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The Nature of the Controversy

THE TAKINGS CLAUSE of the Fifth Amendment commands: "Nor
shall private property be taken for public use, without just compen-
sation."1 The sweeping deregulation of public utilities being proposed
and implemented at the state and federal levels promises to bring the
benefits of competition to markets for electric power and telecommuni-
cations. Those benefits include improvements in operating efficiencies,
competitive prices, efficient investment decisions, technological innova-
tion, and product variety. The benefits of competition, however, do not
include forced transfers of income from utility shareholders to their
customers and competitors as a result of asymmetries in regulation.
Asymmetric regulation can serve only to impede competition and im-
pair the financial health of public utilities. As regulators dismantle
barriers to entry and other regulatory restrictions, they must honor
their past commitments and avoid actions that threaten to confiscate or
destroy the property of utility investors on an unprecedented scale.

In this book we examine regulatory commitments and the potential
for the deregulation of regulated network industries to cause massive
takings to occur. We connect that analysis to what has, until now, been
regarded as principally a technical problem in economic theory and
regulatory practice: the design of efficient access pricing. We consider
the selection of access prices such that, in the new competitive environ-
ment, a public utility will have an opportunity to achieve for its inves-
tors the expected earnings associated with the former regulatory regime

1. U.S. CONST, amend. V.
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2 Deregulatory Takings and the Regulatory Contract

under which the utility made (and regulators approved as prudent)
enormous investments in long-lived facilities and other specialized
assets to serve its customers. We weave together here the separate
threads of access pricing theory, takings jurisprudence, and the transac-
tion costs analysis of voluntary exchange. The resulting fabric will help
to inform an emerging body of analysis in law and economics that one
might term the jurisprudence of network industries.

THE TAKINGS LANDSCAPE

The prototypical takings case involves a physical invasion of land. It
arises, for example, when the state needs a piece of private land to
build a highway and commences a condemnation proceeding that re-
sults in the payment of compensation. The dramatic growth of the
regulatory state, however, produced another class of takings case—the
regulatory taking—in which the owner of private property is not forced
to sell it to the government pursuant to a condemnation action, but
rather is allowed to keep his property subject to significant constraints
concerning its use that are issued in the name of the state's police pow-
er.2 In 1922 Justice Holmes planted the seed for that legal theory when
he observed in Pennsylvania Coal Co. v. Mahon that a state law mak-
ing it "commercially impracticable to mine certain coal" on one's
property had "very nearly the same effect for constitutional purposes as
appropriating or destroying it."3 By 1992 the Supreme Court consid-
ered in Lucas v. South Carolina Coastal Council whether environmen-
tal regulations that prevent a landowner from building homes on his
beachfront parcel so diminished the value of the property as to consti-
tute an uncompensated confiscation.4

The prohibition against uncompensated takings descended from the
Magna Charta.5 Not surprisingly, concern over regulatory takings is

2. See Yee v. Escondido, 503 U.S. 519, 522 (1992); WILLIAM A. FISCHEL, REGU-
LATORY TAKINGS: LAW, ECONOMICS, AND POLITICS (Harvard University Press 1995);
SUSAN ROSE-ACKERMAN, RETHINKING THE PROGRESSIVE AGENDA: THE REFORM OF THE

AMERICAN REGULATORY STATE 132-43 (Free Press 1992).
3. 260 U.S. 393, 414 (1922).
4. 505 U.S. 1003 (1992).
5. Justice William Strong wrote in Northern Transp. Co. of Ohio v. City of Chicago,

99 U.S. 635, 642 (1879), that it was the "view of Magna Charta and the restriction to be
found in the Constitution of every State, that private property shall not be taken for
public use without just compensation being made." See William B. Stoebuck, A General
Theory of Eminent Domain, 47 WASH. L. REV. 553, 563 (1972). On the philosophical

www.cambridge.org© in this web service Cambridge University Press

Cambridge University Press
978-0-521-59159-1 - Deregulatory Takings and the Regulatory Contract: The Competitive
Transformation of Network Industries in the United States
J. Gregory Sidak and Daniel F. Spulber
Excerpt
More information

www.cambridge.org
www.cambridge.org
www.cambridge.org/9780521591591


The Nature of the Controversy 3

therefore a legal phenomenon not unique to the United States, but
rather one that is manifest in other English-speaking nations that im-
pose limitations on the state's ability to make uncompensated confisca-
tions of property.6 Moreover, the significance of takings cases involv-
ing factual situations other than the physical invasion of property is
certain to grow. For the time being, the Supreme Court punctuates its
takings cases with the quaint reminder from its 1978 decision in Penn
Central Transportation Co. v. New York City, that "[a] 'taking' may
more readily be found when the interference with property can be
characterized as a physical invasion by the government . . . than when
interference arises from some public program adjusting the benefits and
burdens of economic life to promote the common good."7 The Court
will surely let go of that security blanket before long. As William
Fischel has observed, "legal 'property' is not a clod of earth but a
bundle of legal entitlements."8 As value in the economy arises to a
greater relative extent from intellectual property and information-based
assets than from land, legal analogies to physical invasion of real prop-
erty will cease to shed light on the controversies at hand.

foundations of the Takings Clause, see RICHARD A. EPSTEIN, TAKINGS: PRIVATE PROP-
ERTY AND THE POWER OF EMINENT DOMAIN 3-31 (Harvard University Press 1985).

6. Other English-speaking nations have constitutional or common law protections
against uncompensated confiscation of property, although those protections do not
correspond precisely to the Takings Clause in the U.S. Constitution. For authority in
England, see Central Control Bd. v. Cannon Brewery Co., Ltd., [1919] A.C. 744. For
Australia, see AUSTRALIAN CONST. § 51(xxxi) (granting Parliament the power to make
laws concerning "The acquisition of property on just terms from any State or person for
any purpose in respect of which the Parliament has power to make laws"); Mutual Pools
& Staff Pty. Ltd. v. Commonwealth, F.C. 94/005, slip op. (High Ct. of Australia, Mar.
9, 1994). For Canada, see British Colum. Elec. Ry. v. Public Utils. Comm'n of Brit.
Colum., 25 D.L.R.2d 689 (1961) (determining "fair and reasonable rate of return");
Northwestern Utils. v. City of Edmonton, 2 D.L.R. 4 (1929) (same). For Ireland, see In
re Article 26 of the Constitution and the Housing (Privated Rented Dwellings) Bill,
[1983] I.R. 181 (Ir. S.C. 1983). For Northern Ireland, see O.D. Cars Ltd. v. Belfast
Corp., [1959] N. Ir. 62 (Ct. of Appeals). The principle also exists under European trea-
ties. See, e.g., Article 1 of Protocol No 1, European Convention on Human Rights
("Every natural or legal person is entitled to the peaceful enjoyment of his possessions.
No one shall be deprived of his possessions except in the public interest and subject to
the conditions provided for by law and by the general principles of international law.");
Lithgow v. United Kingdom, S Eur. H.R. Rep. 329 (Eur. Ct. of Human Rights 1986).

7. 438 U.S. 104, 124 (1978) (citation omitted); accord, Lucas, 505 U.S. at 1017;
Loretto v. Teleprompter Manhattan CATV Corp., 458 U.S. 419, 426 (1982).

8. FISCHEL, supra note 2, at 2.
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4 Deregulatory Takings and the Regulatory Contract

REGULATION AND CONTRACT

Courts will soon face a third genre of takings cases that will make the
past analysis of regulatory takings seem simplistic by comparison.
Regulatory change is precipitating the competitive transformation of
network industries served by public utilities long presumed to be natu-
ral monopolies and subjected to extensive price regulation. The takings
issue arises because those utilities assumed obligations to serve in
return for the regulator's assurance that the utilities would earn a com-
petitive return on invested capital, along with compensation for the full
cost of providing service.9 In that relationship regulators protect the
utility's opportunity to earn a competitive return by controlling entry
into the firm's market, restrict the maximum earnings of the utility
through rate setting, and establish service requirements through uni-
versal service, carrier of last resort, and other rules. Such an arrange-
ment, known as the regulatory contract, enables the regulators to
reconcile their ceilings on the earnings of utilities with the requirement
that, in terms of actuarially expected value, prospective investors be
offered a competitive rate of return on their investments.10 The regula-
tor is thus said to have entered into a bargain with the public utility: In
return for assuming an obligation to serve and charging not more than
"just and reasonable" prices on a nondiscriminatory basis, the utility is
guaranteed a franchise protected by entry regulation and income suffi-
cient to recover and to earn a competitive rate of return on its invested
capital.11

When the state maintains regulatory obligations while simultaneous-
ly easing entry restrictions, existing utilities encounter costly competi-
tive disadvantages, known as incumbent burdens,12 Regulators typically

9. See Paul W. MacAvoy, Daniel F. Spulber & Bruce E. Stangle, Is Competitive
Entry Free?: Bypass and Partial Deregulation in Natural Gas Markets, 6 YALE J. ON
REG. 209, 210 (1989).

10. Another name given that arrangement is the regulatory compact. Throughout this
book, we treat the regulatory contract and the regulatory compact as synonymous.

11. See, e.g., General Motors Corp. v. Tracy, 117 S. Ct. 811, 823 (1997).
12. The term incumbent burdens was introduced in MacAvoy, Spulber & Stangle,

supra note 9, at 210, 224-31, in their analysis of partial deregulation of natural gas
transmission. Justice Stephen G. Breyer has made the analogous argument with respect to
the asymmetric regulation of AT&T following the breakup of the Bell System. Stephen
G. Breyer, Antitrust, Deregulation, and the Newly Liberated Marketplace, 75 CAL. L.
REV. 1005, 1022-24 (1987); see also PAUL W. MACAVOY, THE FAILURE OF ANTITRUST
AND REGULATION TO ESTABLISH COMPETITION IN LONG-DISTANCE TELEPHONE SERVIC-

ES 35-81 (MIT Press & AEI Press 1996).
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The Nature of the Controversy 5

require public utilities to provide universal service at a fixed price,
regardless of the true cost of service; to act as the carrier of last resort;
or to employ production processes mandated by regulators that do not
lead to minimization of cost but serve other social objectives, such as
use of renewable but more costly fuels. Moreover, even legislation that
is popularly viewed as "deregulatory," such as the federal Telecommu-
nications Act of 199613 and Pennsylvania's Electricity Generation and
Customer Choice and Competition Act of 1996,14 has increased incum-
bent burdens by expanding the definition of universal service. In addi-
tion, regulation denies the public utility the pricing flexibility of the
entrant and thus places the utility at a competitive disadvantage. New
entrants into regulated markets, of course, first target those customers
whom regulators require the regulated firm to charge prices exceeding
cost so that other customers may be charged prices below cost. Fur-
thermore, deregulatory legislation may allow new entrants to avoid
regulations that thwart the use of the least-cost production technology
and thus may enable them to be more efficient producers than the in-
cumbent public utility. As a consequence, when the state removes entry
regulation, it will jeopardize the financial solvency of the public utility
unless it simultaneously allows the utility to "rebalance" its rate struc-
ture to eliminate the implicit subsidies and unless all firms in the mar-
ket either share the costs of incumbent burdens or some third party
explicitly reimburses the public utility for those costs.

In reality, however, federal regulatory agencies and state public
utilities commissions (PUCs)—which are subject to the Takings Clause
through the Due Process Clause of the Fourteenth Amendment15—are
allowing entry into regulated network industries before rates are
rebalanced and the financing of special-service obligations is accom-
plished more efficiently and equitably. In the electricity industry, Con-
gress has stimulated entry by passing the Energy Policy Act of 1992,16

13. Pub. L. No. 104-104, 110 Stat. 56 (1996).
14. 1996 Pa. Laws 138 (codified at 66 PA. CONS. STAT. § 2801 et seq.).
15. U.S. CONST, amend. XIV; Chicago, B. & Q. R. Co. v. Chicago, 166 U.S. 226,

239 (1897); Penn Central, 438 U.S. at 122; Nollan v. California Coastal Comm'n, 483
U.S. 825, 827 (1987). In addition, twenty-six states have constitutional provisions that
are stronger than the Takings Clause in that they expressly require compensation for
private property "damaged" by state action (as opposed to being confiscated). See
FISCHEL, supra note 2, at 87; William B. Stoebuck, The Property Right of Access Versus
the Power of Eminent Domain, 47 TEX. L. REV. 733, 734 (1969).

16. Pub. L. No. 102-486, 106 Stat. 2776 (1992).
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6 Deregulatory Takings and the Regulatory Contract

which amended section 211 of the Federal Power Act17 to empower the
Federal Energy Regulatory Commission to order vertically integrated
electric utilities to deliver competitively generated power over their
transmission lines to wholesale customers, a process known as whole-
sale wheeling.18 Meanwhile, regulators in California and other states
have announced plans to allow the same type of transmission to retail
customers, known as "retail wheeling" of power.19

In local telephony, even before the Telecommunications Act of
1996 a number of states had removed all statutory entry barriers into
local exchange service and toll service within a local access and trans-
port area (LATA).20 Furthermore, several states had ordered local ex-
change carriers (LECs) to provide interexchange carriers 1 + dialing
parity for intraLATA toll calls; customers would then "presubscribe"
to such service in the same manner that they presubscribe to AT&T,
MCI, or Sprint for long-distance calls that cross LATA boundaries.21

Presubscription for intraLATA toll services makes entrants more effec-
tive providers of such services, but at the same time that policy reduc-
es for the LEC one of its most significant revenue streams making a
positive contribution to the firm's overall profitability. Other proceed-
ings in the United States and abroad require interconnection to the

17. 16 U.S.C. § S24 etseq.
18. Id. at § 824j(a); see also Inquiry Concerning the Commission's Pricing Policy

for Transmission Provided Public Utilities Under the Federal Power Act, Policy State-
ment, Dkt. No. RM93-19-000, 69 F.E.R.C. 1 61,086, 59 FED. REG. 55,031 (1994);
WILLIAM J. BAUMOL & J. GREGORY SIDAK, TRANSMISSION PRICING AND STRANDED

COSTS IN THE ELECTRIC POWER INDUSTRY (AEI Press 1995) [hereinafter TRANSMISSION

PRICING AND STRANDED COSTS].

19. Benjamin A. Holden, California Regulators Approve Plan to Deregulate Market
for Power by 1998, WALL ST. J., Dec. 21, 1995, at A2; Proposed Policies Governing
Restructuring California's Electric Services Industry and Reforming Regulation, R.94-04-
031, 1.94-01-032 (Cal. Pub. Utils. Comm'n Dec. 20, 1995).

20. See, e.g., INGO VOGELSANG & BRIDGER M. MITCHELL, TELECOMMUNICATIONS

COMPETITION: THE LAST TEN MILES (MIT Press & AEI Press 1997).
21. MCI Telecommunications Corp. v. Pacific Bell, Case 94-12-032, Case

95-01-009, Decision 95-05-020, slip op. (Cal. Pub. Utils. Comm'n May 10, 1995);
Investigation into IntraLATA Presubscription, Dkt. No. 930330-TP
PSC-95-0918-FOF-TP, slip op. (Fla. Pub. Serv. Comm'n July 31, 1995); IntraLATA
Presubscription, Dkt. No. 930330-TP Order No. PSC-95-0203-FOF-TP, 160 P.U.R.4th
41 (Fla. Pub. Serv. Comm'n 1995); MCI Telecommunications Corp., Case No. U-10138
Remand, 160 P.U.R.4th 19 (Mich. Pub. Serv. Comm'n 1995); City Signal, Inc., Case
No. U-10647, 159 P.U.R.4th 532 (Mich. Pub. Serv. Comm'n 1995); Exchanges of
Ameritech Wise, Dkt. No. 6720-TI-lll, slip op. (Wise. Pub. Serv. Comm'n July 25,
1995).
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The Nature of the Controversy 7

LEC's network or unbundled access to the LEC's basic service ele-
ments, such as switches, customer loops, databases, and network soft-
ware used to produce "enhanced services" such as call waiting and call
forwarding.22 Early experience from New Zealand23 and from state
proceedings in Ohio and Illinois24 suggested that such proceedings
would be contentious, because the access charge that is ultimately set
has the potential to subsidize entry and penalize incumbency, or vice
versa. In two 1995 decisions, regulators in California and Washington
summarily rejected the argument that a "bill and keep" system of
reciprocal compensation between interconnected local telephone compa-
nies amounted to a taking of the incumbent's property because the
volume of calls in its direction grossly outnumbered those originating
on its system and terminating on the entrant's.25

When the incumbent firm has cast interconnection as a physical

22. Alternative Regulatory Frameworks for Local Exchange Carriers, 1.87-11-033,
Application 85-01-034, Application 87-01-002, Decision 95-08-022, slip op. (Cal. Pub.
Utils. Comm'n Aug. 11, 1995); Competition for Local Exchange Service, R.95-04-043,
1.95-04-044, Decision 95-07-054, 163 P.U.R.4th 155 (Cal. Pub. Utils. Comm'n 1995);
Establish Permanent Interconnection Arrangements Between Basic Local Exchange Ser-
vice Providers, Case No. U-10860, slip op. (Mich. Pub. Serv. Comm'n Sept. 21, 1995);
City Signal, Inc., Case No. U-10647, 164 P.U.R.4th 166 (Mich. Pub. Serv. Comm'n
1995); Local Competition, Telecom Decision CRTC 97-8 (Canadian Radio-television &
Telecommunications Comm'n May 1, 1997); Interconnection Configurations and Basic
Underlying Principles, Interconnection and Related Competition Issues Statement No. 6
(Statement by Alexander Arena, Telecommunications Authority of Hong Kong, June 3,
1995); Carrier-to-Carrier Charging Principles, Interconnection and Related Competition
Issues Statement No. 7 (Statement by Alexander Arena, Telecommunications Authority
of Hong Kong, June 10, 1995); Points of Interconnection, Interconnection and Related
Competition Issues Statement No. 8 (Statement by Alexander Arena, Telecommunications
Authority of Hong Kong, June 10, 1995).

23. Telecom Corp. of New Zealand Ltd. v. Clear Communications Ltd., [1995] 1
N.Z.L.R. 385 (Judgment of the Lords of the Judicial Committee of the Privy Council,
Oct. 19, 1994); see also William J. Baumol & J. Gregory Sidak, The Pricing of Inputs
Sold to Competitors: Rejoinder and Epilogue, 12 YALE J. ON REG. 177 (1995) (discuss-
ing New Zealand interconnection litigation).

24. Thomas E. Weber, Time Warner Seeks Mediation in Talks with Ameritech, WALL
ST. J., Dec. 27, 1995, at 17 (cable television company asking Ohio regulators to mediate
interconnection pricing); Thomas E. Weber, AT&T Accuses Ameritech of Charging
Unfair Prices to Resell Local Services, WALL ST. J., Dec. 26, 1995, at B2 (pricing of
resale of basic service elements in Illinois).

25. Washington Util. & Transp. Comm'n v. U S West Communications, Inc.,
Fourth Supplemental Order Rejecting Tariff Filings and Ordering Refiling, Dkt. Nos.
UT-941464 etal.y slip op. (Wash. Util. &Transp. Comm'n Oct. 31, 1995); Competition
for Local Exchange Service, Decision 95-09-121, R.95-04-043, 1.95-04-044, 165
P.U.R.4th 127 (Cal. Pub. Utils. Comm'n 1995).
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8 Deregulatory Takings and the Regulatory Contract

invasion of property, the takings argument has received greater atten-
tion. In 1994 the U.S. Court of Appeals for the District of Columbia
Circuit overturned a Federal Communications Commission rule—as
exceeding the agency's authority—that ordered unbundling of the local
loop and physical or virtual collocation of competitors' transmission
equipment on the premises of the incumbent local exchange carrier.26

In 1995 the Oregon Supreme Court held that the state public utilities
commission violated the Takings Clause of the U.S. Constitution when
it ordered collocation on LEC premises of enhanced service providers
as part of the commission's policy on open network architecture.27

Generally, however, state PUCs have dismissed the possibility that
their policies of interconnection or unbundling may violate the Takings
Clause.28 The Telecommunications Act of 1996 includes numerous
instances of mandatory unbundling, many of which will surely prompt
takings challenges if, as seems inescapable, they entail either physical
invasion of facilities or demands from entrants for the incumbent regu-
lated firm to offer such access at uncompensatory prices, whether or
not such access is deemed to be a physical invasion.

It is easy to cheer the arrival of competition to industries where it
previously has been discouraged or forbidden by law. But the predict-
able appeal that competition holds for legislators and regulators should
not obscure the fact that the transition from regulated monopoly to
competition, like the transition from dirty air to clean, is not free. The
advent of competition in local telephony and the electric power indus-
try will preclude the recovery, through market-determined prices, of
the costs that incumbent burdens entail for public utilities. The poten-
tial magnitude of that phenomenon is staggering. Electric utilities alone
may face $200 billion or more in "stranded costs" as a result of the
growth of independent power producers and the advent of wholesale

26. Bell Atlantic Tel. Cos. v. FCC, 24 F.3d 1441, 1445 (D.C. Cir. 1994) (noting
that the FCC's order of physical collocation "directly implicates the Just Compensation
Clause of the Fifth Amendment, under which a 'permanent physical occupation autho-
rized by government is a taking without regard to the public interests it may serve'")
(quoting Loretto v. Teleprompter Manhattan CATV Corp., 458 U.S. 419, 426 (1982)).

27. GTE Northwest Inc. v. Public Util. Comm'n of Ore., 321 Ore. 458, 900 P.2d
495 (1995), cert, denied, 116 S. Ct. 1541 (1996).

28. See, e.g., Intermedia Communications of Fla., Inc., Dkt. No. 921074-TP, slip
op. (Fla. Pub. Serv. Comm'n, Mar. 10, 1994).
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The Nature of the Controversy 9

and retail wheeling.29 That is a public policy challenge at least as large
as the savings and loan cleanup.

Not surprisingly, state and federal regulators are already addressing
the problem of stranded cost recovery in the electric power industry.
Critical questions in that policy debate include how stranded costs are
defined, how they are measured, and what percentage of such costs the
utility's shareholders should bear. Pennsylvania, for example, enacted
legislation that took effect in 1997 to ensure full recovery of stranded
costs by electric utilities.30 Some state PUCs, such as California's,
have announced that electric utilities may recover 100 percent of
nonmitigable stranded costs through a nonbypassable competition tran-
sition charge, although at a reduced rate of return on investment to
reflect the reduced degree of risk that utilities supposedly will face in
recovering those costs.31 Other state PUCs have advocated shareholder
recovery of a lesser percentage. New Hampshire, for example, has
proposed that shareholders of franchised electric utilities bear 50 per-
cent of the burden of stranded costs caused by retail wheeling.32

But in local telephony, where substantial competitive entry is likely
to occur before 2000, state and federal regulators are only beginning to
address the issue of stranded costs. Indeed, at least one state regulator,
the California Public Utilities Commission, has refused to consider
testimony on the takings question in its proceedings on competition in
local telephony until after it has ordered mandatory unbundling by that

29. AMERICAN BAR ASSOCIATION, ANNUAL REPORT, SECTION OF PUBLIC UTILITY,

COMMUNICATIONS AND TRANSPORTATION LAW 188 (1994) ($300 billion estimate);
Recovery of Stranded Costs by Public Utilities and Transmitting Utilities, Notice of
Proposed Rulemaking, Dkt. No. RM-94-7-000, 67 F.E.R.C. 1 61,394, at 20 (1994)
(reporting estimates from tens of billions of dollars to $200 billion); NARUC Eyes
Stranded Investment Jurisdictional Issues, ENERGY REP., vol. 22, no. 9 (Mar. 7, 1994)
(reporting $200 billion to $300 billion estimate by an investor-owned utility's vice
president of corporate strategic planning). See also BAUMOL & SIDAK, TRANSMISSION
PRICING AND STRANDED COSTS, supra note 18, at 98-114; William J. Baumol &
J. Gregory Sidak, Stranded Costs, 18 HARV. J.L. & PUB. POL'Y 835 (1995).

30. Electricity Generation and Customer Choice and Competition Act of 1996, 1996
Pa. Laws 138 (codified at 66 PA. CONS. STAT. § 2801 et seq.).

31. Proposed Policies Governing Restructuring California's Electric Services Industry
and Reforming Regulation, R.94-04-031, 1.94-01-032 (Cal. Pub. Utils. Comm'n Dec.
20, 1995). Under the California proposal, the rate of return on generation-related strand-
ed costs would be set at the cost of debt for the debt portion, but the return on the equity
portion would be set at 10 percent less than the cost of debt. The overall rate of return is
estimated to be approximately 7.4 percent.

32. Preliminary Guidelines, Dkt. No. DE 95-250 (N.H. Pub. Utils. Comm'n 1995).
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10 Deregulatory Takings and the Regulatory Contract

state's local exchange carriers.33 The Federal Communications Com-
mission similarly deferred consideration of such cost recovery issues in
its May 1997 order on reform of access charges for interstate calls.34

THE SCOPE OF ANALYSIS

In chapter 2 we review the basic economic issues associated with de-
regulation of the network industries served by public utilities, particu-
larly the telecommunications and electric power industries. In particu-
lar, we examine the effect of asymmetric regulations borne by the
incumbent utility but not entrants, which we call incumbent burdens.
We consider the effects of deregulation and incumbent burdens on
stranded costs, and the consequences of mandatory unbundling and
open access regulation.

In chapter 3 we examine at length the regulatory quarantine, one of
the most significant of incumbent burdens. Under the quarantine an
incumbent utility is forbidden to enter one or more competitive mar-
kets. We show that the economic rationale for the quarantine theory is
unpersuasive in the important case of local exchange telephony.

In chapter 4 we present the economic, historical, and legal case for
the existence of the regulatory contract. We first explain the economic
rationale for why a regulatory contract must exist between the utility
and the municipality (or its successor, the state). Next, we provide
historical evidence that such a contract has long been recognized. We
then examine the principal elements of the regulatory contract. In light
of what our analysis shows, the state cannot credibly assert that it owes
no remedy to the utility when the state breaches the regulatory contract
while adopting policies that promote competitive entry.

In chapter 5 we examine the utility's remedy for the regulator's
breach of the regulatory contract, which we show to be the standard
remedy for breach of any contract: damages for lost expectations. If a
regulator permits entry into a network industry served exclusively by a

33. Administrative Law Judge's Ruling Clarifying the Scope of Phase II Testimony,
Order Instituting Rulemaking on the Commission's Own Motion into Competition for
Local Exchange Service, R.95-04-043, 1.95-04-044 (Cal. Pub. Utils. Comm'n
Oct. 5, 1995).

34. Access Charge Reform; Price Cap Performance Review for Local Exchange
Carriers; Transport Rate Structure and Pricing; End User Common Line Charges, First
Report and Order, CC Dkt. Nos. 96-262, 94-1, 91-213, 95-72, 1 14 (released
May 16, 1997).
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