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Abstract

This paper provides an overview of some settled regulatory principles regarding public utilities in the United States, United Kingdom, Europe, and Chile. The main finding is that regulatory law has a strong economic component, which is recognised by national courts. This feature is intertwined with several areas of the law (e.g. contract law, tort law, and international law), providing for tensions with economics. This paper proposes that the economic component should be the leading factor to solve regulatory disputes: courts should adjudicate to curb deadweight loss produced by inefficient firms or regulators. The paper concludes that as regulators are entrusted to correct market failures, their decisions should be seen as correct prima facie. As its correctness might not be in every decision, public utilities should be allowed to take actions against regulators’ decisions on the grounds of efficiency and based on empirical evidence. 
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Introduction

In this paper I will present the accepted rules that govern the regulation of public utilities (mostly, natural monopolies) in more advanced regulatory systems, namely in the United States, the United Kingdom, and the European Union. Although their depth differs as the provision of utility services by privates in America has the longest tradition, the three systems promote the balance between consumer welfare and profitability. As the objective of regulatory law is economic, I propose that disputes arising between regulators and companies should be decided by courts on an efficiency basis reliant upon empirical evidence.

The following review discusses main existing rules and critical topics. In applying the rules, and more generally in the whole analysis, I will use the water utility case.

In the first part of this paper, I make the point that economic regulation is a delicate task for regulators, as they have to weight consumers’ welfare more in their analysis and decisions, but bearing in mind the expectations that private owners of utilities have on their investment. In this vein, I review the concept of public utility and public service of commercial and industrial activity. Equally, I review the concept of investment-backed expectation to unveil the economic interests of the owners, managers and investors. 

The second part of the paper deals with the accepted rules by courts in the United States, the United Kingdom, and the European Union on regulatory topics, such as property rights and investment-backed expectation, regulatory takings, and transfer pricing. I equally consider the Chilean experience regarding such matters.

Finally, in the third part I provide for a normative proposal on how to solve regulatory disputes between a regulator and a private investor. Conclusions are provided.

1. Regulation of Public Utilities: the Delicate Art to Strike a Balance between Consumers’ Interests and Firms’ Profitability

Regulation aims at yielding the same allocative and productive efficiency results as competitive markets (Morin & Todd Hillman 1994, cited by Jouravlev 2001), though applying direct control either on the industry organisation (e.g. entry) or on the firm’s behaviour on the market (e.g. prices, quality, or investment) (see Kay & Vickers 1988, cited by Jouravlev 2001). However, it is not the case that both regulation and competitive markets are exchangeable, but regulation operates when competitive markets are not present (e.g. industries featuring natural monopoly characteristics).

The attainment of regulation’s goal requires a thorough knowledge of the regulated industry and, particularly, from the regulated firm. Such knowledge relies on information produced by the regulated firm, which the regulator has to demand from the firm. 

However, business information does not always flow as freely as regulators XE "Regulator"  would want XE "Asymmetry of information" . Such lack of information may diminish the ability of a regulator to attain economic efficiency (Jouravlev 2001) for which the regulated firm may be held legally liable either if the law forbids the concealment of information or if proven such concealment in a contractual relationship (see further section 4 below). For example, if regulators XE "Regulator"  do not have utilities’ full information, it is possible for undertakers to manipulate it by increasing the regulatory asset base over which they receive returns. Therefore, undertakers’ over‑investments XE "Investments"  (or over‑capitalisation) receive returns through prices charged to captive consumers. This phenomenon is called the Averch-Johnson XE "Averch-Johnson"  effect (see, Kahn 1988). As undertakers cannot invest unlimitedly in assets XE "Assets" , because consumers have limited budgets, it is likely that undertakers will try to take most of the consumer surplus XE "Consumer surplus"  by strategically using their information.

This over‑capitalisation is contrary to the ideal of economic efficiency XE "Economic efficiency"  as undertakers use too many assets XE "Assets"  to produce an amount of services that can be produced with fewer assets XE "Assets" .

Regulators will intervene to curb this deadweight loss XE "Deadweight loss"  by not allowing undertakers to expand their asset base inefficiently and by restricting unjustified operative and capital XE "Capital"  expenditures. 

There is a thin line between regulators XE "Regulator" ’ legitimate task to clamp down on allocative XE "Economic efficiency:Allocative efficiency"  efficiency XE "Economic efficiency:Allocative efficiency"  and its regulatory opportunism to reduce undertakers’ prices beyond the necessary to provide the service in the long-run. The problem with opportunistic behaviour is that undertakers are not allowed to earn quasi‑rents XE "Rent"  needed to finance their investments XE "Investments" . Hence, this is a common problem because investments XE "Investments"  in assets XE "Assets"  in the water XE "Water"  industry once built may need decades to depreciate and thus do not require large returns during their economic life. This problem is known in economic terms as holdup XE "Holdup"  (see, Che & Sákovics 2001; Grossman & Hart 1986; Hart 1995; MacLeod & Malcomson 1993; and Tirole 1986).

The thin boundary between legitimate reduction of inefficient costs and regulatory opportunism will be at the centre of legal disputes. Supposing undertakers consider that regulatory actions are opportunist, then their legal argumentation may go along the lines that regulators XE "Regulator"  are reducing their profits by, for example, erroneously considering certain investments XE "Investments"  as not being part of the asset base. This means that, arguably, because of regulators XE "Regulator" ’ actions, part of the undertaker XE "Public utilities:Undertaker" ’s rent owned in property is taken.

Under a legal system with a full protection of property rights (hereinafter, PRs) XE "Property Rights" , undertakers will fight back regulatory decisions if they feel that the rate of return XE "Rate of return"  of the project is less than the cost of capital XE "Capital" . If this fight back happens, it is a clear sign for regulators XE "Regulator"  that undertakers probably cannot finance the imposed decisions, or that undertakers are behaving strategically. If there is no fight-back, it is possible that the allowed rate of return XE "Rate of return"  either equals or surpasses the cost of capital XE "Capital" . XE "Rate of return"  

On the contrary, when undertakers face ambiguous PRs XE "Property Rights" , regulatory actions will be more difficult to repel on property grounds before national courts and they will adopt alternative legal solutions (e.g. international investment disputes XE "Judicial review" ). If it is difficult to find an alternative legal solution, undertakers will arguably be more exposed to comply with regulatory decisions that could ultimately compromise their financial position. If PRs XE "Property Rights"  are ambiguous, non-economic considerations in the regulation of the company can be the driving force of many decisions that would imply investment, as may well be the case with strong PRs XE "Property Rights"  protection. 

It is further possible to sustain that regulators XE "Regulator"  could be aware that the financial health of the utility compromises their independent position. This apprehension may create a liability on the government regarding the fate of the utilities when facing unstable times and they may have to bail out them. This liability, which may be called ancillary liability of public service XE "Ancillary liability of public service" , is patent in the English water XE "Water"  industry since the UK Water Industry Act 1991 XE "Water Industry Act 1991"  (amended by the UK Water Act 2003) provides for the continuous and universal service XE "Universal service" . Moreover, the British government perceives itself as the ultimate guarantor of the service provision, and therefore it cannot put itself in the awkward position of witnessing the demise of a water XE "Water"  utility with the consequent political unrest that this may cause, not to mention health and security issues. 

To put the argumentation of ancillary liability of public service XE "Ancillary liability of public service"  differently, the government assumes as its chore securing the provision of water XE "Water" , i.e. public service XE "Public service" . Its responsibility for the provision of water XE "Water"  is ancillary as the primary responsibility for the provision of the service is for privately owned water XE "Water"  utilities. This concern is patent in the English water XE "Water"  industry as water XE "Water"  services are run by privately owned companies, and to do so they have to be appointed as water XE "Water"  undertakers by the Secretary of State for the Environment, Food, and Rural Affairs XE "Secretary of State for the Environment, Food, and Rural Affairs"  according to paragraph 11 of the Water Act 1989 XE "Water Act 1989" . Bearing in mind the Government’s ancillary liability of public service XE "Ancillary liability of public service" , it will control the privately owned company in order to assure that the provision of the service will satisfy certain levels that are compliant with its perception of an adequate provision of water XE "Water" , which usually comprises accessible prices, universal services, uninterrupted provision of water XE "Water" , and drinking standards.

The public service XE "Public service"  motive for regulation of water utilities runs parallel with the idea of a natural monopoly XE "Natural monopoly"  regulation. The ancillary liability approach regards monopoly rents XE "Rent"  as undesirable, and therefore they should be controlled. Coincidentally, both the ancillary liability and the natural monopoly XE "Natural monopoly"  regulation consider continuous provision of the service in the long-run as necessary, though again for different reasons. In the case of the natural monopoly XE "Natural monopoly"  regulation, the idea will be that the rate of return XE "Rate of return"  should equal the cost of capital XE "Capital"  in order to secure a continuous investment and therefore provision of service. Nevertheless, if the undertaker XE "Public utilities:Undertaker"  is inefficient, the discipline will consider different means to produce efficient results, such as improving productive efficiency XE "Economic efficiency:Productive efficiency" \t "Véase " . Nonetheless, by no means economics will accept solutions that imply introducing inefficiency, such as injecting more public funds in an inefficient water XE "Water"  company. No special concession to the defaulting undertaker XE "Public utilities:Undertaker"  should be expected from a system where natural monopoly XE "Natural monopoly"  regulation is imposed. 

Regulators, or governments, impose further public service obligations on water XE "Water"  utilities, which may be seen as opportunistic as they may exceed the firms’ licences XE "Licence" . In certain cases, this excess may imply transferring rent, i.e. quasi rent, from undertakers to consumers, or in the case of cross-subsidies XE "Subsidies" , from one consumer to another consumer. For example, governments may want to provide universal water XE "Water"  service to a deprived area of a city, but utilities may not have sufficient revenue XE "Revenue"  to provide the service; nevertheless, governments may insist by imposing the obligation of service. If undertakers oppose to this obligation they will not provide the service unless they are allowed to charge a price that reflects the costs. However, due to the existence of quasi‑rents XE "Rent" , undertakers are able to provide the service despite not covering costs for a specific project, because they have already invested in assets XE "Assets"  that produce drinkable water XE "Water"  despite the lack of funding. 

1.1. Transition from Total Welfare to Consumer Welfare

One of the developments in utilities both in the United States and in Britain during the 90s was the change in the weight of total welfare and consumer welfare by regulatory law. The first case refers to the belief that a regulatory decision could enhance society’s general welfare, either by allowing a company to earn profit in excess of consumers’ gains or by allowing consumers to increase their surplus against firms’ profits. Thus, everyone would be a winner, but the company was the biggest in the first case and consumers in the second. In the second case, welfare is enhanced by allowing primarily consumers to increase their surplus more than firms’ profits. For example, although a merger may reduce welfare because of the increment of market power gained by the merging firms, it may benefit consumers if prices do not increase consequently (Lyons 2002).

In the United States, the move towards consumer welfare is evident from the Telecommunications Act 1996, as it has promoted the introduction of competition, with the consequent consumer welfare enhancement (Kearney & Merril 1998). In the case of Britain, besides the Enterprise Act 2002, the Water Act 2003 changed the focus from producer profit to consumer welfare. In the American case, consumers will be better off by promoting competition, whereas in the English case, consumers will be better off by the action of the regulator.

The interaction between efficiency and law is complex even when the law considers it. Indeed, many pieces of economic legislation provide for the advancement of consumer objective, whereas profitability of companies is not the primary aim. This legitimate structure for a law obliges the authority to weight consumers’ welfare more in its analysis and decisions.

Governments and law may have different objectives regarding welfare maximisation. Indeed, political objectives may change over time faster than law’s objectives. First, a government and the law may put equal weight to consumer surplus and producer surplus. Second, consumer surplus can weight more than producers’ surplus (e.g. the amended UK Water Industry Act 1991). Third, producer surplus may carry no weight, with the danger that the producer may not collect enough revenue to meet its cost. Fourth, producer surplus may weight more than consumer surplus (e.g. the original UK Water Industry Act 1991).

The second previous case is found, for example, in the UK Water Industry Act 1991, or WIA. The original text of the WIA imposed to the Director General that in carrying out its powers and duties should secure that undertakers were able to finance their proper functions (‘by securing reasonable returns on their capital’, subsection 2.2.a). Subject to this duty, the General Director has ‘to ensure that the interests of every person who is a customer or potential customer of a company’ (Section 2.3.a). The UK Water Act 2003 changed this preference of the WIA for profitability. Amending Section 2 of the WIA, the UK Water Act 2003 reorganised the Director’s general duties starting with the furthering of the consumer objective, placing on third place to ensure that utilities were able to finance their proper functions. The new section 2B clarified that the consumer objective should be met by promoting competition among undertakers or in commercial activities connected with water services. However, the new Section 3 considered economy and efficiency as to be promoted by the Director General in carrying out its duties regarding consumers and profitability.

This change in priorities is not an isolated change for the WIA. For example, in 2002 the UK Enterprise Act allowed the Office of Fair Trading not to refer a merger to the Competition Commission if it considered that:

(b) any relevant customer benefits in relation to the creation of the relevant merger situation concerned outweigh the substantial lessening of competition concerned and any adverse effects of the substantial lessening of competition concerned.

The UK Enterprise Act 2002 provides examples of customers’ benefits, such as: ‘lower prices, higher quality or greater choice of goods or services in any market in the United Kingdom (whether or not the market or markets in which the substantial lessening of competition concerned has, or may have, occurred or (as the case may be) may occur)’ (Section 30).

Both pieces of legislation have considered consumer surplus and profitability, but with different weighs. Professor Lyons (2002) advances some hypothesis about why consumer standard has prevailed in the political process: 

‘voter preference under majority rule (if more people think of themselves as consumers than as recipients of profits); evolution of legislation originally targeting different goals (e.g. conserving small firms for social reasons); national indifference to foreign owners; second-best counter-balance to trade protection lobbyists; imposition by a foreign power; and random historical events’ (p. 3-4).

Meanwhile, some economists argue in favour for the same weigh of consumer surplus and profitability (see Motta 2004). Even countries like Canada and New Zealand promote for the attainment of total welfare in their economic policies (Lyons 2002).

Studies on mergers have shown (Lyons 2002) that sometimes total welfare ‘is quite generally a sub-optimal rule and, in plausible cases, the [consumer welfare] can indirectly result in higher total welfare’ (p. 5). Some authors have focused on consumer welfare criterion (see, Besanko & Spulber 1993; and Neven & Röller 2002).

Returning to the English water law, the WIA establishes the priority of consumers’ welfare over producers’, but insists on economy and efficiency. This is an extremely difficult topic, because consumers’ welfare would not be served if companies do not obtain a normal profit. Probably, one solution would be for the Director General to regulate based on a rule of reason that maximises consumer welfare, showing that consumers benefit from efficiency gains (Costello 1999). In the other hand, companies would have to prove that efficiencies maximises consumer welfare (Costello 1999).

1.2. Public Utilities under EU Law: Services of General Economic Interest (SGEI)

In European law, public utilities are included in the concept of services of general economic interest (following BRT v SABAM), which are considered in the competitions rules of the European Treaty (article 90(2)).

In Europe, there are two views about SGEI or public services. On the one hand, the French approach recognises the State as the promoter of the social interdependence, and then the State has to assure, to regulate, and to control every activity to attain such goal (Duguit 1928, cited by Lévêque 2000). This view does not put weigh on economic concerns but on the political role of the State. On the other hand, the European law does put the stress on the economic aspect of services, as it is concerned with industrial and commercial activities of the State (Lévêque 2000). In the following lines, I will argue that the European law aims for efficiency.

The European Treaty has an economic view of such services. Properly, the idea of SGEI is found in the competition provisions of the Treaty, which is benevolent with utilities as article 86(2) exempts ‘undertakings entrusted with the operation of services of general economic interest’ from competition provisions when ‘the application of such rules does […] obstruct the performance, in law or in fact, of the particular tasks assigned to them.’ As the wording of any treaty is open to interpretation, in the same way the immunity given by article 86 might be interpreted in such a way to hinder competition. Even so, this is not the case with natural monopoly industries. Indeed, when article 86(2) holds that utilities are subject to the Treaty rules, especially competition XE "Competition"  ones, it is imposing a duty of economic efficiency XE "Economic efficiency"  on them. The fact that article 86(2) waives the application of the treaty rules when they ‘obstruct the performance, in law or in fact, of the particular tasks assigned to them’, by no way does it relinquish the undertaker XE "Public utilities:Undertaker" ’s obligation to maximise economic efficiency XE "Economic efficiency" . It simply means that the provision of certain services (i.e. those retaining natural monopoly XE "Natural monopoly"  qualities) are better serviced by just one undertaker XE "Public utilities:Undertaker" , and in such case the treaty rules regarding competition XE "Competition" , for example, should be dropped.

Consistent with the proposition that article 86(2) compels national legislation on natural monopolies XE "Natural monopoly"  to maximise economic efficiency XE "Economic efficiency" , any price that is not under such an obligation, as in the case of arguing ratemaking XE "Ratemaking"  methodology piecemeal with a resulting price above the price expected by the parties, should be declared void as it is inconsistent with the obligation imposed by the European Community Treaty. To put the argument in other words, and following Bodson v Pompes Funèbres Des Régions Libérées SA TA \l "Bodson v Pompes Funèbres Des Régions Libérées SA" \s "Bodson v Pompes Funèbres Des Régions Libérées SA" \c 10  (1989), an undertaker XE "Public utilities:Undertaker"  cannot abuse its exclusivity rights as it is contrary to the treaty. Thus, for example, a resulting price that moves beyond the long-run total cost XE "Costs:Long-run total cost"  in either way (up or down) should be regarded as ineligible on the grounds of article 86.

Protection granted by article 86(2) is only temporary as the Treaty’s main goal is to promote competition XE "Competition" . Thus, when conditions are taken into consideration to waive competition XE "Competition"  rules recede and competition XE "Competition"  should be restored. For example, when the subadditivity XE "Subadditivity"  condition of natural monopolies XE "Natural monopoly"  ebbs away, the rationale to keep a monopoly, at least in economic terms, disappears. To be consistent with article 86(1), which obliges states to ‘neither enact nor maintain in force any measure contrary to the rules contained in this Treaty, in particular to those rules provided for in Article 12 [discrimination on grounds of nationality] and Articles 81 to 89’, the disappearance of a natural monopoly XE "Natural monopoly"  defining characteristics without withdrawing measures protecting monopolies from competition XE "Competition"  would imply a violation of articles 81 to 89, as the rationale for protection  XE "Cream-skimming" is not economic.

The interpretation given in the previous paragraph leaves space to argue in favour of deregulation. Indeed, if the criterion of the Treaty is to promote efficiency XE "Economic efficiency:Efficiency" , and exceptionally it would grant monopoly rights, it probably means that as soon as the natural monopoly XE "Natural monopoly"  characteristics disappear competition XE "Competition"  should be promoted. If this is so, new discussions are waiting to be dealt with as deregulation has its own problem with compensation for sunken investment. Consequently, the expectations that investors had when entering into a utility should be analysed.

1.3. Investment-Backed Expectation (IBE)

The concept of IBE XE "Investment backed expectations"  was coined by the American XE "American experience"  scholar Frank Michelman XE "Michelman"  in his 1967 paper Property, Utility, and Fairness: Comments on the Ethical Foundations of 'Just Compensation' Law. Years later, the US Supreme Court XE "US Supreme Court"  took that concept as an example for when regulation constitutes a taking. In Penn Central Transportation Co. v New York City TA \l "Penn Central Transportation Co. v New York City" \s "Penn Central Transportation Co. v New York City" \c 9  (1978), the Court identified the ‘the extent to which the regulation has interfered with distinct investment-backed expectations, XE "Investment‑backed expectations" ’ as part of the balancing test. Since then, the destruction of an IBE is a central finding when a Court assesses a regulatory taking case (Deprez 2001), as it is a necessary condition of a regulatory taking.

By contrast, the concept of IBE provided by the Court in Penn Central is equivocal, much because it was not defined. Important effort has been poured in to sort this problem out by the US Supreme Court, however, with no much success (Radford & Breemer 2001; Washburn 1996; Zazycki 2003).

Robert Washburn (1996), Professor of Law at the Rutgers University School of Law-Camden, provides guidance on the concept:

The concept of distinct investment-backed expectations brings the economic impact of a regulation into the takings analysis by asking whether the regulation interferes impermissibly with expectations on which the owner has invested resources. Justice Brennan did not define "distinct investment-backed expectations" in Penn Central, but he noted that the plaintiff had not established a taking "simply by showing that [it had] been denied the ability to exploit a property interest" it previously believed it could develop, namely the "air rights" over Grand Central Terminal. (p. 65-66)

In Penn Central, the US Supreme Court distinguished reasonable return on investment from speculative profitability (Washburn 1996). In the first case, the owner is satisfied with a reasonable return, whereas in the second case a speculator is interested only in profitability. Daniel Mandelker (1993, cited by Washburn 1996), Professor at Washington University School of Law, criticises this distinction as it is not possible to distinguish between the two different aims.

Professor William Fischel, in his book Regulatory Takings: Law, Economics, and Politics (1995), recognises that economics have contributed to the takings problem with the rational expectations theory (‘you should have seen this coming’). This theory has three strong assumptions, (a) rationality of the agent, (b) complete information, and (c) well-defined and known probability distribution (Gerrard 1994). By contrast, a weak version keeps the rationality of the agent in a ‘…context of incomplete information sets and ill-defined probability distributions’ (Gerrard 1994: 330).

In other words, rational expectations ‘is the theory that people forecast the future by using the best information available to them’ (Fischel 1995: 184). Thus, an individual decides based on current information of what is expected in the future.

Now, for example, if individuals expect that the government will take property, then they have to decide based on that information.

A decision facing information of future property taking will have to ponder, or assume the risk, whether property taking is compensable or not. The issue of takings comprises the idea of when a regulatory taking has happened and if it is compensable. In economics term, the idea of compensation is highly debatable, with many scholars opposing to that possibility, whether they conceive it as a moral hazard problem (knowing in advance of property taking policies, but still investing in the expectancy of compensation) (i.e. Blume & Rubinfeld 1984, cited by Fischel 1995), or see compensation as insurance for risk aversion (i.e. Kaplow 1986, cited by Fischel 1995).

The previous brief account of rational expectation is part of the general understanding of it, or neo-classical stream, but there are criticisms from within the economics field, such as from post-Keynesian (i.e. Joan Robinson) or from behavioural economics and game theory (i.e. Heap et al. 1992).

From the US Supreme Court’s view, the discussion is less clear, as it has adopted different stances, often contradictory. Michael Berger (1988, cited by Washburn 1996), partner at Manatt Phelps & Phillips, has identified twelve factors used by courts in determining whether a property owner's expectations are reasonable:

· the severity and extensiveness of regulations at the time the property was purchased (Lucas v. South Carolina Coastal Council);

· the past regulatory history of the specific property; 

· the degree of impairment of the uses of the property; 

· the uses available before enactment of the challenged regulation; 

· the novelty or expectedness of the governmental action (Kaiser Aetna v United States); 

· whether specifically (and traditionally) recognizable sticks were removed from the owner's bundle of property rights; 

· whether any rights (like the transferable development rights in Penn Central) were substituted for those impaired; 

· whether existing uses were permitted to continue; 

· whether government representations were formal or informal, or constructive notice (Ruckelshaus v. Monsanto and Nollan v. California Coastal Commission); 

· the ability to sell the property to others at a fair price; 

· the general power of government to regulate; and 

· the harshness of the local regulatory and legal climate.

The original understanding in Penn Central provided that the ‘distinct’ IBE should be assessed to determine whether a taking has occurred or not, without any interest of ‘how much’ of it has happened (Zazycki 2003). Starting from that point court’s development has ranged from the economics idea of rational expectations to objective rules (i.e. Lucas).

The first cases analyzing IBE were closer to the rational expectation idea, like Kaiser Aetna v United States. In Kaiser Aetna, the court changed Penn Central idea of ‘distinct’ IBE to ‘reasonable’ IBE, which left open the way for courts to assess the rationality of the cases submitted. One case is Nollan where the Court found that IBE were reasonable as no public benefit was derived from imposing an easement for public access to a beach (Radford & Breemer 2001).

In Ruckelshaus v. Monsanto, the Court asserted that an IBE was more than ‘a unilateral expectation or an abstract need’ (P. 1005-1006). It added that an IBE was unreasonable if constructive notice of regulation was previously known. The constructive notice accounts for information available to the public, even the existence of a general regulatory scheme (Radford & Breemer 2001), necessary to be considered at the time of taking a decision of buying or investing on property. Interestingly, this is a widespread approach adopted by lower courts in America (see Radford & Breemer 2001). 

Certainly, this approach facilitates the regulatory action of government, because even the regulatory climate will provide for constructive notice. Nevertheless, the idea of constructive notice by passing new legislation has been disqualified by the US Supreme Court in Palazzolo to defeat total or per se takings (Zazycki 2003). However, Justice O’Connor, in concurring, found that for partial takings constructive notice does affect IBE, if not, the moral hazard might arise. Justice Scalia opposed this view.

On the other hand, some cases were purely the application of an objective rule. In Loretto v. Teleprompter Manhattan CATV Corp., 458 U.S. 419 (1982), the court found an outright property taking as physical invasion was proven. Alternatively, in Lucas, the court found a regulatory taking when regulation stripped all of the economically beneficial use of the land. At least for Lucas, the Court did not analyze the rationality of the IBE as no residual productive use was left (per se taking), rendering unhelpful its analysis (Radford & Breemer 2001). Nonetheless, the Court recognised a nuisance exemption by asserting that categorical takings may be defeated if ‘State’s law of property and nuisance already place upon land ownership’ a categorical restraint (Lucas: 1029). 

Finally, expectations may vary, but still they are expectations on investment and regulation may interfere with them either in the UK, the US, Singapore or in another place in the world. Consequently, IBE are present in every investor irrespective of the geographical place or the legal system.

1.3.1 Public Utility’s Investment-Backed Expectations

1.3.1.1 General

An IBE, as already defined, XE "Investment backed expectations"  is the current, or future, value that individuals expect to receive from their property. This is a useful concept to define Public utility’s XE "Antarctica Water Plc"  expectations, because it shows the ultimate incentive it has. 

The utility’s expectation in a regulated industry is the level of return regarding the risk associated. Nevertheless, as public utility has different stakeholders, it is possible to identify different contents of public utility’s IBE XE "Investment backed expectations"  by defining the expectations of the firm’s stakeholders XE "Stakeholders" . 

For example, shareholders XE "Shareholders"  have ‘a general pre-emptive right to anything of value that the company may wish to distribute’ (Brealey & Myers 1996). In other words, shareholders expect a return on their shares, which is dependent on profit. Hence, shareholders expect maximum profit. Then, asset revaluation, credit transactions, cash transactions, and changes in holdings of land, are important for shareholders (Black 1997). Creditors, in the other hand, expect the promised return on investment.

In the other hand, the neoclassical theory of the firm asserts that ‘The desire to maximise profits is assumed to motivate all decisions taken within a firm, and such decisions are uninfluenced by who takes them’ (Lipsey & Chrystal 1995: 183). Now, since firms have complex structures actual decision making may differ from profit maximisation, as managers may have individual incentives (e.g. job security, career advancement, resources, power, etc), may lack of information, or may fail to implement optimal decisions (Samuelson & Marks 1999).

For example, in the UK it is arguably the case that one of the utility’s IBE, a reasonable return, is generally protected by Section 2(2A)(c) XE "Section 2(2A)(c)"  of the UK Water XE "Water"  Ind XE "Water Industry Act 1991" ustry Act 1991, by which:

(2A) The Secretary of State or, as the case may be, the Authority shall exercise and perform the powers and duties mentioned in subsection (1) above in the manner which he or it considers is best calculated-

…

(c) to secure that companies holding appointments under Chapter 1 of Part 2 of this Act as relevant undertakers are able (in particular, by securing reasonable returns on their capital XE "Capital" ) to finance the proper carrying out of those functions; (emphasis added)

Nevertheless, what happens in case the utility has a windfall XE "Windfall"  or the utility has to bear a decision to deregulate the market? These are cases that economists call ‘incomplete contract XE "Contract" ’, or situations not foreseen by the regulatory framework, and they may be a potential property law dispute.

Regardless the previous clarification, and more generally, IBE XE "Investment backed expectations"  underlies an economic perception of investment. Equally, it represents the way economists perceive contracts. For example, when Sidak and Spulber XE "Sidak and Spulber"  (1998) mention the content of the regulatory contract XE "Contract"  (entry controls, rate regulation, and utility service obligations), arguably is not a legal contract XE "Contract" , but the regulatory framework establishes substantial conditions for an investor to enter into business. As it is legitimate for an investor to claim the respect of entry conditions, it is equally necessary to attract investment in the utilities industry especially when the nature of that business demands intensive investment that is sunk. In the case of the English water XE "Water"  industry, Section 2(2A)(c) XE "Section 2(2A)(c)"  of the Water Industry Act 1991 protect this IBE XE "Water Industry Act 1991" . 

Having identified the relationship utility‑regulator XE "Regulator"  as being important for PRs XE "Property Rights" , the next step is to identify the utility’s IBE XE "Investment backed expectations" .

1.3.1.2 Public utility XE "Antarctica Water Plc" ’s IBE XE "Investment backed expectations" 
What is a rational expectation when entering the water industry? As a regulated industry, the UK Water Industry Act 1991 provides for several rights vested on the company to be respected by the regulator and other authorities. As for example, an adequate rate level. Such rights are to be respected, and if not, action is to be brought to demand for remedy.

The main issue, then, is to assert whether IBE can become static, like a contract, for the future or it may adopt the form of dynamic facts that can be learned and accounted within the IBE.

IBE in the water industry have to consider the idea of efficient use of resources and other considerations contained in the UK Water Industry Act 1991, as these considerations set the rational expectations to enter into this market. This is an important point as not considering the rational expectations set by the UK Water Industry Act may damage the effectiveness of the law. This is very much close to the idea of constructive notice in the American construction of the concept of regulatory taking.

For a water utility, regulation may strip either of all or part of the economic value without physical invasion. Such effect may modify the financial position of the company, not to mention the damage to the amenity value. Then follows the question whether a company should be compensated for the regulatory action. Such analysis should take into account the essential idea that regulation of water utilities responds to the assumption that they operate under a natural monopoly structure, protected by the law as, for example, the UK Water Industry Act 1991 and the UK Water Act 2003 expressly provides. Under these circumstances, the nuances of the regulatory takings problems are important, as there is an express assumption that not every economic decision that may signify the acquisition of a property right should be recouped by prices. Hence, the problem of regulatory takings in the water industry has to consider the circumstance that property might not be compensated in the traditional normative analysis but regarding the efficiency of every case.

The idea of IBE may cover amplitude of interests (e.g. deregulation, uncompensated services, business diversification XE "Diversification" , refusing to increase utility rates XE "Rates"  to reflect the costs of an operating asset, and windfall XE "Windfall"  tax). Nevertheless, every firm, irrespective of the country where it is placed, has equal basic IBEs. Generally, firm’s IBE XE "Investment backed expectations"  has to cover its opportunity cost of capital XE "Cost of capital" 

 XE "Capital" , including the associated risk (Estache et al. 2003).

More specifically, a public utility XE "Antarctica Water Plc"  has to provide water XE "Water"  (production and distribution) and sewage (collection and treatment) services. As seen previously, the water XE "Water"  industry requires intensive investment in infrastructure to achieve its statutory duty. The undertaker XE "Public utilities:Undertaker"  has to decide in which assets XE "Assets"  to invest, and once decided, the undertaker XE "Public utilities:Undertaker"  has to decide how to raise the money. For this last decision, the undertaker XE "Public utilities:Undertaker"  has to go to the financial market (cost of capital) XE "Capital" . Consequently, the undertaker XE "Public utilities:Undertaker"  has to generate cash in its operation to pay back the money to the investors. This financial operation happens in a, for an undertaker XE "Public utilities:Undertaker" , competitive environment, but in a monopoly environment, there are additional considerations for the undertaker XE "Public utilities:Undertaker"  to take into account.

The absence of competition XE "Competition"  in the water XE "Water"  industry induces the regulator XE "Regulator"  to impose additional requirements on the undertaker XE "Public utilities:Undertaker"  compared to an undertaker XE "Public utilities:Undertaker"  in a competitive environment. This is because in a competitive market consumers can switch to an alternative supplier if they are unhappy with the service; whereas, in a monopoly market consumers do not have any alternative but to receive the service provided only by the monopoly. In this case, the regulator XE "Regulator"  assumes the protection of consumers by requiring the undertakers to fulfil quality XE "Quality"  standards, to provide universal service XE "Universal service"  duty, to avoid price discrimination, to comply with environmental standards, and other consumer considerations, as seen above. These regulatory needs impose additional requirements that have to be taken into account in the undertaker XE "Public utilities:Undertaker" ’s financial strategy.

In any case, the undertaker XE "Public utilities:Undertaker"  has to raise enough money to pay the promised return to investors. If not, the undertaker XE "Public utilities:Undertaker"  will not be able to raise money for expansion or replacement. As a result, the undertaker XE "Public utilities:Undertaker"  will not be able to comply with its statutory duties.

Note that this analysis is made from the undertaker XE "Public utilities:Undertaker" ’s perspective and does not account for the regulator XE "Ofwat" ’s and legal considerations in setting price limits.

The undertaker XE "Public utilities:Undertaker"  will not be able to recover its expected return and thus will not be able to cover its cost of capital XE "Capital"  under different circumstances. The list of circumstances is as follows:

Concerns of general level:

· Maximum prices do not reflect the undertaker XE "Public utilities:Undertaker" ’s cost of capital XE "Capital" .

This is the case when the cost of capital XE "Capital"  of existing and new assets XE "Assets"  does not cover the payment of financial capital XE "Capital" .

· Deregulation XE "Deregulation" .

In this case, the Government decides that the service being provided only by one undertaker XE "Public utilities:Undertaker"  should be provided by several others at the same time. The problem happens when the deregulatory act does not provide for the incumbent recovering the investment made (stranded costs XE "Costs:Stranded costs" ).

· Windfall XE "Windfall" .

The undertaker XE "Public utilities:Undertaker"  may obtain higher returns than expected, and the Government and pressure groups may push for ‘sharing’ the profits. Although it may sound a simple task, it is not. The implicit problem lies in the legitimate need to recover costs by the undertaker XE "Public utilities:Undertaker"  (and it is the regulator XE "Regulator" ’s duty to allow for that) and earning above expected returns that may be regarded as inappropriate.

· Uncompensated services.

The regulator XE "Regulator"  may impose uncompensated burdens on the undertaker XE "Public utilities:Undertaker" .

· Business diversification XE "Diversification" .

Undertakers need to increase value; hence, they need to look for new businesses. In doing so, undertakers may choose to create new firms. The regulator XE "Regulator"  may regard this new business strategy as siphoning funds from the regulated water XE "Water"  business to the new business, thus cross-subsidising XE "Subsidies"  the new business with funds to be devoted to the water XE "Water"  service.

Concerns related to specific assets XE "Assets" :

· Undervaluation of assets XE "Assets"  owned by the undertaker XE "Public utilities:Undertaker" .

The regulatory asset base has to be valuated in order to provide for its cost recovery, and if it is undervalued, the undertaker XE "Public utilities:Undertaker"  faces a shortage in revenue XE "Revenue"  that eventually may impair the firm to honour its debts. A more particular problem are the difficulties faced by regulators XE "Regulator"  when they have to value assets XE "Assets"  that were sold below historic or replacement costs when they were privatised (in this matter see Grout et al. 2001).

· Exclusion of assets XE "Assets"  from the price setting XE "Price setting" \t "Véase " .

This is the case, for example, when the regulator XE "Regulator"  considers that there is excess physical capacity or excess economic capacity. Thus, the regulator XE "Regulator"  considers that some expenses on assets XE "Assets"  were imprudently incurred, and decides not to include them in the price limit XE "Price limit"  review procedure.

· Refusing to increase utility rates XE "Rates"  to reflect the costs of an operating asset.

Some of the previous cases may be a breach of the regulator XE "Ofwat"  duties imposed by the water XE "Water"  legislation. In other cases there are no breaches of legal duties as they were unforeseen by the law. This is the case of windfall XE "Windfall"  revenues. Nevertheless, in some other cases, IBE may not be fulfilled as the regulator leaves aside from the regulatory asset base some assets as it considers an inefficient investment. For example, in 1999 a Spanish-French owned water utility in Chile (Aguas Andinas S.A.) projected a large investment on sewerage works during its price review, which was challenged by the regulator (Superintendencia de Servicios Sanitarios). A panel of experts solved the dispute in favour of Aguas Andinas S.A.. The regulator, unconvinced by the amount allowed for the construction of the water works for Santiago—which included one of the biggest sewerage work in the world, called La Farfana—challenged it in the next price review 2004-2005. The regulator argued on that opportunity that La Farfana was an overinvestment. Again, the issue was put before the panel of experts, where the regulator provided evidence that an optimised investment on water works for Santiago was 40% less than the previously adjudicated by the panel in 1999. The utility opposed. Finally, the panel decided in favour of the regulator, as the optimisation of the investment needed showed that reducing it to 60% —compared with the investment allowed in 1999—was efficient.

2. Regulatory Topics

In this second part of the paper, I will review the most common issues arising out of regulation of a water utility, as developed in the United States, the United Kingdom, Europe, and Chile.

2.1. Property Rights and Investment‑Backed Expectations of Water Public Utilities in Common Law

The classical view of a firm motivation is that it has a selfless managerial staff and they run it to maximise profits (Lipsey & Cristal 1995). Nevertheless, many scholars find this observation unsatisfactory, as it does not take into account, for example, incentives within the firm (Hart 1995). Several theories provide alternative explanations of firms by recurring to different theories such as the principal‑agent theory and the transaction costs theory. 

For example, transaction costs literature asserts that contracts are costly to draft and thus incomplete, which adds for costly renegotiation (Hart 1995); hence, a wide variety of arrangements on ownership structure and investment depend on costs attached to transactions. Although there are other rationales of the firm, like the market contract or evolutionary accounts (see Sautet 2002), I will stay with Professor Oliver Hart’s classification.

Firm’s motivation is end-related, either by value maximisation or by its modifying factors like (a) individual incentives of managers (i.e. job stability, career prospectus, etc.) that may maximise short-run goals instead of the long-run ones, (b) incomplete information that may prevent to attain a value maximisation decision, (c) managerial failure to implement optimal decisions (Samuelson & Marks 1999), and (d) incomplete contracts that add for costly decisions (Hart 1995). 

Starting from the proposition that firm’s motivation is end-related, a firm will organise labour, assets, investment, and other means of production —or input and outputs— in the best way to achieve that end. In this context, PRs will play a central role as ‘source of power when contracts are incomplete’ (Hart 1995: 29). Professor Hart (1995) explains that incomplete contracts have ‘gaps, missing provisions, or ambiguities, and so situations will occur in which some aspects of the use of…assets are not specified’ (p. 29), so that missed usages by the contract will not be covered unless assets and their property are transferred to the firm. Here the firm will have the residual control rights over the assets.

As firms have PRs over their assets, which contribute to the attainment of firm’s ultimate goals (or expectations), the question of property protection arises clearly. Indeed, firms will commit assets to their maximisation goal and will expect that assets will remain free of any embarrassment. If not, their goal will probably not be achieved. The law provides for clear property protection in many situations; but in other circumstances, especially where public agencies control community valued activities —or regulation (Selznick 1985), property protection may give way to it. 

Independently of the politico-economic background, and all its tensions regarding systems of economic organisation (see Ogus 1994), for the present purposes regulation may adopt two forms: physical regulation (i.e. invasion on property, such as authorising the use of private land to a third party) or categorical regulation (i.e. the strip of all or part of economic value without physical invasion, or the damage of the amenity value of property) (Poirier 2002; Radford & Breemer 2001). Both cases are discussed extensively among scholars about whether they should be compensated or not by the Government. Hence, regulation happens if no compensation is due, and taking will be when compensation is due.

In the UK, the water industry used to be run by the government, but starting from the 1980s its property was transferred to the private sector. As an intensive investment industry, privates needed to have certainty from government that their investment were going to be returned at a market rate. Once privates had the commitment of the government, they started to pour in money and management. In that context and in economic terms, private investors had formed a rational expectation that all their investment —regarding to PRs— was going to yield at certain standards: financial viability and economic efficiency. Subsequent regulation was not a taking as long as it developed between the previous standards. Recall that by definition economic regulation of a natural monopoly tries to redress a market failure, and all the measures to attain efficiency trump the monopolist PRs. Otherwise, efficiency in hampered.

Although, economic regulation —the ‘substitute for competition in relation to natural monopolies’ (Ogus 1994: 5)— is concerned with efficiency, and being efficiency a changing state over time, decisions adopted by privates in day 1 may turn in day 100 to be inefficient. More difficult, decisions considered efficient by the private party on day 1 may be considered as inefficient by the regulator the same day. Should be compensated the owners despite their investment rendered inefficient? Which party is correct on their efficiency assessment? These questions present the tension existing between property taking and economic regulation, reveal complex discussions on the field they meet: pricing. 

Consequently, the idea of regulatory takings will be introduced, and the role of expectations will be reviewed for the case of public utility.

2.2. Regulatory Takings in the US

According to Blackstone’s commentaries (1765), property is one of the absolute rights of Englishmen (Jackson & Leopold 2001). Being a right, property recognises its holder the ability use it, the power to transfer or destroy it, and the right to exclude both private individuals and Government from the enjoyment of the mentioned bundle of legal relationships. 

Property enjoyment, consequently, might be interfered either from a private’s action or from Government’s action. Our interest is placed upon the latter. Government might interfere when, for example, compulsory purchases land (expropriates) or when regulates property. On its turn, regulation might impose physical regulation (as already mentioned the invasion on property by third parties allowed by Government is a clear example of it), or categorical regulation which is a more sophisticated application of physical invasion by stripping away all or part of economic value without physical invasion, such as the damage of the amenity value of a property (Poirier 2002; Radford & Breemer 2001).

When regulation sufficiently infringes property rights it may amount to a taking, for which compensation should be paid (Fischel 1995). In other words, a regulatory taking crops up when Government regulation interferes with property to a degree that property cannot be used by its owner as it is physically invaded or where no economic value has been left by it. Therefore, compensation is claimed to be due. This definition of regulatory taking is wide, because it suggests that a ‘taking’ of private property occurs when the government appropriates it for public use, irrespective of the form, it may take (e.g. compulsory purchase, regulation, or taxation); hence, compensation should be paid. Consequently, from compulsory purchase to an interference with any bundle of the property right that depletes all the economic usage, should be considered a taking.

Contrary to the previous wide view, a stricter view suggests that Parliamentary sovereignty can decide on matters that may affect property, even to the degree of stripping all its economic value without compensation. Consequently, here there is no ‘per se’ taking in the state action regarding property. Nevertheless, there is space for government discretion provided for by legislation enacted to act as appear appropriate to the authority on matters concerning private property that may go against the rule of law, and could be considered a taking.

Incidentally, the current account of issues, ideas, and debates are mainly inspired by American scholarship and jurisprudence. Its development is not fortuitous and is due to the existence in the American Constitution of a provision explicitly protecting property. Its Fourteenth Amendment provides “nor shall private property be taken for public use, without just compensation.” This provision is dated from 1866, which explains the long American debate on property protection. In the case of Britain, on the other hand, as it will be seen later, protection of property is a paramount feature of common law, although the legal argument differs from the American one.

In the following sections, I will review the most important cases in the United States regarding regulatory takings.

2.2.1 Pennsylvania Coal Co. v. Mahon (1922)

The history of the US Supreme Court dealing with regulation started with Pennsylvania Coal Co. v. Mahon in 1922 (DiUbaldo 2003; Thomas 2004).
 In short, the Mahons opposed the ‘Pennsylvania Coal Company from mining under their property in such as way as to remove the supports and cause subsidence of the surface and of their house’, regardless of the Mahons had previously entered into a purchase agreement with the Company where the latter had reserved its right ‘to remove all the coal under the property’ and the formers took the risk and waived the Company for all claims for damages (Fischel 1995).

The Mahons, as defendants, asserted that the Company’s rights were taken away by the subsequent Kohler Act (1921), because it banned coal mining ‘in such a way as to cause subsidence of human habitation’. The US Supreme Court recognised that the Government by the Kohler Act took the Company’s property by diminishing its value, and granted compensation. Justice Oliver W. Holmes stated in the majority decision, ‘The general rule at least is, that while property may be regulated to a certain extent, if regulation goes too far it will be recognized as a taking.’

Pennsylvania is a milestone in regulatory takings jurisprudence as it presents the tension between private property and government’s police power (DiUbaldo 2003). Nevertheless, its solution is too open to provide a clear guidance for future disputes (Fischel 1995). Indeed, its proposed ad hoc analysis can easily swing to the opposite hypothesis—police power, hence property can be taken without compensation (DiUbaldo 2003). By police power, this paper means ‘the authority by which a state or local government, for an appropriate public purpose, regulates but does not “take” property’ (Thomas 2004: 499).

Although Pennsylvania did set a wide criterion for regulatory takings, its proposition was left for state interpretation, which resulted in contradictory interpretations eroding Holmes’ criterion until 1970s (Bell & Parchomovsky 2001; Callies 1999).

2.2.2 Penn Central Transportation Co. v. New York City

In 1978, after 56 years of Pennsylvania the US Supreme Court decided Penn Central Transportation Co. v. New York City, laying out an approach to partial regulatory takings. 

Grand Central Terminal, in New York, planned for erecting an office block on top of the station. Nevertheless, New York City's Landmarks Preservation Committee designated the Terminal a landmark; therefore denying the building permission. Still, the Committee allowed transferable development rights to be traded by the Terminal with other building projects (Stoebuck 1999). The Terminal appealed, but lost it before the New York Court of Appeals. Finally, the US Supreme Court affirmed.

The US Supreme Court sustained that Penn Central did not suffer a categorical taking, as the Committee decision did not take neither the ‘present use of the Terminal’ (P. 136) nor alternative uses. Even more, the Court sustained that the Terminal had its reasonable return permitted. 

The Court arrived to Penn Central decision by providing a balancing test, between public benefit and private cots, to determine when a taking has occurred:

In engaging in these essentially ad hoc, factual inquiries, the Court's decisions have identified several factors that have particular significance. The economic impact of the regulation on the claimant and, particularly, the extent to which the regulation has interfered with distinct investment-backed expectations are, of course, relevant considerations. … So, too, is the character of the governmental action. A "taking" may more readily be found when the interference with property can be characterized as a physical invasion by government…than when interference arises from some public program adjusting the benefits and burdens of economic life to promote the common good. (P. 124, emphasis added)

 Regarding the character of the governmental action the Court affirmed Pennsylvania when asserting that ‘Government hardly could go on if to some extent values incident to property could not be diminished without paying for every such change in the general law’ (260 U.S. 393: 413).

Penn Central constitutes a remarkable decision as it sets out a framework for the analysis of the taking issue that has been used by the US Supreme Court ever since. However, not without controversy by scholars who see this decision so broad that hardly sheds light to solve the takings controversy. For example, William Fischel (1995), Professor of Economics at Darmouth College, considers that the ‘fundamental flaw is that the Court gave no indication of the weight that each criterion is to be given by a trial judge or jury’ (p. 51). In the same vein, Andrea Peterson (1989). 

Although the Penn Central decision was about a denied building permit XE "Regulatory takings" , some American XE "American experience"  academics (Sidak & Spulber 1998) believe that it is extendable to utility regulation. They suggest that the Fifth Amendment XE "Fifth Amendment"  protects the regulatory contract XE "Contract"  since ‘[p]rivate property protection is the basis for utility regulation’ (Sidak & Spulber 1998: 240).

Sidak and Spulber XE "Sidak and Spulber"  propose that a contractual relation binds public utilities XE "Public utilities"  with their regulators XE "Regulator" . Their proposal, however, is disputable on different grounds that I will only mention briefly. For example, on the one hand, the State has power to regulate economic activities, and every individual has a liability to conform to that power. On the other hand, individuals do not have the power to regulate economic activities with the correspondent liability of the whole community. Further, the law and a license govern the relationship between the Government and the utility, and not a contract XE "Contract" . Finally, the argument that American XE "American experience"  courts understood the relationship as being contractual is based on jurisprudence that has not been endorsed by the US Supreme Court XE "US Supreme Court"  at least since the Lochner case (1915). The subsequent question is why the Supreme Court has not declared that the regulatory relationship is of contractual nature if the nature of the relationship was clear for the court XE "Court" . Sidak’s and Spulber’s argument is apparently contradictory. Finally, the common law XE "Common law"  in Britain does not accept the idea of the existence of a contract XE "Contract"  between the Government and the citizen (see R v Somerset County Council ex p Fewings TA \l "R v Somerset County Council ex p Fewings" \s "R v Somerset County Council ex p Fewings" \c 8 ) (Alder 2000). 

2.2.3 Other Important Decisions

Despite criticism, the analysis of regulatory takings by the US Supreme Court has evolved to provide further elements of analysis, though always based on an ad hoc enquiry.

For example in Agins v. City of Tiburon, 447 U.S. 255 (1980), the Court found no taking happened when the city of Tiburon, California, issued an open space zoning ordinance; because, ‘the application of a general zoning law to particular property effects a taking if the ordinance does not substantially advance legitimate state interests... or denies an owner economically viable use of his land’, and here despite the alleged value diminution the zoning ‘substantially advance legitimate governmental goals’ (p. 261).

In Ruckelshaus v. Monsanto Co., 467 U.S. 986 (1984), the Court added the notion of constructive notice by which reasonable expectations over property recedes if the claimant had previous notice of the regulation. The Court even recognized that awareness of a possible change in the law could amount to notice (Oswald 1995).

With Nollan v. California Coastal Commission, 483 U.S. 825 (1987), the US Supreme Court asserted that property disappears if “the condition substituted for the prohibition utterly fails to further the end advanced as the justification for the prohibition” (p. 837). Here, the California Coastal Commission decided conditioning a building permit to an easement required to get access to the seaside throughout the plot owned by the Nollans. 

One of the most important post-Penn Central decisions was Lucas v. South Carolina Coastal Council, 505 U.S. 1003 (1992), as it set out the idea of categorical taking or regulatory taking per se. 

In this case, Lucas bought two residential lots by the sea to build single-family homes, activity allowed by the local rules. Two years later a state law was passed forbidding any construction in the seaside, and consequently over his land.

The Court decided that when landowners cannot recognize any ‘economically viable use of [their] land’, then there is a regulatory taking. In such a case, no further inquiry about the advancement of public interest is needed.

The next case is Palazzolo v Rhode Island, 533 U.S. 606 (2001). Mr. Palazzolo was the owner of a seaside lot, most of it salt marsh subject to tidal flooding. The Rhode Island Coastal Resources Management Program, designated salt marshes as protected ‘coastal wetlands.’ Mr. Palazzolo applied twice (1983 and 1985) for a permission to fill the marshes to build, with no success.

The US Supreme Court decided, among other issues, about constructive notice and categorical taking. In the first case, the Court asserted that ‘Petitioner's acquisition of title after the regulations' effective date did not bar his takings claims.’ Thus, the state’s constructive notice defense argument was deemed unhelpful.

The Court found that despite the denial of the fill permit Mr. Palazzolo was left with a USD 200.000 in development value remaining on an upland parcel of the property. Hence, the Court denied Mr. Palazzolo per se taking argument, as he was not deprived of all economically beneficial use of his land.

The last case to be reviewed is Tahoe-Sierra Preservation Council, Inc. v. Tahoe Regional Planning Agency, 535 U.S. 302 (2002). Tahoe Regional Planning Agency imposed two moratoria on development in the Lake Tahoe Basin during the formulation of a land-use plan. Landowners appeared before court arguing that the moratoria constituted a per se taking, like Lucas, because they were temporarily deprived of all economically viable use of their land.

The US Supreme Court decided that the moratoria were not per se takings of property. In the Court’s view, temporary restriction causing a diminution in value was going to be recovered soon after the prohibition is lifted. In other words, the Court reaffirmed the rule that a complete deprivation of the economically viable use of property, and not partial or a stick of the bundle of property rights, should be considered as regulatory taking.

Finally, as Tahoe-Sierra summarises, the US Supreme Court considers a per se taking the physical invasion of land, and in the rest of the cases ‘is characterized by ‘essentially ad hoc, factual inquiries,’ Penn Central, 438 U. S., at 124, designed to allow ‘careful examination and weighing of all the relevant circumstances,’ Palazzolo v. Rhode Island, 533 U. S. 606, 636.’

2.3. Regulatory Takings in the UK

In the UK, the House of Lords have not accepted the concept of regulatory takings. One example of this is Marcic v Thames Water Utilities Ltd., [2004] 2 A.C. 42. 

Due to flooding, Mr. Marcic’s house suffered from a sewerage back flow. High Court, [2002] Q.B. 929, on the ground of the UK Human Rights Act 1998, found that there was partial expropriation of property, because of the physical unavailability of Marcic’s land that prevented him to enjoy it; consequently, the court XE "Court"  granted compensation.

Although, Mr Marcic obtained compensation, the House of Lords did not accept the regulatory taking argument made under Article 1 of Protocol 1 of the European Convention for the Protection of Human Rights and Fundamental Freedoms. Because, an administrative law avenue advised in the UK Water Industry Act 1991 (amended by the UK Water Act 2003) was the suitable remedy for the temporal expropriation.

Despite the Marcic case on regulatory takings did not prevail, its grounds on property protection were no dismissed but channelled through the statutory body. Marcic is a landmark case in English common law XE "Common law"  as it opened the possibility to claim compensation against a statutory action that expropriates land property (use, enjoyment, and disposition) without physical taking. This is similar to the American XE "American experience"  doctrine of property taking in land. This case may open the gates of an American XE "American experience" ‑like argument against takings XE "Regulatory takings"  with the consequent compensation. Nonetheless, one still has to bear in mind that Marcic TA \s "Marcic v Thames Water Utilities Ltd."  refers to land cases and economic regulation XE "Economic regulation"  refers to prices.

2.4. 
Reasonable Return on Investment

The US Supreme Court XE "US Supreme Court"  has adopted the criterion of only discussing the set price regardless of specific issues of IBE XE "Investment backed expectations" . In Federal Power Commission v Hope Natural Gas Co. TA \l "Federal Power Commission v Hope Natural Gas Co." \s "Federal Power Commission v Hope Natural Gas Co." \c 9  (1944), the Supreme Court declared that:

It is not theory but the impact of the rate order which counts. If the total effect of the rate order cannot be said to be unjust and unreasonable, judicial inquiry under the Act is at an end. The fact that the method employed to reach that result may contain infirmities is not then important. Moreover, the Commission's order does not become suspect by reason of the fact that it is challenged. It is the product of expert judgment which carries a presumption of validity. And he who would upset the rate order under the Act carries the heavy burden of making a convincing showing that it is invalid because it is unjust and unreasonable in its consequences (p. 602).

More recently, the Supreme Court has reaffirmed the Hope TA \s "Federal Power Commission v Hope Natural Gas Co."  criterion in Duquesne Light co. v Barasch TA \l "Duquesne Light co. v Barasch" \s "Duquesne Light co. v Barasch" \c 9  (1989) (equally, see Permian Basin Area Rate Cases TA \l "Permian Basin Area Rate Cases" \s "Permian Basin Area Rate Cases" \c 9  1968):

Similarly, an otherwise reasonable rate is not subject to constitutional attack by questioning the theoretical consistency of the method that produced it. ‘It is not theory, but the impact of the rate order which counts.’ Hope, 320 U.S., at 602. The economic judgments required in rate proceedings are often hopelessly complex and do not admit of a single correct result. The Constitution is not designed to arbitrate these economic niceties. Errors to the detriment of one party may well be cancelled out by countervailing errors or allowances in another part of the rate proceeding. The Constitution protects the utility from the net effect of the rate order on its property. Inconsistencies in one aspect of the methodology have no constitutional effect on the utility's property if they are compensated by countervailing factors in some other aspect. (p. 314)

The US Supreme Court XE "US Supreme Court"  puts the weight of providing evidence of the unjust and unreasonable consequences of the disputed rate level on the claimant. In Duquesne, the court XE "Court"  set the case to be tested on financial integrity XE "Financial integrity" : ‘financial integrity XE "Financial integrity"  of the companies, either by leaving them insufficient operating capital XE "Capital"  or by impeding their ability to raise future capital XE "Capital" ’ (p. 298). There is a coincidence between this statement and the Court’s XE "Court"  argument that, in terms of utility rates XE "Rates" , the US Constitution XE "US Constitution"  ‘protects utilities from being limited to a charge for their property serving the public which is so unjust as to be confiscatory.’ Covington & Lexington Turnpike Road Co. v Sandford TA \l "Covington & Lexington Turnpike Road Co. v Sandford" \s "Covington & Lexington Turnpike Road Co. v Sandford" \c 9  (1896).

The US Supreme Court XE "US Supreme Court"  recognises that prices below the lowest reasonable price defeat ‘the value of property for all the purposes for which it was acquired’ (Covington & Lexington Turnpike Road Co. v Sandford TA \s "Covington & Lexington Turnpike Road Co. v. Sandford" ; FPC v Natural Gas Pipeline Co. TA \l "FPC v Natural Gas Pipeline Co." \s "FPC v Natural Gas Pipeline Co." \c 9 ). This lowest level is known as the confiscatory level. Duquesne Light Co. v Barasch adds:

If the rate does not afford sufficient compensation, the State has taken the use of utility property without paying just compensation and so violated the Fifth and Fourteenth Amendments. As has been observed, however, ‘[h]ow such compensation may be ascertained, and what are the necessary elements in such an inquiry, will always be an embarrassing question.’ Smyth v Ames TA \l "Smyth v Ames" \s "Smyth v Ames" \c 9  (p. 308)

Nevertheless, the undertaker XE "Public utilities:Undertaker"  itself might provoke such a defeat:

To the extent utilities' investments XE "Investments"  turn out to be bad ones (such as plants that are cancelled and so never used and useful to the public), the utilities suffer because the investments XE "Investments"  have no fair value and so justify no return (Duquesne Light Co. v Barasch, p. 308-309)

If one applies the previous Court approach to a natural monopoly XE "Natural monopoly" , arguably, the confiscatory argument and the financial integrity XE "Financial integrity"  test could be assimilated with the idea of covering long-run total cost XE "Costs:Long-run total cost"  of utilities. This is a similar way of understanding the current issue as industrial organisation XE "Industrial organisation"  understands the problem of natural monopolies XE "Natural monopoly" .

The US Supreme Court XE "US Supreme Court"  approach seems to distance itself from the discussion about the fair value, in terms of a point where economic efficiency XE "Economic efficiency"  is attained. For the court XE "Court" , the starting point is the price set by a regulatory agency, and then the discussion will be centred on the evidence the utility will provide to sustain that the price set will not cover its long-run average cost XE "Costs:Average cost" . The important point in this case is the reliance of the court XE "Court"  on the price set by the regulatory agency. Naturally, the most acquainted institution, and probably the best informed about the claiming utility, is that agency. Despite the idea of asymmetry of information XE "Asymmetry of information"  playing against the regulator XE "Regulator" , one of its main lines of work is trying to shorten that knowledge gap. Advances in regulatory accounting and improvements on databases containing cross-sectional firms’ costs (i.e. benchmark) may prove to make that gap smaller. Thus, and reaffirming the US Supreme Court opinion in Hope TA \s "Federal Power Commission v Hope Natural Gas Co." , the agency may produce a financial model XE "financial model"  not exempt of errors, but leaving the utility’s financial position unscathed.

Various ratemaking methodologies have been proposed, such as linear marginal cost pricing, non-linear pricing XE "Pricing" \t "Véase Ratemaking" , Ramsey XE "Ramsey prices"  pricing XE "Pricing" \t "Véase Ratemaking" , and the Loeb-Magat proposal (Viscusi XE "Viscusi"  et al. 2000). With different nuances, each proposal tries to confront the problem of long‑run average cost XE "Costs:Average cost"  and long-run marginal cost XE "Costs:Marginal cost" . In that sense, a priori, these proposals seem a fair way to tackle the utility pricing XE "Pricing" \t "Véase Ratemaking" , so that a regulatory framework that complies with the requirements of these proposals, has no reproach.

Arguably, in Britain the Competition Commission (acts as appeal court of the water regulator decisions) has a role more technical on regulatory matters that allows it to enter into the ratemaking process. One example of it is the Ramsey case (The Queen on the Application of T-Mobile (UK) Ltd, Vodafone Ltd, Orange Personal Communication Services Ltd v. The Competition Commission, The Director-General of Telecommunications, [2003] EWHC 1566). Nevertheless, in the same case the Judiciary, on appeal, was tactful to assert that its role in a matter of complexity was to ensure that the rules of interpretation adopted by the Competition Commission was justified or not (Harker 2005). The court asserted:

In particular I reject the notion that the question as to whether a demand is reasonable, can be answered by the application of a definition applicable in every case. In short, the question is not "hard-edged". It seems to me that there is a "range of possible criteria" about which opinions might legitimately differ in deciding whether a demand is reasonable. The statutory criterion is not clear-cut and is sufficiently broad to allow of different conclusions by different decision-makers, each acting rationally. It seems to me that there is a "range of possible criteria" about which opinions might legitimately differ in deciding whether a demand is reasonable. The statutory criterion is not clear-cut and is sufficiently broad to allow of different conclusions by different decision-makers, each acting rationally.

This approach is defined by Levy and Spiller (1996) as a weak model of judicial review. The deference shown by the court to the Competition Commission and to other regulators in general, might show that for courts the question of discussing the ratemaking methodology is not necessary, as it is a matter left by the Parliament to the regulator, especially when statutory acts are broadly written.

On the contrary, opening the discussion towards reviewing the ratemaking XE "Ratemaking"  methodology may produce negative effects that eventually may produce prices that may not even reflect the expectations of the disputing parties (undertaker XE "Public utilities:Undertaker" -regulator XE "Regulator" ). Indeed, the resulting price may overestimate the long-run average costs XE "Costs:Average cost"  proposed by the undertaker XE "Public utilities:Undertaker"  towards a price closer to a monopoly price.

The problem comes up when several of the components of the methodology are open for discussion. The hypothesis is that the more components are open for discussion, the more likely the final price will overestimate the long-run average cost (see Montero 2004) XE "Costs:Average cost" . This hypothesis is based on what follows.

The possibility of the undertaker XE "Public utilities:Undertaker"  to dispute each component of the ratemaking XE "Ratemaking"  methodology is a recurring course of action in America as the judicial experience shows. This situation is a reality for Chilean XE "Chile"  utilities in the water XE "Water"  sector.

The Chilean ratemaking process consists of four stages. The Superintendencia de Servicios Sanitarios, the Chilean Office of Water, begins the procedure by publishing the Preliminary Conditions Document (Bases Preliminares), by which both the agency and the regulated undertaker will build a model undertaker
. The undertaker has 60 days to make comments about the preliminary conditions document. The agency has to consider the comments and make changes to the document if needed. This period last 45 days, and at the end, the agency has to publish the Definitive Conditions Document (Bases Definitivas). If the undertaker is not satisfied with the decisions adopted by the agency in the definitive document, it may resort to a court XE "Court" . This is the beginning of the period where both parties develop their own ratemaking XE "Ratemaking"  studies. Five month before prices expire, both parties will exchange their finished studies. Only the undertaker XE "Public utilities:Undertaker"  can present its disagreement against the agency’s ratemaking XE "Ratemaking"  study, while the agency cannot present disagreements against the undertaker XE "Public utilities:Undertaker" ’s ratemaking XE "Ratemaking"  study. Disagreements are solved by a panel of three experts (one named by each party plus a third expert agreed on both parties). The decision of the expert panel cannot be appealed. With the experts’ decision in mind, the agency has to prepare the decree with the final prices.

Chilean XE "Chile"  utilities resort to presenting their disagreements over the ratemaking XE "Ratemaking"  study in a strategic way. For example, a methodology consisting of hundreds of components is open to discussion. The strategy of the undertaker XE "Public utilities:Undertaker"  will be to dispute only the components that were underestimated by the regulator XE "Regulator" . The undertaker XE "Public utilities:Undertaker"  has no incentive to miss an overestimated item by the regulator XE "Regulator" , by accusing the fault. Under such circumstances, the undertaker XE "Public utilities:Undertaker"  has nothing to lose, unless the underestimated component puts the financial position of the undertaker XE "Public utilities:Undertaker"  (e.g. the cost of capital XE "Capital" ) at risk. Assuming that the underestimated component does not put the financial viability of the undertaker XE "Public utilities:Undertaker"  at risk, it will still try dispute the case. Because of large investments XE "Investments" , components may imply large returns for the undertaker XE "Public utilities:Undertaker" , so that procedural expenses (e.g. lawyers, economists, etc.) are negligible. If the undertaker XE "Public utilities:Undertaker"  can successfully argue its case, it will win a windfall XE "Windfall" . The assumption here is that based on other considerations than economic efficiency XE "Economic efficiency"  (e.g. property rights XE "Property rights" ), a non-specialised court XE "Court"  may judge in favour of the allegations of the undertaker XE "Public utilities:Undertaker" .

A practical example
 is a methodology that has 10 components (a,b,c…j). The regulator sets the results for each component, in the following fashion:

	a
	b
	c
	d
	e
	f
	g
	h
	i
	j

	1
	2
	3
	4
	5
	6
	7
	8
	9
	10


The sum of all the components adds 55. The undertaker, in a parallel way, has made the same calculations, but with different results, though the total of the components add up to 55 too.

	a
	b
	c
	d
	e
	f
	g
	h
	i
	j

	3
	5
	1
	6
	8
	3
	5
	8
	10
	6


The strategy of the undertaker XE "Public utilities:Undertaker"  is to seek remedy for the components where the regulator XE "Regulator"  obtained a lower figure. This is the case of components a (1<3), b (2<5), d (4<6), e (5<8), and i (9<10). In this case if the undertaker XE "Public utilities:Undertaker"  looses its case it will not be worse off as it will get the original 55; whereas, if the undertaker XE "Public utilities:Undertaker"  wins only one component, the final price will be above 55.

Despite the clarity of the strategic behaviour of the undertaker XE "Public utilities:Undertaker"  in the previous case, Chilean XE "Chile"  legislation does not tackle the issue as the problem unfolded after the water XE "Water"  regulatory law (Decreto con Fuerza de Ley No. 70/88, and Decreto Supremo MINECON No. 453/89) came into force. In order to sort the problem out, the Chilean XE "Chile"  regulatory agency took the decision to reduce the number of discrepancies by demanding that in the preliminary conditions document only the results of the study (i.e. long-run average costs XE "Costs:Average cost"  and long-run total cost XE "Costs:Long-run total cost" ) should be disputed, and not every parameter, criterion, and methodology. One of the expected effects of such change in the preliminary conditions document was to push both parties towards a win-lose situation where the relative weight of their ratemaking XE "Ratemaking"  study result could mean a large loss, so that each party was obliged to get closer to their real costs to reduce the gap between both studies.

Aguas Andinas S.A. XE "Aguas Andinas S.A."  (the biggest serving water XE "Water"  undertaker XE "Public utilities:Undertaker"  in Chile, jointly controlled by the French Suez and the Spanish Aguas de Barcelona) resorted to Santiago’s Court of Appeal (Recurso de Protección, Aguas Andinas contra Superintendencia TA \s "Recurso de Protección, Aguas Andinas contra Superintendencia" , ROL Nº 7275/2003) demanding the removal of such a constraint on different grounds (violation of their right to present discrepancies, due process of law, and property rights XE "Property rights" ). The court XE "Court"  decided in favour of the undertaker XE "Public utilities:Undertaker"  in January 2004, because (a) it had a property right XE "Property rights"  over the right to present discrepancies (sic), (b) the agency did not respect the due process of law, and (c) other considerations. The agency appealed before the Chilean XE "Chile"  Supreme Court. In an unexpected turn of events, Aguas Andinas desisted from her action, in the understanding that the authority had accepted her criterion. To her surprise, the authority opposed to her desisting because the firm was distorting the true scope of its decisions. Then, the firm declined her own halt; however, the court XE "Court"  accepted Aguas Andinas original decline. Back to square one.

Arguably, the Court of Appeal’s decision did not make the problem at stake clear and resorted to the property law approach, without any consideration for the substantial arguments produced before. In other words, the court was not sufficiently subtle to perceive the specificity of the discussion placed upon an economic problem, to solve it appealing to the general law that is unprepared (even contrary) for the strong restriction of PRs imposed by economic regulation.

Sidak and Spulber XE "Sidak and Spulber"  (1998), arguably, regard the issue of discussing the ratemaking XE "Ratemaking"  methodology piecemeal as the correct way of dealing with property rights XE "Property rights"  protection. Their perspective of the problem is founded on the idea of an existent regulatory contract XE "Contract"  between the undertaker XE "Public utilities:Undertaker"  and the regulator XE "Regulator" . Strictly, they assert that there is no such written contract XE "Contract" , but it is the result of ‘a bundle of public utilities XE "Public utilities"  statutes, undertaker XE "Public utilities:Undertaker"  commission precedents, adjudicatory decisions, rulemakings, hearings on the record, formal notices of proposed rulemaking, and public commentary’ (p. 109-110). Despite the physical inexistence, they rely on a US Supreme Court XE "US Supreme Court"  decision United States XE "United States"  Trust Co. v New Jersey TA \l "United States Trust Co. v New Jersey" \s "United States Trust Co. v New Jersey" \c 9  (1977), which, in certain aspects, matches legislation with contractual obligations:

In general, a statute is itself treated as a contract XE "Contract"  when the language and circumstances evince a legislative intent to create private rights of a contractual nature enforceable against the State. In addition, statutes governing the interpretation and enforcement of contracts may be regarded as forming part of the obligation of contracts made under their aegis.

The problem of determining a proportionality XE "Proportionality"  criterion is still unsolved as the regulatory contract XE "Contract"  does not have any provision for this. This is precisely why the discussion arises: incomplete contracts. However, discussing piecemeal within the context of an unwritten regulatory contract XE "Contract"  may produce uncountable disputes about the ratemaking XE "Ratemaking"  methodology, with the consequent problem of unforeseen results. The possibility to accept a legal argument as proposed by Sidak and Spulber XE "Sidak and Spulber"  only produces more uncertainty that arguably, and following Williamson (1985), makes a regulator XE "Regulator"  less able to control utilities activities and to enforce regulatory law.

In the case of European law, article 1 of Protocol No. 1 XE "Protocol No. 1"  of the European Convention on Human Rights provides that no one will be deprived of his or her property except in the public interest XE "Public interest" . The ECHR XE "European Court of Human Rights"  relies on the margin of appreciation of each state when evaluating the public interest XE "Public interest"  exception by recognising its limited power to do so (Gillow v UK TA \s "Gillow v. UK" ). Margins of appreciation are so wide that takings XE "Regulatory takings"  inspired in public interest XE "Public interest"  may not even benefit the community at large, but would still be a legitimate aim to impose restriction on property (James v UK TA \s "James v. UK" ).

The European Community Treaty entrusts the Community and the Member States with the responsibility to oversee the operative conditions of services of general economic interest. The fulfilment of these services’ mission, the Treaty assumes, is subject to some principles and conditions. Unfortunately, the Treaty does not specify which principles and conditions they are.

An interpretation would say that the minimum economic conditions of operation are the satisfaction of the long-run total cost XE "Costs:Long-run total cost" . This interpretation is arguably consistent with the idea that the water XE "Water"  undertaker XE "Public utilities:Undertaker"  needs to cover these costs to provide services; otherwise, quality XE "Quality"  decreases until the undertaker XE "Public utilities:Undertaker"  is not be able to operate.

The European Court of Justice in Altmark Trans GmbH and Another v. Nahverkehrsgesellschaft Altmark GmbH (Case C-280/00) and in Chronopost v Ufex and Others (Case C-94/01) allegedly accepted the previous proposition. Total cost is the standard of market based transactions assessment for the Court, which is extendable to water utilities to establish the minimum economic conditions of operations.

In Altmark Trans GmbH and Another v. Nahverkehrsgesellschaft Altmark GmbH (Case C-280/00), the ECJ on a dispute whether public subsidies received by a transportation company —Altmark— were lawfully granted, decided that public payments to private undertakers as indemnity for public services obligations (subsidy) by the latter were not state aid. The Court established the following four conditions to be satisfied:

- first, the recipient undertaking is actually required to discharge public service obligations and those obligations have been clearly defined;

 - second, the parameters on the basis of which the compensation is calculated have been established beforehand in an objective and transparent manner;

 - third, the compensation does not exceed what is necessary to cover all or part of the costs incurred in discharging the public service obligations, taking into account the relevant receipts and a reasonable profit for discharging those obligations;

 - fourth, where the undertaking which is to discharge public service obligations is not chosen in a public procurement procedure, the level of compensation needed has been determined on the basis of an analysis of the costs which a typical undertaking, well run and adequately provided with means of transport so as to be able to meet the necessary public service requirements, would have incurred in discharging those obligations, taking into account the relevant receipts and a reasonable profit for discharging the obligations.

Regarding cost—the third and fourth conditions—the Court affirmed that reasonable profit is assessed by the market economy investor principle (Boyd & Teale 2004). Thus, it would not be state aid if it had invested expecting an equal return that would expect a private investor (Boyd & Teale 2004).

Another important issue currently discussed (i.e. dispute between Argentina and Suez) is the ratio of debt endured by the utility and its claim of unreasonable returns. Is it possible for a utility to claim unreasonable returns when its debt ratio increases its cost of capital with no allowance by the regulator for further price increase? At first sight, this problem should not be disputed, as it is a problem of managerial nature (inefficient?). Thence, why should this be a problem? The problem comes with the financial viability of the utility, jeopardised by excessive commitments (self-imposed or coactively imposed), which may be considered bad financial planning. If the utility does not have the ability to restructure its debt, it will ask to pass-through its clients, which is a simpler solution. An excessive debt—, which in the view of Ofwat (2002) is likely to be over 0,5—will affect both efficiency and equity. In my view, such leverage should be pass-through only if unreasonable commitments are placed upon the utility after it has entered the market (i.e. moral hazard). Otherwise, a regulator should not allow to pass-through the cost, as for example in the case a utility has past losses. The US Supreme Court has stated in this matter that, “Past losses cannot be used to enhance the value of the property or to support a claim that rates for the future are confiscatory” in Galveston Electric Co. v. Galveston, 42 S. Ct. 351 (See, Board of Public Utility Com'rs v. New York Telephone Co., 271 U.S. 23 (1926)). One candidate for further analysis is Buenos Aires, where the local company Aguas Argentinas, has a ratio of leverage at 2,4.

Another closely related issue is the request that prices should allow for devaluation. Take, again, the case of Argentina. Should be allowed Aguas Argentinas at the worst time of the peso devaluation to pass that cost to consumers? Probably there is no need for a legal answer here, as increasing prices when people were recurring to barter to survive does not make sense. Nevertheless, legal answers were provided by the US Supreme Court, during the 30s, which ruled that a fair return should accord to the “present day condition” (United Rys. & Elec. Co. v West, 280 U.S. 234, 249, 251 (1930)). In these circumstances (i.e. decline in interest rate and in business earning), the Court “was willing to accept lower rates of return” (Phillips 1993: 378) (See, Lincoln Gas and Electric Light v Lincoln, 250 U.S. 256 (1919); Missouri ex-real Southern Bell Tel Co v Missouri Pub. Services Commission, 262 U.S. 276 (1923); McCardle v Indianapolis Water, 272 U.S. 400, 419 (1926); Alexandria Water Company v City Council of Alexandria, Supreme Court of Virginia, 163 VA 512, 177 SE 454 (1934); West v Chesapeake & Potomac Tel. Co., 295 U.S. 662 (1935); Driscoll v Edison Light & Power Co., 307 U.S. 104, 120 (1939)).

2.5. Transfer pricing

A regulator should be able to control transactions between a regulated company and other unregulated parent companies, as the regulated company may overcharge for services rendered or may assume financial burdens of the unregulated company (Sheldrew 2003). In the first case, consumers pay their bill that includes an extra payment that goes to the affiliate unregulated company, whereas in the second case, the regulated company endures more debt.

In the United States, this problem was detected during the first half of the twentieth century, because regulated companies formed holdings with utilities in different states, thus evading the regulatory commissions’ powers to control these transactions in other states. As a result the Public Utility Holding Company Act 1935 was passed, providing authority to the Securities and Exchange Commission to oversee those holdings and power to the Federal Power Commission to regulate transfer prices (Sheldrew 2003).

In Houston v. Southwestern Bell Tel. Co. (1921), the court reviewed transfer pricing between Southern Bell and AT&T finding that prices were reasonable and market based. In Missouri ex rel. Southwestern Bell Telephone Co. v. Public Service Commission of Missouri (1923) the court asserted that transfer prices should be tested under the good faith of the transaction.

Commissions found the good faith test impracticable; hence, they circumvented it by qualifying the value added to the regulated company that the transaction produced (Sheldrew 2003).

The US Supreme Court found in Missouri ex rel. Southwestern Bell Tel. Co. v. Pub. Serv. Comm'n (1923) that commissions were allowed to oversee such transactions, as they were performed not at arm’s length negotiations. One caveat: the court affirmed that the regulator was not the financial manager of the company; hence, the commission should undertake its analysis very carefully.

Several decisions of the US Supreme Court followed asserting the power of the regulator to scrutinise transfer pricing (Sheldrew 2003).

In the European case, in Chronopost v Ufex and Others (Case C-94/01), the European Court of Justice dealt with state aid allegations against La Poste, a French public undertaking, for assisting its subsidiaries. Same as in Altmark, the court asserted that the dispute analysis should take into account ‘all the factors which an undertaking acting under normal market conditions should have taken into consideration when fixing the remuneration for the services provided.’

The Commission argued that La Posted was not involved in state aid as the transfer pricing with its subsidiaries was at ‘full-cost prices (total costs plus a mark-up to remunerate equity capital investment).’

Such analysis was insufficient for the Court. The monopoly position enjoyed by La Poste may have allowed it to price at full cost, but still may have transferred at lower cost enjoyed by its dominant position. The court affirmed that there was state aid if ‘if the remuneration received in return is less than that which would have been demanded under normal market conditions.’

Finally, the court set a clear record of total cost recovery as normal market condition:

On that basis, there is no question of State aid to SFMI-Chronopost if, first, it is established that the price charged properly covers all the additional, variable costs incurred in providing the logistical and commercial assistance, an appropriate contribution to the fixed costs arising from use of the postal network and an adequate return on the capital investment in so far as it is used for SFMI-Chronopost's competitive activity and if, second, there is nothing to suggest that those elements have been underestimated or fixed in an arbitrary fashion.

Although it seems sensible to let a water XE "Water"  undertaker XE "Public utilities:Undertaker" , indeed every utility, recover its long-run total cost XE "Costs:Long-run total cost" , there are non-economic considerations that may cloud that sensibility. In a ratemaking XE "Ratemaking"  case, not only economic efficiency XE "Economic efficiency"  is taken into account when deciding on disputes of the financial viability of the undertaker (see the tension between total and consumer welfare, presented in section Error! Reference source not found.) XE "Public utilities:Undertaker" . Nevertheless, if an undertaker XE "Public utilities:Undertaker"  does not obtain the cash flow needed to cover its long-run total costs, not only will the undertaker XE "Public utilities:Undertaker"  loose, but eventually consumers as well, as the undertaker XE "Public utilities:Undertaker"  will go into financial stress.

In any case, the European Community has issued two directives (Utilities Directive 93/38/EEC and the Revised Utilities Directive 2004/17/EC) to deal with transfer pricing of utilities through procurement rules.

Probably, the most advanced regulation in Europe is the British regulatory accounting guidelines issued by Ofwat, which controls transactions at arm’s length and provides for a ring fence of the utility.

In the Chilean case, the General Law of Sanitary Services (Ley General de Servicios Sanitarios) provides for a soft regulation of transfer pricing. Indeed, only one article forbids deals between holding companies when a threshold of USD 16.000 is surpassed, unless the deal is struck in a bidding process. Additionally, the law obliges for a bidding process always a deal goes beyond USD 160.000. Besides the legal regulation, the Chilean water regulator has issued several guidelines regarding transfer prices to gather information for price review purposes. Despite the law, Chilean water utilities have managed to chunk transactions to amounts lower than the thresholds to avoid the bidding process.

During 2004, the Chilean Securities and Exchange Commission (Superintendencia de Valores y Seguros) discovered that the Chief Executive Officer of ESSBIO, one of the largest water utilities in Chile, did not inform the company’s board of directors that he was holding shares in one company (HIDROSAN) that was awarded by ESSBIO with several infrastructure contracts in different bidding processes between 2000 and 2003. According to the Chilean Securities Act, such conduct is improper, and the CEO was heavily fined.

The investigation unveiled payments from HIDROSAN to Thames Water Chile (the managing shareholder of the utility), estimated in USD 3.9 millions.
 The Chilean Tax Office has presented a criminal action against ESSBIO and HIDROSAN executives for tax fraud amounting to nearly USD 2 million.

Although it was never proved that neither the bidding processes were manipulated nor prices were overestimated, the Chilean water regulator (Superintendencia de Servicios Sanitarios) has presented a criminal action for providing false information against Aguas Sur Maule, another water utility controlled by Thames Water Chile.

Another important Chilean case refers to economies of scope gained by two water utilities when one (EMOS, now Aguas Andinas) took over the other (Aguas Lo Castillo, now Aguas Cordillera). The Chilean competition authority (the former Comisión Resolutiva) allowed the takeover on the condition that the economies of scope to be gained by the deal should be transferred to consumers in the next price review.

After the price review, Aguas Andinas and Aguas Cordillera had the same Chief Executive Officer, one corporative building, one customer service, among other unique services. Consequently, the economies of scope were seized by the holding companies.

At the next price review (2005), the regulator included a provision for the determination of the efficiencies gained by the two companies, in order to be discounted from the final price. Nevertheless, both utilities challenged the regulator’s decision on the ground that both companies were legally separated and the Pricing Statute did not allow for such discount. The Chilean National Audit Office (Contraloría General de la República) was called to solve this dispute, and finally decided that the Statute did not consider explicitly the discount, thence the price review of both utilities should consider the cost of each CEO (although in practice there was only one), each facilities, differentiated customer service, and so on.

3. Utility Services Contracts

In the privatisation process of utilities, governments may use different legal techniques to let privates to take over. To simplify, a government may either sign contract or grant a license or a concession under administrative law. In both cases, a government provides an authorization to operate. However, the effects of one or another alley are completely different, especially if the utility is a natural monopoly.

In the case of a contract, a government and a private party are tied by a mutual commitment. A contract “is an agreement giving rise to obligations which are enforced or recognised by law” (Treitel 1995: 1). A contract contains all the commitments entered into by the contracting parties, which makes no allowance for other commitments not covered by the contract. This objective principle, as named by Treitel (1995), has several qualifications. 

First, although the law is concerned with the objective appearance of the contract, there is space for attending the actual agreement entered into by the parties (Treitel 1995). This is the case when one party knows the intentions of the other party, which was not the one materialised in the contract. Here, the purpose of the agreement is other than the stated in the contract; consequently, there is no contract. The same applies for agreements based on mistake induced by the other party negligence (Treitel 1995).

Second, Treitel (1995) teaches that agreement is not the only element that determines the legal effects of a contract. Indeed, the law may interfere with a contract, even to a degree that may render the relationship to another but a contractual one (Treitel 1995).

As our interest is centered on contracts between a government and a private party regarding a public utility, so that I will concentrate on this matter.

Probably, the most prominent feature of a private-public contract is the statutory framework that may either constrain the government power to contract or provide for discretion. Statutes and regulations control all government activities, which may be considered in a contract or may be implied in it. Changes on such rules may contradict a consideration in a contract, modifying the original agreement (Treitel 1995). For example, a statute may oblige a utility before a contract has been signed to provide service to some part of the population, which was not meant to serve. In other cases, statutes and regulation may provide for a new discretionary power for the Government regarding the contracting matter (Treitel 1995). For example, on water utilities, a newly passed regulation on service quality may grant power on a regulator (which is part of the government structure) to determine different standards that may change the expectations of the utility borne in mind when entered into contract.

In English contract law, discretion means an unrestricted choice made by a contracting party (Beatson 1994). In general, this ample choice has been considered contradictory to the idea that a contract is a binding commitment, “either because it means that a promise is too uncertain to constitute consideration, as indicating a lack of intention to create legal relations, or as insufficiently certain” (Beatson 1994: 267). Nevertheless, a government does not have an unfettered discretion, but a constrained ability to decide on specific matters. In English law, government discretion is capped by common law principles of procedural propriety (fairness and natural justice), reasonableness as applied in judicial review, bona fides, propriety of purpose, and relevancy (Beatson 1994). Thence, although discretion may be present in private-public contracts, the power of the public party to decide is restrained by law.

In regulating a public water utility, the discretion vested upon a regulator is always present. Indeed, as the water industry is a natural monopoly, which by definition presents market failures, a government may decide to regulate it (see, Viscusi et al. 2000). Usually, prices and performance standards are set by an agency, based on the information provided by the regulated firm. In term of prices, as the economic performance of a utility is dynamic, a regulator has certain discretion to calculate, for example, past out-performances, future efficiency gains, quality standards, security of supply, and service levels of the regulated firm (see, Estache et al. 2003; Ofwat 1997). In England, this price review is conducted by the Office of Water Services (Ofwat), and its discretion is to be found in the Water Industry Act 1991.

The discretion vested in Ofwat is extensive, as it determines the revenue (price) that a water utility will recoup within the regulatory gap. A closer look at Ofwat economic model for pricing shows that most of the decisions of the firm are scrutinised and optimised by the regulator (see, Ofwat 1997). If one tries to fit this wide discretion with the objective principle of contract law, one may find that the concept of contract is hardly identifiable. Precisely, the own nature of economic regulation of natural monopoly is to provide discretion to a regulator in order to capture efficiencies gained by the regulated firm (see, Kahn 1988). This dynamic nature of economic regulation provides for an unrestricted choice made by the regulator, which may not create legal relations between the regulated firm and the government.

Despite Ofwat discretion, its power over the relation utility-regulator is restrained as its decisions are primarily subject to review by the Competition Commission that has to comply with the following set of aims (Sec. 12 (3)(b), Water Industry Act 1991):

a) to secure that the functions of a water undertaker and of a sewerage undertaker are properly carried out with respect to every area of England and Wales; and

b) to secure that companies holding appointments under Chapter I of Part II of the Water Industry Act 1991 as relevant undertakers are able (in particular, by securing reasonable returns on their capital) to finance the proper carrying out of the functions of such undertakers.

c) to protect customers’ interests, especially customers and potential customers in rural areas;

d) that no undue preference is shown, and that there is no undue discrimination, in the fixing of charges;

e) to ensure quality of services;

f) to ensure that the interests of every such person are further protected with respect to benefits that could be secured for them by the application in a particular manner of any of the proceeds of any disposal (including a disposal before the Secretary of State and the Director General became subject to the duties imposed by virtue of this paragraph) of any of that company’s protected land or of any interest or right in or over any of that land;

g) to promote economy and efficiency on the part of water companies; and

h) to facilitate effective competition.

Note that although the discretionary power is subject to the Competition Commission review, such assessment does not only tries to strike a balance between the two parties (Ofwat-utility) such like in a contract; but also, includes the whole society interest. The introduction of a third party interest to assess the regulator’s discretion does, in my view, make prima facie inconsistent the economic regulation of the water natural monopoly with the notion of a binding contract.

Some academics in North America, have proposed that despite utilities do not have a written contract, the general regulatory framework should be considered as a regulatory contract. 

Sidak and Spulber (1998) suggest that the Fifth Amendment XE "Fifth Amendment"  of the American Constitution protects the regulatory contract XE "Contract"  since ‘[p]rivate property protection is the basis for utility regulation’ (Sidak & Spulber 1998: 240). They  XE "Sidak and Spulber" propose that a contractual relation binds public utilities XE "Public utilities"  with their regulators XE "Regulator"  in matters such as entry control, rate regulation, and utility service obligations.

Their proposal, however, is disputable on different grounds that I will only mention briefly. For example, on the one hand, the State has power to regulate economic activities, and every individual has a liability to conform to that power. On the other hand, individuals do not have the power to regulate economic activities with the correspondent liability of the whole community. Further, the law and a license govern the relationship between the Government and the utility, and not a contract XE "Contract" . Finally, the argument that American XE "American experience"  courts understood the relationship as being contractual is based on jurisprudence that has not been endorsed by the US Supreme Court XE "US Supreme Court"  at least since the Lochner case (1915). The subsequent question is why the Supreme Court has not declared that the regulatory relationship is of contractual nature if the nature of the relationship was clear for the court XE "Court" . Sidak’s and Spulber’s argument is apparently contradictory. Finally, the common law XE "Common law"  does not accept the idea of the existence of a contract XE "Contract"  between the Government and the citizen (see R v Somerset County Council ex p Fewings TA \l "R v Somerset County Council ex p Fewings" \s "R v Somerset County Council ex p Fewings" \c 8 ) (Alder 2000).

For example, when Sidak and Spulber XE "Sidak and Spulber"  mention the content of the regulatory contract XE "Contract"  (entry controls, rate regulation, and utility service obligations), arguably is not a legal contract XE "Contract" , but the regulatory framework establishes substantial conditions for an investor to enter into business.

Additional to my misgivings on Sidak and Spulber proposal, I believe that if a contractual relation is recognised between the utility and the government, on matters such as entry control, rate regulation, or utility service obligations, it may enhance the monopoly position on subjects not considered at the time of the contract. For example, a contract may not regulate a merger between two utilities, thus not comprised by the contract. After the contract is signed, two utilities merge producing important reduction in costs. However, as the reduction on cost produced by mergers was not comprised on the contract, the regulator cannot transfer this efficiency gain to consumer via the price review. 

If further research on this matter finds that no contract is present between a regulated firm and a government, then what are the limitations constraining the government? I will sustain, as already seen, that the common legal principles of advanced regulatory systems provides for two clear limitations on discretionary powers executed by regulators: financial viability and efficiency. Thus, the utility should not be allowed to claim for compensation if the regulator is redressing inefficiencies, unless they do not provide for a financial viability of the utility.

On the contrary, if one assumes that there is a contract between a utility and a government, how will contract law respond to correcting market failures? For example, how deals contract law with entry control, rate regulation, or utility service obligations? In the following lines, I will provide a thought experiment where law has no direct or implied effect on the regulatory contract. Although this is far fetched, it will stress the usefulness or not of contract law to solve problems between a regulator and a water utility regarding economic regulation. Note that general the problems were identified in section 2.3.1.2. 

English contract law covers three moments in a contract life: (a) inception, (b) performance, and (c) termination. 

In the inception stage, parties bargain to achieve an agreement by making an offer and accepting it. Nevertheless, such agreement must consider giving up something of value by a promisee and the promisor must make her promise in exchange of the valued thing (this is called consideration). Even complying with these requirements still no contract exists if there is no contractual intention to create legal relations (Treitel 1995). Agreements reached in misrepresentation and illegality will not be enforced. 

Recall that the economic regulation of a natural monopoly empowers on a party (the regulator) to set prices based on an efficiency criterion; otherwise, the utility would contract for an unfettered monopoly. If the parties do not agree on this issue, then mistake arises making the contract void. However, in utilities disputes this is not a credible mistake as the contract provides for price regulation by one party (the regulator), which is a major matter in a contract that could not have been overseen by the expert party (the utility). 

What happens if an investor is offered in a privatisation proceeding a utility that turns out to be a poor investment once adjudicated? The general rule is that there is no misrepresentation unless it is a statement of existing fact (Treitel 1995). Consequently, there is no misrepresentation if statements were vague, or is the opinion or belief of the seller, or future promises, or statements of the law (Treitel 1995). Nevertheless, representation may be present whether it is unambiguous, material, and has been relied upon. Without entering in the depths of the elements, a privatisation process is not a simple offer to enter into a business, but a serious deal where the investor have relied on her own judgement by making independent assessment of it after entering into contract. However, other facts may qualify this opinion.

The other problem that affects the formation of the agreement is duress, where one party was coerced in her property, personally or economic interests to enter into contract (Wheeler & Shaw 1994; Treitel 1995). The central element in duress is the threat experienced by the coerced party. Courts have denied duress in cases were a party is commercially coerced to enter into contract (CNT Cash & Carry Ltd. V. Gallagher Ltd. [1994] 4 All E.R. 714) or threatened by a legal wrong (Treitel 1995). However, Treitel (1995) teaches that English Courts have accepted duress in cases where parties were threatened to break a previous contract. For example, the case of an exhibitor that is obliged to pay some amount of money days after the exhibition by one of its major suppliers under the threat that she will not supply. In the water utility contract both the private and the government may be threatened to enter into contract, which may deem void the contract. For example, if an investor adjudicates a utility and soon after returns to the government demanding for a much higher price than offered, threatening to leave the utility, sue and harm the government reputation. Depending on other elements it might be considered duress if the government reforms the contract on such circumstances.

A related concept to duress is unconscionability. In this case, a party may take advantage of a particular weakness of the other party in the bargaining process. The application in English law of unconscionability is limited to the expectant heir, the deal with a poor and ignorant person, and in the inequality of bargaining power (Treitel 1995). Even in this last case, English courts have been reluctant to create a rule when the scope of duress may cover a kind of conducts, which a propos is very close to undue influence (Treitel 1995). In any case, English Courts have provided relief when one party has had an excessive power over the other party considering the unfair advantage in the bargaining process.

In American law, though, unconscionably is a settled doctrine (Wheeler & Shaw 1994). Contrary to the English court decisions, unconscionable decisions are not covered by the doctrine of duress in America (Scott & Kraus 2002). In American law, a contract may be considered unconscionable if it is favouring heavily one of the parties, bearing in mind the commercial reasons of a trade (Scott & Kraus 2002). In appearance, water utilities contracts may be considered one-sided in favour of a regulator, but that is not the case as discretion is not unfettered.
Cases not considered duress in English law may be considered undue influence. In this case, a party enters into a contract motivated by an unwarranted influence resulting in an unfavourable transaction (Treitel 1995). There are certain relationships that may be regarded as undue influence, and according to one view, the influenced contract should be set aside on public policy grounds, even though the contract does not harm the influenced party. Such relationships are based in a confidence bond created, such as in the case between a parent and a child. In the case of a utility contract, such undue influence is difficult to trace, as for example, the law does not consider undue influence the contractual relation between an employer and an employee, which may serve as an analogy for the relation between government officials and investors.

In the performance stage, the issue of legal enforceability is at prime. The problems identified in section 2.3.1.2 are present at this stage. Assuming that a regulatory contract must consider the financial viability and the efficiency criterion, therefore some regulatory decisions may render the performance of the contract either frustrated or burdensome. Bear in mind that infrastructure contracts are of long term, thus the losses endured in year 3 might quite well be compensated in the coming years, thus a commercial practice may advise against the discharge of the contract to find ways to solve the problem.

A contract may be discharged on frustration grounds if its performance is either impossible or illegal. English contract law provides for frustration in cases of impossibility (destruction of a particular thing, death or incapacity, unavailability, failure of a particular source, method of performance impossible, statute, impossibility or impracticability), frustration of purpose, illegality, prospective frustration, alternatives, and events affecting only one party’s performance (Treitel 1995). If these grounds are confronted with the problems identified in section 2.3.1.2, probably the impossibility or the impracticability grounds are the ones that fit better on them.

It is difficult to determine when the performance is impossible (Treitel 1995), but in many cases the Courts have addressed the issue of price increases as a possible circumstance where frustration is applicable. For example, when prices for the provision of the service surge before the contract was committed to a specific price level on materials. Nevertheless, prices in economic regulation should be pass-through to consumers, thus in this case the problem might be that the allowed price increase does not cover for the financial viability. At first sight, it may be that the contract is frustrated; however, several other elements may have concurred to achieve that price level. For example, prices sought by the utility may be quite high than prices considered by the regulator, or the technology assumed by the utility might be too expensive compared to other alternatives. It equally might be the case that the regulator got the prices wrong, and relief should be provided. 

One important element to be borne in mind is that prices are not set at first hand but usually every 5 years. Thus, there is a risk in the price level associated to several variables that are beyond the simple idea that all cost should be passed through consumers. For example, there are costs that should not be passed to consumers as in the case of infrastructure overinvestment (or gold plating, see Kahn 1988) or majestic gardens serving water premises in poor areas, or price transfers. In many cases of costs, there is a fine line between what is accepted and what is not. Would it be fair to say that in this matter the utility assumes the risk, or is the case that consumers should pay whatever cost?

4. Normative Proposal

After reviewing the interaction between property rights and IBEs, and having identified possible IBEs in the water industry, thence I propose a possible normative rule to solve disputes regarding regulatory decisions that may take property of regulated natural monopolies.

I sustain that regulatory decisions imposed over natural monopolies should sometimes not be compensable if such decisions can be proved to advance the efficiency of the regulated monopolistic market; or, in other words, they prove to redress a market failure. In such case, an IBE becomes frustrated when it is proved that the investment was inefficient. 

For example, the idea of efficiency in the UK Water Industry Act 1991 constitutes a constructive notice of the aim of regulatory law, since a natural monopoly is regulated to rectify a market failure. Thus, if a regulatory decision is taken based on the efficiency merit of the law, then it should be deemed foreseeable and no compensation should be granted, despite part of the bundle of rights might be taken away by the regulatory decision (Washburn 1996). Even more, citing Justice White in Connolly v. Pension Benefit Guaranty Corp., 475 U.S. 211 (1986), ‘those who do business in the regulated field cannot object if the legislative scheme is buttressed by subsequent amendments to achieve the legislative end.’

With the enactment of the UK Enterprise Act 2002 and the UK Water Act 2003, the focus on efficiency has been shifted to enhance consumer welfare (see section 30 of the Enterprise Act and the amended subsection 2A of the Water Industry Act). Despite this new focus on consumer welfare may impose its precedence on efficiency when the Director General of OFWAT has to make a decision, but there is a bottom line: the undertaker has to remain profitable. 

Consequently, the rule proposed is, if a natural monopoly is regulated to redress market failures, then there is no right of compensation if public utilities’ property is categorically taken (either per se or partially) if, and only if, the regulatory decision redress a market failure, actual or future. In other words, if compensation is granted in protection of the monopoly’s property rights disregarding efficiency, then the market failure will not be avoided, and consequently the aim of the regulatory law will be defeated. For example, a well-known incentive of regulated natural monopolies is their expansion of investment and output (Kahn 1988). In such case, the regulator may decide not to include a particular investment on the regulatory asset base as she may consider it unnecessary for the provision of the service; then, compensation should not be granted because of not considering the investment in the asset base.

But, on the other side, what happens if the regulatory action takes property of the utility, but does not serve a goal of efficiency exceeding the aim of the law? Is it compensable? My answer is that efficiency should be the ultimate aim of economic regulation, thus the rule should be that a regulatory taking should not be compensable, unless the monopoly can prove that the taking does not foster efficiency in the specific case analysed.

The previous proposition aims at establishing a criterion to solve regulatory takings problems. The rule proposed, although it appears simple, it has complexities. For example, from the perspective of time an investment in time 1 may be considered efficient, though in time 2 may be considered inefficient. This is the case of investing in one technology that turns out to be unnecessary as demand falls. The rule proposed suggests the prevalence of efficiency, suitably an inefficient investment in a natural monopoly should not be considered by the regulator at the time of price review. In other words, customers should not bear an inefficient managerial decision. Nevertheless, there are cases where investment decisions might have been decided upon an efficiency criterion, but later became inefficient. This is the case where technology evolves faster than expected, or the case of political or economic unexpected developments. Here, the rule proposed suggests that the investment should not be considered in the price review.

5. Conclusion

This paper review several legal trends in the most advanced regulatory systems, recognising important similitude among them. Notably, the ideas of financial viability and efficiency are present in every system. This is not coincidence, but the recognition that economic regulation of natural monopolies should tend towards such aims. Naturally, disputes arising between governments (regulators, properly) and private utilities should be solved on those grounds rather than on general rules of law, as they might produce inefficient solutions for the whole community.
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� La Nación, 05 December 2005, http://www.lanacion.cl/prontus_noticias/site/artic/20051204/pags/20051204190109.html


� In the interest of brevity, I am presenting Sidak and Spulber in a simplistic way, which does not account for their extended and complex argumentation in their excellent book Deregulatory Takings and the Regulatory Contract.


� Maximum prices do not reflect the undertaker’s cost of capital; Deregulation; Windfall; Uncompensated services; Business diversification; Undervaluation of assets owned by the undertaker; Exclusion of assets from the price setting; Refusing to increase utility rates to reflect the costs of an operating asset.
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