preempt states, and
a uniform regulatory approach to enforcing interconnection agreements
will reign. However, if the FCC does not adopt remedial rules, individual
state remedies will be used as a default to fill in the gaps. To the extent
individual state remedies impose a costly and unpredictable approach for
firms or the industry as a whole, this is not necessarily the end state of
affairs. Such a patchwork would create strong incentives for these firms

25 The Telecom Act of 1996 is silent on one key question: Beyond reviewing agreements
for compliance with the Telecom Act of 1996 – an interpretive task – what role, if any, do
federal courts have in enforcing state-approved interconnection agreements? Do federal
courts have the authority to read their own remedies into the Telecom Act of 1996 or to
impose remedies under state law?

26 One issue, for example, is that at some point cooperative federalism becomes coerced fed-
eralism. Constitutional limits on cooperative federalism solutions are implicated where
federal law requires actions by certain states as may arise under commandeering and
spending clause challenges to federal programs. However, where federal law does not
require action by states, these challenges are less likely to pose serious problems for
cooperative federalism programs.
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to lobby federal regulators for a more uniform and predictable solution.
Even where states do not impose remedies for interconnection agree-
ments, state common law can be used to fill the regulatory gap, but this
may produce even more uncertainty, causing interest groups to favor a
federal solution even more. In this sense, the incentives created by the
cooperative federalism solution to interconnection in the telecommunica-
tions context aim at overcoming inertia to create some degree of balance
and stability for the industry, even though when compared with a na-
tional regulatory solution the cooperative federalism framework within
which these incentives operate is complex and may present short-term
uncertainties for consumers or firms in the industry.

Although Congress has not yet moved in a coordinated federalism di-
rection in the context of electric power regulation, a similarly formulated
approach to vertical jurisdiction could break the impasse that currently ex-
ists over regulation of electric power transmission in deregulated markets.
Similar to the environmental statutes William Buzbee describes, jurisdic-
tion over electric power transmission under the FPA is plagued by gaps –
in which neither states nor federal bodies can regulate – and overlaps – in
which an impasse frequently exists due to concurrent jurisdiction. Ensuing
regulatory problems have developed, including the failure of federal or
state regulators to mandate sufficient expansion of transmission capacity
to accommodate deregulated wholesale power markets. A coordinated
federalism approach to transmission regulation would articulate national
goals, while also giving the FERC authority, where necessary, to man-
date expansion of transmission and to allocate the costs of expansion to
the beneficiaries. Such an approach need not preempt state power plant
or transmission line siting processes. Instead, such an approach would
allow the FERC, or perhaps regional regulatory authorities, the author-
ity to step in where state and cooperative regional siting processes have
failed to provide a sufficient solution to the problem of transmission sit-
ing or pricing in deregulated wholesale power supply markets (Pierce,
1994). National energy legislation that has been introduced to Congress
attempts to extend the FERC’s authority in these respects, but Congress
has consistently failed to overcome political obstacles to its adoption.

Cooperative federalism also holds promise for the establishment of a
more reliable governance regime for existing transmission infrastructure
in the electric power industry. Currently, transmission reliability standards
are enforced by the NERC, a voluntary organization of transmitting util-
ities in the electric power industry. Recently proposed energy legislation,
which Congress has also failed to adopt, would have moved beyond the



P1: JZP
0521838924c08.xml CB877B/Rossi 0 521 83892 4 October 20, 2005 13:26

Overcoming Federal–State Bargaining Failures 219

voluntary compliance regime, requiring the FERC to adopt NERC relia-
bility standards (e.g., the requirement that a transmitting utility maintain
a certain reserve margin in transmission) and enforce these by assessing
penalties against violators. This legislation gave the NERC the power to
dictate the content of reliability standards, but left the FERC little role
in defining how the public interest would be served by different reliabil-
ity standards.27 In contrast, a coodinated federalism regime that allows
the FERC independent discretion in evaluating such standards, as well
as enforcing them, would allow for a more reliable transmission system
that considers the public interest in deregulated markets than the current
model, which relies almost entirely on voluntarily adopted standards and
voluntary compliance to ensure transmission reliability.

A recent issue arising in deregulated electric power markets poses
an even more difficult challenge for coordinated federalism solutions for
economic regulation of electric power transmission. In many regions of
the United States, decisions about transmission pricing and reliability are
increasingly being made by regional transmission organizations (RTOs).
RTOs are voluntary organizations comprised of transmitting utilities in
certain regions of the country, and designed to make decisions about the
expansion and operation of electric power transmission. The FERC has
taken several steps to encourage the formation of RTOs, although there
are considerable statutory limits on the FERC’s authority to mandate
participation in RTOs.

Some of the major battles brewing today in the electric power in-
dustry today are conflicts between RTOs, which generally take a pro-
wholesale competition view, and state regulators, which may be more
concerned with more statewide or local concerns. For instance, the state
of Kentucky opposed ceding jurisdiction over American Electric Power,
a Kentucky utility, to PJM Interconnection, an RTO in Pennsylvania.
Kentucky state regulators determined that it is not in the public inter-
est to allow AEP to join the RTO, but the FERC has taken a contrary
view.28 In 2003, the FERC made a determination that it can exempt util-
ities from state law where this poses an obstacle to a utility’s voluntary
participation in an RTO.29 However, a federal district court judge agreed

27 See Matthew L. Wald, Few Indications Efforts to Cut Blackouts Are Under Way, New
York Times, Dec. 13, 2003, at C1.

28 Bill Wolfe, Kentucky Battles U.S. Over Regulating Utilities, Courier-Journal (Louisville,
Kentucky), Jan. 25, 2004, at 1E.

29 New PJM Companies, American Electric Power Service Corp., 105 FERC¶61,251 (2003).
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with Kentucky’s position that the FERC lacks jurisdiction over service
adequacy for “native load,” which the FPA leaves within the jurisdiction
of state regulators.30 Virginia has also enacted a statute that limits the
ability of Virginia utilities to join an RTO without state approval.

A standard claim, made by the FERC in conflicts in Kentucky,
Virginia, and other states, is that RTOs should override state regulators
as a matter of public law under the implied preemption strand of the
Supremacy Clause. Such a view, however, relies on an extremely broad
assessment of implied preemption under both the FPA and the FERC’s
regulations. It is not clear that implied preemption jurisprudence would
support RTO preemption of the states, but to the extent RTOs preempt
state regulators, public law produces an astonishingly perverse set of in-
centives for large incumbent firms in the electric power industry. Large
transmitting utilities would be able to bypass the state political pro-
cess, in which they must participate as an interest group alongside other
stakeholders, including consumer and environmental groups, in favor of
a regional coordinated solution of relatively homogenous transmission-
owning firms. If state and RTO law making are compared as bargaining
processes, the RTO process may be quite capable of producing stable
interstate solutions. These solutions, however, have an effect on the in-
centives of key stakeholders in the industry, encouraging them to bypass
state law-making processes for a regional governance proves that ex-
cludes participation by important stakeholders with different concerns.31

A more legitimate governance process would draw on state or federal reg-
ulatory processes, rather than end run these for regional solutions without
state approval. To the extent the FERC’s RTO approach attempts to do
this without clearly preempting state law under the Supremacy Clause,
it differs from other cooperative federalism solutions. It may also bump
up against the Compact Clause of the Constitution, forcing states to par-
ticipate (by opt-in of the largest incumbent utilities in a state) in inter-
state compacts without state consent or congressional approval.32 Without

30 Tina Davis, Federal Judge: FERC Lack’s Authority on Native Load Service, The Energy
Daily, Jan. 6, 2004.

31 One set of commentators observes that RTOs attempt to mediate the conflict between
the commons nature of the transmission system and the fragmented state and federal
regulatory apparatus that governs it. By confusing incentives in the industry, in many
states retail state regulation is left in tact – creating a “half market” in electric power
(Van Doren & Taylor, 2004: 16).

32 The Compact Clause (Art. I, Sec. 10, U.S. Constitution) requires congressional approval
for “any agreement or compact” among the states. The Supreme Court held, in United
States Steel Corp. v. Multistate Tax Commission, that the clause applies only to state
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doubt, there is a serious need to protect against abuses of state regulatory
process that are protectionist because state regulation is more inclined
to capture than its federal counterpart; however, the dormant commerce
clause could facilitate this without replacing the state political process
with a privately governed regional organization of limited membership.

III. BREAKING THE IMPASSE FOR
DEREGULATED INDUSTRIES

Greater self-consciousness about coordinated federalism by all public
actors – Congress, agencies, and courts – is necessary to resolve the ju-
risdictional impasse in network industries such as electric power. Where
Congress has already adopted a cooperative federalism approach, as it has
in the Telecom Act of 1996, perhaps the greatest cost presented by such
an approach is temporary instability. A coordinated federalism solution is
admittedly messy and complex. Its primary strength is in the way it aligns
incentives to facilitate bargaining in the adoption of regulatory solutions
in ways that federal preemption of states (with its concomitant regula-
tory gaps and overlaps) does not. In addition, coordinated federalism
facilitates state experimentation and locally tailored solutions (Dorf &
Sabel, 1998), which may present legitimacy and regulatory commitment
benefits for private stakeholders above overly broad federal solutions.
Coordinated federalism can work to align interest groups toward stable
solutions without abandoning federal goals or state political processes.

In industries such as electric power, however, Congress itself has failed
to affirmatively adopt a coordinated vertical solution to federalism con-
flicts and jurisdictional overlaps. Congress and courts continue to adhere
to the dual federalism model of the FPA.33 This approach is more likely to
result in regulatory commons, confusing incentives for political solutions,
or regulatory gaps, making effective regulation by either state or federal
authorities unlikely. Some recognition of this by courts in applying public

compacts that “encroach” upon federal supremacy [434 U.S. 452 (1978)]. Of course,
the presence of such agreements without explicit congressional consent is hardly new
(Frankfurter & Landis, 1925).

33 Congress did adopt a cooperative federalism approach in the Public Utilities Regula-
tory Policies Act of 1978 (PURPA), which used state regulations to adopt standards for
alternative power generation facilities. PURPA directs the FERC to promulgate rules
requiring utilities to purchase electricity from “qualifying cogeneration and small power
production facilities” [16 U.S.C. § 824a-3(a)]. Although the FERC certifies such facilities,
states were required to develop their own schemes for providing avoided cost rates to
qualifying facilities [FERC v. Mississippi, 456 U.S. 742 (1982)].
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law doctrines to jurisdictional disputes could help to overcome the obsta-
cles to a more coordinated regulatory regime for electric power markets.
Specifically, public law doctrines regarding federal preemption and allo-
cation of powers within states could benefit from keeping a coordinated
federalism framework in mind.

A. A Presumption Against Federal Preemption
of State Economic Regulation

To begin, a fundamentally different judicial orientation in interpreting
federal jurisdiction might work to overcome the political impasse pre-
sented by imperfect jurisdictional federalism in regulated industries such
as electric power. Rather than implying federal authority to regulate un-
der dual jurisdictional statutes such as the FPA (or pursuant to federal
regulations), courts might play a role in helping move regulated indus-
tries in the direction of coordinated solutions by focusing the judicial
role on default rules for statutory interpretation. The default rule that
predominates in dual federalism – a rule favoring federal preemption –
should be reversed to favor a presumption against preemption in the
context of industries historically regulated at the state and local levels. If
embraced by federal courts, such an approach would align incentives for
political reform in the direction of more coordinated jurisdictional solu-
tions. If presumptively authorized to regulate where Congress or federal
regulatory agencies are ambiguous, states would play an integral role in
the formulation of national solutions to regulatory problems, while also
allowing state political processes the opportunity to formulate locally tai-
lored regulatory and compliance solutions where Congress has failed to
adopt a uniform national solution on its own.

Einer Elhauge (2002) made a compelling case for a “penalty default
rule” in judicial interpretation of statutes: Where a court interpreting a
statute is unsure of Congress’ intent, the court adopts the interpretation
of the statute that is most unfavorable to the coalition most capable of
persuading Congress to reverse the interpretation. Echoing this sugges-
tion in the context of federalism jurisprudence, Roderick Hills (2003)
argues against implied federal preemption – clear statement rules in the
federalism context might serve a role of facilitating the process of na-
tional solutions regulatory problems. For instance, as Justice Stevens sug-
gested, a presumption against federal preemption may be appropriate.34

34 See, e.g., Medtronic v. Lohr, 518 U.S. 470 (1996). See also Geier v. American Honda Motor
Company, Inc., 529 U.S. 861 (1990) (J. Stevens, dissenting).



P1: JZP
0521838924c08.xml CB877B/Rossi 0 521 83892 4 October 20, 2005 13:26

Overcoming Federal–State Bargaining Failures 223

Hills defends the presumption against preemption as superior to other
approaches to federal preemption not because it protects states rights,
advances civic republican participatory values, or is mandated by the text
of the Constitution, as other writers on federalism have argued. Instead,
Hills suggests that a presumption against federal preemption allows states
and localities to effectively set national agendas before Congress, over-
coming the obstacles to debate and participation that often plague the
national regulatory process.

Hills’ argument against federal preemption rejects the two dominant
views of the judicial approach to federal preemption under dual feder-
alism – one federalism promoting, the other federalism ignoring. Many
writing in federalism with a state or local orientation embrace a judi-
cial approach similar to Hills’, but dominant views draw on traditional
jurisdictional federalism and its dual federalism assumptions.

The federalism-promoting view is perhaps best known. As Cass
Sunstein argued:

In the system of American public law, the basic assumption is that states
have authority to regulate their own citizens and territory. This assumption
justifies an interpretive principle requiring a clear statement before judges
will find federal preemption of state law. Although no substitute for an
inquiry into the relationship between federal and state law in the particular
context, this principle will frequently aid interpretation in such cases.35

Candice Hoke (1991) similarly argues that “federal preemption decisions
impede the ability of those governmental bodies that are structured to
be the most responsive to citizens’ public values and ideas – state and
local governments – and have concomitantly undermined citizens’ rights
to participate directly in governing themselves” (687). According to this
view, a clear statement is valuable for purposes of enhancing state’s rights
or decentralized participation in state political processes as goods in and
of themselves. Hills’ approach, in contrast, does not rely on state’s rights
or on any idealization of states as favored bodies for governance but sees
states as cogs in the national law-making machine.

Another dominant critique of preemption is that the Constitution re-
quires courts to ignore states in interpreting federal law. Caleb Nelson
(2000) develops the creative originalist argument that the non obstatante
clause – a provision of the Supremacy Clause of the U.S. Constitution
that refers to “any Thing in the Constitution or Laws of any State to the
Contrary nothwithstanding” – requires courts to treat preemption of state

35 Sunstein, 1989: 469.
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law as analogous to the repeal of existing laws. As Hills suggests, how-
ever, Nelson’s originalist interpretation of the Supremacy Clause relies on
both a doctrine of enumerated powers and dual federalism. To the extent
modern courts do not see the federal government’s power to regulate as
limited (as some more recent Commerce Clause cases would suggest) and
dual federalism does not accurately describe the modern interactions be-
tween federal and state governments, Nelson’s federalism-ignoring view
of preemption is off base.

Adding another important layer to these arguments, Hills sees pre-
emption as playing an entirely different role in helping Congress to set
its law-making agenda. Its role is not to promote decentralization per se
or to recognize the inherent supremacy of federal law but to facilitate
a higher-quality national political process. Effectively, Hills would treat
states as sophisticated legislative committees which could experiment
with and focus reform efforts.

His argument for this approach is based on three main lawmaking
failures in the federal government. For example, Hills observes that col-
lective action problems allow narrowly focused interest groups to control
even national regulatory processes, echoing what Richard Stewart (1990)
referred to as “Madison’s Nightmare” – a faction-ridden maze of the
capture of national majoritarian political processes by interest groups.
In the context of energy legislation before Congress, it is quite common
for Congress to bundle together multiple unregulated reforms, producing
log-rolling solutions that may confront obstacles due to one or two high-
profile objectionable provisions. To illustrate, the main energy bill be-
fore Congress in 2003 contained provisions that would have more clearly
expanded the FERC’s authority over transmission in order to enhance
reliability. This bill failed to pass primarily because of unrelated statu-
tory provisions limiting state tort liability for the fuel oxygenate methyl
tertiary butyl ether.36

In addition, as Hills suggests, individual representatives are frequently
preoccupied with pleasing constituents – by approving earmarks and
pork-loaded packages – leading Congress to neglect general policy mak-
ing (Cain, Ferejohn & Fiorina, 1987). Again, energy legislation provides
an example of the failures of the national political process. The 2003 en-
ergy bill contained multiple provisions on different topics aimed at local or

36 Peter Berh & Dan Morgan, Without Energy Legislation, Grid, Power Policy in Limbo,
Washington Post, Nov. 27, 2003, at E01; Carl Hulse, Even With Bush’s Support Wide-
Ranging Legislation May Have Been Sunk With Excess, New York Times, Nov. 26, 2003,
at A17.
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regional constituents, such as provisions aimed to provide federal aid for
a Shreveport, Louisiana, shopping mall that houses the chain restaurant
“Hooters.”37

Further, what Samuel Beer (1977) called “political overload” plagues
the ability of Congress to set the regulatory agenda because only a small
number of issues can effectively occupy Congress’ decision agenda (King-
don, 1995). In the energy context, again Congress is unlikely to even con-
sider national energy legislation unless a major national or international
crisis brings it to the agenda – the mideast oil embargo (leading to pas-
sage of Carter’s energy plan in 1978), the Gulf War (leading to passage of
the Energy Policy Act of 1992), or post–September 11 concerns over the
relationship between terrorism and oil (leading to Congress’ failed en-
ergy bill in 2003). On occasion, individual members of Congress propose
stand-alone bill designed to expand the FERC’s authority, but these gen-
erally have little support in Congress and frequently disappear without
hearing.38

Drawing on such decision-making failures, Hills argues that state pol-
itics can help correct for national deficiencies in congressional decision-
making processes. In effect, if authorized to act, state governments might
be more likely to serve as agenda setters for national governments. In ad-
dition, as Hill suggests, antipreemption rules can serve as debate-eliciting
incentives in the political process. They do so by aligning pro-preemption
interests to seek regulatory uniformity through the political process and
by promoting public over special interest groups. For instance in the
electric power context, a patchwork of state-led reforms, such as Cali-
fornia’s, can help force the national decision-making agenda in favor of
bringing issues such as the FERC’s jurisdiction directly onto Congress’
agenda and mobilizing interest groups to support congressional action.
By contrast, a serious of judicial decisions attempting to clarify federal
preemption of the states might be more likely to lead to more impasses,
as federal and state regulators increasingly occupy concurrent jurisdic-
tion or reach their limits – each looking to the other to make difficult

37 Hence, Senator John McCain dubbed the proposed legislation a bill for “Hooters and
polluters.” Dan Morgan, The GOP Congress, High on the Hog, Washington Post, Jan.
18, 2004, at B01.

38 In 2004, Senator Hillary Clinton proposed a stand-alone reliability bill, presumably be-
cause she concluded that the larger energy bill was doomed. See Senator Clinton to Push
Reliability Bill, Urges Lawmakers to Pass It Apart from the Energy Bill, Electric Utility
Week, Jan. 20, 2004, at 3. However, because 2004 was an election year, it was unlikely that
a more streamlined bill would have been passed by Congress unless it was very modest.
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regulatory decisions, much as occurred in the California deregulation cri-
sis (Rossi, 2002).

The case for a presumption against preemption in the economic reg-
ulation context has much to commend, but it needs to be extended to
federal agencies and statutes. Under Chevron, many cases in which pre-
emption becomes an issue involve federal regulation by administrative
agencies, not statutes (McGreal, 1995). In many instances, there are regu-
latory overlaps between Congress and administrative agencies, such as
the FCC and the FERC, that might play a dysfunctional role similar
to the overlaps between Congress and the states. Some commentators
use the existence of such overlaps to argue for a nondelegation doctrine
(Baker & Krawiec, 2004), which most legal scholars find unworkable,
if not welfare reducing (Seidenfeld, 2004). Like Congress, agencies are
prone to agenda setting and other political failures. If an agency clearly
acts pursuant to validly delegated authority, then no presumption against
preemption should apply. However, where an agency’s policies remain as
ambiguous as Congress’, courts should not find federal preemption. Hills’
suggestion of a clear statement default rule in preemption cases could be
extended to federal agencies and Congress. So understood, a presumption
against preemption is not only aimed at using states to force congressional
agendas, but also at forcing regulatory agendas more broadly at the na-
tional level, before the federal agencies charged by Congress with regu-
lating economic activities.

B. Dissecting the State to Overcome Recalcitrant Legislatures

In addition to considering whether state-led regulation might have some
benefits for national lawmaking process, it is also fundamental for public
law to confront whether state and local political processes are exogenous
to the legal framework of economic regulation. A bargaining approach
should be mindful of the regulatory limits that are internal to state deci-
sionmaking processes. It is tempting to dismiss states from any analysis
of regulatory law due to these limits, but in some contexts public law may
be able to overcome limits internal to states where they serve as a barrier
to regulatory bargaining that would advance the more general goals of a
legal system.

Those who would dismiss states from the scope of regulatory law
have many insights from political science on their side. Jim Chen (2003b)
forcefully critiques cooperative federalism programs for favoring power
incumbents at the local level over a federal regulatory process. Chen’s
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analysis focuses on state implementation of universal service funds un-
der the Telecom Act of 1996. He draws on the economics of interest
group decision making, which would suggest a greater likelihood of fac-
tion, if not interest group capture, at the state and local level, as op-
posed to in national politics, as Madison’s Federalist No. 10 predicted long
ago. As a solution to this decision-making pathology with state and local
political processes, Chen suggests “deregulatory discipline from above” –
expansion of federal agency authority by Congress or heightened judi-
cial review of state regulatory decisions pursuant to federal preemption
principles (373).

Chen’s description of local interest group behavior may be sound,
but if internal state political processes are included within jurisdictional
bargaining space the solution of judicially expanding federal authority is
idealistic and perhaps too blunt. As has been suggested, Congress and
federal regulatory agencies frequently fail to clearly preempt state law,
leaving the task of clarification to courts under implied preemption doc-
trine. Congress and agencies frequently fail to clearly preempt state law,
and when courts enter into the picture they too may create regulatory
commons independent of the specific goals of an area of law. Perhaps the
dormant commerce clause, as described in Chapter 7, is a more narrowly
tailored judicial doctrine than federal preemption jurisprudence for deal-
ing with the problems presented by state regulations presenting spillover
costs on interstate markets as a result of interest group behavior. The
prospect of challenges to state decisions under the dormant commerce
clause can provide a safeguard against state regulation that protects in-
cumbents in ways that impose external costs without forgoing the incen-
tive and agenda-setting benefits provided by a coordinated federalism
solution to economic regulation issues. Rather than looking to courts to
broaden federal authority in ways that may produce counterproductive
impasses in regulatory enforcement, where there is state action the dor-
mant commerce clause focuses on the real problem: state imposition of
externalities on other governing bodies.

An equally complex problem is presented where a state legislature ad-
heres to old regulatory statutes (such as those adopted with a nationally
uniform cost-of-service structure in mind), failing to authorize state or
local regulators to do anything to open up their network access facilities.
To the extent the problem is state legislature recalcitrance (whether tacit
or explicit), coordinated federalism may hold greater promise if courts
could find a way to introduce greater competition in the state politi-
cal process, reducing the power of any one branch or level of state or
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local government to be recalcitrant through inaction. As an illustration,
consider the issue of a state legislature’s authorization of regulatory ac-
tion by state or local agencies. As Roderick Hills (1999) argued elsewhere,
cooperative federalism can be facilitated by “dissecting the state” – if
state and local agencies are presumptively authorized to implement fed-
eral goals, even where state enabling legislation is ambiguous as to state
agency jurisdiction. When a federal program gives grant money directly
to a state governor or local governments, it plays the executive branch
or local governments off against the state legislature. Similarly, when
Congress has passed a statute such as the FPA and a federal agency
has clearly articulated general goals in implementing this statute, even
if Congress has not delegated specific implementation authority to the
agency it might be implied that it has given remedial implementation au-
thority to state agencies, overriding state constitutional doctrines such as
separation of powers. Presumptive preemption of structural constraints
in state constitutions might function to allow a state political process to
correct for some of the gaps that remain in regulatory law due to the
failure of national institutional bodies – Congress, agencies, and courts –
to solve these jurisdictional problems on their own.

For example, due to the inertia of many state and local statutes
adopted with a cost-of-service framework in mind, in many states today
economic regulation proceeds as if states operate independently of
federal goals. Where a state legislature is recalcitrant in updating its laws
and fails to authorize a local or statewide regulatory agency to take into
account federal goals while siting transmission lines or power plants (e.g.,
concerns with reliability in deregulated wholesale power markets), courts
could presumptively authorize such officials to act to pursue federal goals.
In Florida, for instance, when state agency officials wanted to consider
an application to site a merchant power plant to be built by Duke Energy
with the purpose of generating power to sell in deregulated wholesale
markets, an existing statute was interpreted by the Supreme Court to
preclude out-of-state suppliers from filing such applications. Pursuant
to the siting statute passed by the Florida Legislature prior to wholesale
power deregulation, Duke Energy’s application was rejected by the state
Supreme Court, even though the state agency initially had accepted it
under a belief that it had the legal jurisdiction to do so. An alternative
approach to reviewing the agency’s jurisdiction would have ignored the
ambiguous jurisdictional limits in the state statute, presumptively autho-
rizing state officials to consider the application – and to site – the facility if
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this were related to the pursuit of clear (albeit general) federal goals in re-
liable deregulated wholesale power markets. This presumption would be
overcome only if the state legislature is explicit in its recalcitrance, adopt-
ing a statute that precludes consideration of the issue by state regulators.

By simultaneously embracing a presumption against federal preemp-
tion in interpretation of statutes and regulations and a presumption in
favor of state or local regulatory action (i.e., authorizing state and local
officials to act, notwithstanding a tacitly recalcitrant legislature), public
law could better align incentives to favor national reform of statutes or
regulations or, as a second best solution, state implementation of fed-
eral goals. In contrast to the current approach, a presumption against
preemption would leave responsibility clearly in the hands of state ac-
tors. State and local officials would presumptively be authorized to act to
pursue federal goals, although if a state legislature wants to override the
authority of a state agency to implement a federal program, it would pos-
sess the authority to do so expressly. So understood, a judicially imposed
set of default rules could promote coordinated federalism, even where
Congress has not acted. In industries in transition, such as electric power,
judicially led coordinated federalism could replace judicial line drawing
between the federal government and the states – which often leads to
regulatory impasse – with a more cooperative pursuit of national goals.
Simultaneously, federal courts may stimulate some regulatory action to
address interstate network problems states where none currently exits by
introducing competition within the branches of state government. There
are two primary objections to such a set of default rules: First, that federal
courts lack the power to implement them and that they are internally in-
consistent. Second, that this approach glorifies states’ rights or idealizes
states as innovators.

To address the second objection first, this is not a states’ rights view of
economic regulation. Indeed, there is no such thing, given that Congress
has broad power to override states on most, if not all, issues of economic
regulation. Even this, though, does not make states black boxes in discus-
sion of the allocation of jurisdictional authority. States have an important
role to play. The point is not, however, that states are inherently superior
over the national government as innovator. Nor is it to promote decentral-
ization as an end state of affairs. Instead, states would act as facilitators and
agenda setters in national law making, helping national solutions to adapt
to regulatory problems where the national law-making process fails to on
its own. Judicially led coordinated federalism is a second best solution



P1: JZP
0521838924c08.xml CB877B/Rossi 0 521 83892 4 October 20, 2005 13:26

230 Regulatory Bargaining and Public Law

to congressional reforms of national regulatory statutes that fail to give
federal agency regulators the necessary jurisdiction, but it also may prove
necessary to overcome existing obstacles to regulatory reform in network
industries.

The first objection – that federal courts lack the power to apply these
default rules and they are internally inconsistent – also does not withstand
scrutiny. These proposals are not premised on any constitutional power
that that the conventional set of default rules in public law do not also rely
on. The power to vest state and local officials with authority to implement
federal goals can be derived from the Commerce Clause, as is the con-
ventionally accepted judicial power to create implied preemption. Where
Congress or federal regulators, within their constitutional authority, have
stated a general goal, courts presumably would look to state or local reg-
ulators to implement it. This is not coercive because state political actors
still would have to make the choice to regulate. If the state political pro-
cess, such as a legislature, explicitly overrides this choice, state action is
more likely to exist for purposes of mounting a dormant commerce clause
challenge if the state approach imposes spillover costs on interstate com-
merce. This approach downplays the significance of “independent” state
constitutions, but many states already recognize in their constitutional ju-
risprudence that state constitutions are not to be interpreted in isolation
where a state is implementing a federal program.39 As a matter of consti-
tutional law, federal courts have as much power to implement such a set
of default rules as they do to read implied preemption of state law into
federal statures and regulations. In fact, to the extent the presumptive
authorization of state executive or local agency regulation to implement
federal goals is based on political process considerations, rather than a
substantive legal mandate that altogether precludes state regulation, it
should be less controversial than implied preemption of substantive law,
under which a federal court forces a state to make a substantive policy
choice that is consistent with federal law even where Congress has not
clearly spoken. Rather than reading judicial power broadly by expansive

39 See, e.g., Ex Parte Elliott, 973 SW.2d 737 (Tex. App. 1998); McFaddin v. Jackson, 738
S.W.2d 176 (Tenn. 1987); Department of Legal Affairs v. Rogers, 329 So.2d 257 (Fla. 1976).
Thus, even where federal courts do not exercise such authority, state courts might au-
thorize such action as the best interpretation of state constitutional separation of powers
doctrine. As I argue elsewhere, implicit authorization for state executive and local agen-
cies to act on behalf of federal goals is the best interpretation of state separation of
powers – a matter of state constitutional law (Rossi, forthcoming 2005).
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jurisdictional readings of federal statutes and regulations – as traditional
jurisdictional federalism would envision – the default rules for preemption
envision a more modest roles for the courts because they align political
incentives to favor cooperative federalism approaches even where
Congress has not explicitly done so. Although a presumption against pre-
emption of substantive statutes and regulations may seem at odds with a
presumption that preempts state constitution allocations of powers, these
default rules are no less inconsistent than the conventional public law
approach, which favors preemption of substantive law but disfavors pre-
emption of state constitutions.

Such an approach gives state and local governments a more positive
role to play in deregulated markets than judicial federalism currently
envisions under public law. It creates a political process that is more likely
to clarify jurisdictional responsibility, while also lowering the costs of
using state government to implement federal goals. In the long run, it
might also promote a more stable national solution on important issues
than the conventional public law approach of relying on courts to draw
the lines between incomplete federal regulation and the states.

For example, in the context of electricity transmission siting, if state
and local regulatory commissions are granted presumptive authority to
consider national goals in reliable wholesale power markets, states would
more clearly share responsibility with Congress for transmission expan-
sion. At least some regulators in each state would clearly possess the
regulatory power to expand transmission to accommodate deregulated
markets. States might also be implicitly authorized to build pricing for
such transmission expansion into their own regulatory structures for retail
rates. This will not solve every problem with regulation of electric power
transmission, for which a national solution is necessary. Some states may
choose to expand transmission, allowing deregulated markets to work,
whereas others may not, creating chokehold regions that could force con-
sideration of a more national solution to state-based transmission regula-
tion. At the same time, responsibility for the lag would clearly sit with the
either states or Congress. If states are presumptively authorized to take
such goals into account, presumably a state’s failure to act to site transmis-
sion in response to requests for transmission expansion could be brought
within the realm of the dormant commerce clause, ultimately facilitating
the emergence of more cooperative solutions between states where na-
tional regulators fail to take action. At a minimum, a recalcitrant state
legislature would be required to explicitly reject that state’s participation
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in national markets. Designing default rules for judicial review with these
bargaining problems in mind will not bring an end to all jurisdictional
problems in public law. Such design can, however, make explicit previ-
ously hidden institutional preferences within states for recalcitrance with
national competition policies, better facilitating disruption of the jurisdic-
tional impasses that plague the current approach to federal preemption
in economic regulation.
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Conclusion

Incomplete Regulatory Bargaining and the
Lessons for Judicial Review

Most economic theory looks to the doctrines of regulatory law as a way
for agency regulators to correct for problems presented by market fail-
ure. Theories of economic regulation frequently ignore that the political
process, as well as the market, does not always function perfectly. Particu-
larly with deregulation, which changes the number, type, and frequency of
interactions between firms and the government, as well as between regu-
latory bodies and jurisdisctions, imperfect political processes will present
new challenges for regulators. Regulatory law must pay attention to ques-
tions of public governance and the process for the adoption and imple-
mentation of regulation, as well as the extent to which regulation corrects
for market failures.

Bargaining insights from incomplete contracts not only provide a ro-
bust theory of the firm. Within the framework of government relations
bargaining, they also provide an insightful framework for students of law,
economics, and political science who are concerned with questions of
public governance in deregulated markets. The primary objective of the
framework is not to explain history, nor is it to critique the substantive
efficiency of differing regulatory arrangements. Instead, by highlighting
incentives and bargaining conditions, a bargaining approach asks a differ-
ent set of questions about public law and its roles than other theories of
regulation. These questions are particularly important as we begin to seri-
ously study the law and economics of a deregulatory era and, in particular,
the role of judicial review in deregulated industries.

233
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I. TOWARD A FACILITATIVE, NOT COERCIVE,
ACCOUNT OF REGULATORY LAW

Predominant accounts of regulatory law see it as maintaining or restor-
ing a preexisting equilibrium, treating the political process as largely ex-
ogenous to doctrines of regulatory law. By analogizing regulation to a
contract – but one that is subject to constant renegotiation – the incom-
plete contracts approach to regulation provides a different focus for regu-
latory law than competing accounts. If the political and regulatory process
are not considered exogenous to the theory of regulation, regulatory law
and public law issues take on a different shape and scope than traditional
understandings of regulation as contract would suggest.

In what remains one of the best treatments to date of regulatory law
for the deregulatory era, Joseph Kearney and Thomas Merrill sum up the
mind-set of most scholars and lawyers:

Most legal scholars and lawyers are only dimly aware of the monumental
changes that have been taking place in common carrier and public utility law
in recent years. A small number have some grasp of the changes taking place
in one industry. Only a handful have any sense of how the legal landscape has
shifted overall. The fact that the changes that we have discussed are widely
advertised as “deregulation” probably contributes to the complacent sense
that public law has no on-going role to play with respect to common carrier
and public utility services.1

Clearly, I have argued, public law has some role to play, especially as these
industries are deregulated. Further, I have suggested, the approach courts
take to reviewing public law disputes will be tantamount to the success
or failure of deregulated markets.

Other efforts to analogize regulation to legalistic contracts (Sidak &
Spulber, 1997) are backward looking in approaching the topic of public
law, in general, and judicial review, in particular. First, the legalistic con-
tract approach makes an effort to discern the regulatory contract as a deal
between firms, the state, and other stakeholders. Then, if the state modifies
the terms of the deal, the legalistic contract approach to regulation looks
primarily to courts to enforce it. A deal is a deal, on this approach. The
primary point of regulatory law is to enforce existing deals with the goal
of creating incentives for firms and stakeholders to enter into new deals
in the future. Especially in contexts where economies are developing, or
political institutions are unstable, regulatory commitment is of primary

1 Kearney & Merrill, 1998: 1408.
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importance. In such contexts, the legalistic contract approach is perhaps
most useful (Levy & Spiller, 1996).2

However, backward-looking interpretation and enforcement of deals
by courts is not the only – and certainly not always the best – way that
regulatory law can achieve stable equilibria and promote commitments.
If not backward looking, what role might law play? Robert Ahdieh (2004)
argued that law has a “cueing” function to play in legal transitions, partic-
ularly where markets are at issue. In contrast to other approaches to law, in
which law serves primarily to sanction and coerce, Ahdieh’s cueing theory
sees law as focusing on a “variety of instructional, informational, and par-
ticipatory mechanisms” (220). The goal is to facilitate, not dictate, effec-
tive private (and public) coordination. Such an approach sees stability and
equilibrium states as important but recognizes these as focal points rather
than unique solutions to regulatory problems (Schelling, 1980; Sugden,
1995). Shaping expectations is fundamental to such a project (Ahdieh,
2004).

In fact, I have argued, it is not revolutionary to see regulatory law as
playing such a role. It always has coordinated expectations, often without
playing a coercive role. During the era of natural monopoly regulation that
predominated industries such as electric power and telecommunications
for most of the twentieth century in the United States, a facilitative role
better describes what courts did than the legalistic contract approach
to regulation. For most of the twentieth century, courts deferred to a
legislative and agency regulatory process that, I have argued, was largely
self-enforcing (see Chapters 2 and 5). Outside the short-lived Lochner era,
during which the U.S. Constitution was invoked to protecting economic
property, courts were rarely even called on to interpret and enforce deals.3

The legalistic contracts approach thus does not accurately describe the
judicial role taken by U.S. courts, even at the height of the twentieth-
century regulatory state.

A bargaining account does not always see courts as providing
the solution to the problem of regulatory instability. Other political
institutions – agencies, legislatures, and state and local governmental

2 Levy and Spiller (1996) argue that the effectiveness of market reforms depends on a coun-
try’s legislative, executive system. I do not disagree with this important insight; however,
I seek to outline what an effective system of judicial review might entail in order for such
market reforms to work in a developed federalist system such as the United States.

3 Even at the height of the Lochner era, during the 1920s, the Supreme Court upheld most
regulatory laws challenged under the Due Process clause of the Constitution (Bernstein,
2003: 4, n. 14).
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bodies – can generate stable solutions against a backdrop of occasional
legal change. Private stakeholders may also play this role. Radical dereg-
ulation envisions private enforcement regimes as the predominant solu-
tion to regulatory commitment problems. Although spontaneous order-
ing might be appropriate for some aspects of formerly regulated markets,
unsupervised markets may present their own problems, such as lack of
meaningful penalties for opportunistic conduct, and diverge from the
broader public interest. This does not mean, however, that courts must
search for and dictate that public interest. Frequently, political or regula-
tory institutions may be better equipped than the judiciary to determine
appropriateness and degree of stability, while also taking into account
the public interest. State or federal agencies, or Congress or state leg-
islatures, may be better equipped than courts to produce and facilitate
regulatory commitments. When courts provide the solution to regula-
tory commitment problems, their role is not necessarily one of looking
backward to find and enforce regulatory bargains. Courts may also play a
forward-looking role, setting up conditions and incentives for future regu-
latory bargaining with, and between, other private and public institutions
of governance. Thus, in contrast to other theories of regulation, which
see courts approximating the efficient substantive result, or interpreting
and enforcing preexisting bargains, the government relations bargaining
approach positions the judicial role within the political process.

The approach also has important implications for how this politi-
cal and regulatory process is understood. In contrast to some public
choice accounts, which condemn rent seeking to protect against capture,
an incomplete contract approach recognizes that not all rent seeking is
undesirable. Capture of regulatory agencies is an extreme story – one
that probably does not characterize most regulated industries and one
that is hard pressed to explain the movement toward deregulation (see
Chapter 3). The incomplete contracts approach is neutral toward most
rent seeking – recognizing that this is a necessary feature of any pluralist
political theory – but also recognizes that some rent seeking may present
some collective action barriers or impose spillover costs. The role of reg-
ulatory law thus is not necessarily to stop rent seeking completely but to
channel it into more socially desirable regulation.

A bargaining account also parts ways with the progressive theory that
regulation is designed to promote the public interest or civic virtue. Un-
like the public interest theories of regulation, the incomplete contracts
account provides some focus for reforms apart from progressive politics.
The primary focus is not on the substance of regulation or its impact
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on social welfare but on the instititutional framework for its enactment
and enforcement. An incomplete contracts account of regulation also
provides more guidance for evaluation than appeals to the amorphous
“public interest.” It also does not make idealistic assumptions about pri-
vate behavior but assumes that private firms will often act with their
self-interest in mind – even in the public regulatory process.

Finally, a government relations bargaining framework extends efforts
to displace traditional theories of the regulatory state with “collaborative
governance.” Collaborative governance approaches typically emphasize
private contracting over public mandates in the regulatory state (Ayres &
Braithwaite, 1992; Freeman, 1997). For instance, Jody Freeman’s (1997,
2000) influential theory of collaborative governance looks to contractual
mechanisms, not just as a tool for privatization, but as a way to infuse
public governance ideals into private regulatory interactions. The over-
arching goal of collaborative governance is to simultaneously enhance
flexibility and legitimacy by providing additional or new access points for
private participation in the regulatory process. At the same time, on this
approach private decisions would be informed by public purposes and
goals.

Contractual concepts are central to the collaborative governance
project. The government relations bargaining approach, which draws on
incomplete contracts, is also compatible with this approach. However,
government relations bargaining does not limit the contractual analogy
to bargains between private and public entities (e.g., between a firm and
the state). Discussion of public law must include bargains between gov-
ernmental bodies, as well as bargains between government bodies and
private stakeholders. The government relations bargaining approach thus
extends the collaborative governance project to address the unique struc-
tural roles of institutions such as legislatures, agencies, and courts in the
bargaining process. In addition, the approach has more to say about the
role of courts than collaborative governance accounts, which generally
favor deference to government decisions to deregulate or privatize.

II. IMPLICATIONS OF THE BARGAINING PERSPECTIVE FOR
JUDICIAL REVIEW

Throughout this book, a government relations bargaining account of eco-
nomic regulation, informed by incomplete contracts insights, has been
presented and applied to a series of public law problems in deregulated
electric power markets. A few final observations about the implications of
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a government relations bargaining framework can illustrate the relevance
of the inquiry for regulatory law, as well as for economics and political
science.

First, the renegotiation-neutral approach of the framework casts light
on a different set of issues for public law than other theories of regulation
typically emphasize. Any effort to articulate ex ante rules for a regulatory
system must strike the balance between optimal certainty in the form of
specificity and flexibility. Certainty is not the main objective of regulatory
law. Similarly, the overarching goal of regulatory law is not completeness.
Regulatory law serves to mediate between the two extremes of specificity
and flexibility, taking into account the effects on private behavior each
extreme might have in the making and implementation of law. More than
many competing accounts, the government relations bargaining approach
envisions flexibility and experimentation in the development of regulation
as well as in deregulated markets.

Second, a bargaining account does not just recognize that incomplete-
ness exists. Instead, like accounts of incomplete contracts in private law
(Ayres & Gertner, 1992), it asks why incompleteness exists. To the ex-
tent incompleteness is the product of strategic private behavior, public
law can play a role in limiting this kind of incompleteness where it has
adverse implications for social welfare. Incompleteness may exist by no
fault of the parties, due to asymmetry of information or unknowable ex-
ogenous changes. Even so, regulatory law might play a role in correcting
for such asymmetry or uncertainties in the future in order to facilitate
higher-quality bargaining. The government relations bargaining frame-
work approaches public law questions with this role in mind – not to pro-
duce completeness as an inherent good, but to minimize strategic abuses
of incomplete regulatory law.

Third, to the extent the bargaining conditions contributing to incom-
pleteness come into play, a government relations bargaining approach
opens regulatory law to a broadly informed institutional analysis. The fo-
cus thus is not primarily on courts. Nor is it on regulatory agencies. It also
includes within its scope legislatures and state regulators, rather than na-
tional regulators. Each institution has an important role to play in deregu-
lated markets. In contrast to natural monopoly regulation, which focused
almost exclusively on state agency regulators, this greatly increases the
chances of political failures in governing deregulated markets.

Fourth, as the applications in the book should suggest, the recom-
mendations for institutions are practically focused on existing public law
doctrine and, in particular, on the role of courts. The incomplete contracts
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approach does not see courts as passive partners to a type of regulatory
“deal,” merely enforcing an independent bargain between the state and
powerful firms. For instance, one of the major implications of the frame-
work presented in this book is that it recognizes the limitations of judi-
cial review, as is apparent from analysis of judicial review of takings (see
Chapter 5). In contrast to other contractual accounts of regulation, such as
those embraced by advocates of deregulatory takings (Sidak & Spulber,
1997; Spulber & Yoo, 2003), an incomplete contracts approach is judi-
cially conservative, advising judicial humility over activism. However, an
incomplete contracts approach does not relegate courts a role as passive
referees, blindly deferring to other public governance bodies. Courts have
a positive role to play in deregulated markets. The success or failure of
deregulation may depend on how courts set the tone for bargaining in the
regulatory process. As in other bargaining contexts, default rules – rather
than substantive review of regulation – provide the best opportunity to
enhance the legitimacy of judicial review.

The government relations bargaining framework suggest a much more
modest, yet forward-looking, approach to judicial review than the legal-
istic contracts approach to regulatory law. In many instances, judicial def-
erence to legislators and regulators is appropriate. For instance, judicial
deference to governmental decisions to deregulate where private firms
seek redress in the form of compensation (see Chapter 5) avoids creating
incentives for overinvestment in the current regulatory regime and may
also have political process benefits. Often, such deference will be appro-
priate during regulatory transitions. However, the incomplete contracts
perspective also illustrates how, in other instances, including many reg-
ulatory transitions, judicial deference to private and public governance
decisions is not appropriate. For example, where private behavior influ-
ences the regulatory forum, as may be the case with the filed tariff doctrine
(see Chapter 6) and state action immunity from antitrust enforcement (see
Chapter 7), judicial safeguards are important to the success of competitive
markets. Although national solutions to many economic regulation prob-
lems may ultimately prove inevitable, judicial limits on federal jurisdic-
tion and incentives for overcoming the recalcitrance of state legislatures
can also have some positive effects in promoting coordinated federalism
solutions to difficult jurisdictional problems (see Chapter 8).

An approach to judicial review informed by deference and “clear
statement” rules has many advantages, among them transparency and
political accountability for regulatory decisions. However, in many in-
stances judicial safeguards must go beyond mere deference to the political
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branches or clear statement rules. A basic presumption in favor of def-
erence is appropriate in the context of judicial review of governmental
liability for regulatory change, but in other instances courts must police
private influence on, and selection of, the mechanisms for regulatory en-
forcement. Tariffs and federalism conflicts are two main contexts in which
a more active process-based approach to public law issues is justified in
judicial review.

∗ ∗ ∗
A bargaining framework asks some new questions, but it certainly does
not provide answers to every public law issue confronting economic reg-
ulation in infrastructure industries today. Although the questions raised
by the bargaining framework are useful, in present form its recommenda-
tions are tentative. The flexibility of the approach allows for experimen-
tation and thus may minimize errors in the adoption of the recommenda-
tions presented in this book, but the ultimate merits of the approach will
ultimately depend on further study. The questions and recommendations
suggested by a bargaining analysis of deregulation of telecommunications
and electric power raises many issues for additional research in law, as
well as for empirical study in political science and economics.
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