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1. Introduction
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Regulation and administered contracts

Victor P. Goldberg

Associate Professor of Economics
University of California, Davis

This paper explores the ramifications of introducing administered
contracts—long-term, collective contractual relationships—into eco-
nomic analysis with attention being focused on the implicit regula-
tory contract. The perspective afforded by the administered con-
tracts framework suggests that the economist’s case against regula-
tion has been overstated. Many of the problems associated with
regulation lie in what is being regulated, not in the act of regulation
itself. Further, many of the perceived failures of regulation (for
example, entry restrictions) can be seen to have a plausible efficiency
rationale.

B The failure of regulation has been widely chronicled in recent
years.! Extension of public utility regulation into new areas—e.g.,
cable television and hospitals—calls forth widespread opposition from
economists (and others) and the momentum for deregulation of a
number of activities has been building. However, regulation’s low
repute is in part based on misconceptions about the regulatory pro-
cess and the private contract alternatives.

In this paper we present a conceptual framework offering a differ-
ent perspective on regulation and institutional choice. The emphasis
is on aspects of contractual complexity typically glossed over in
economic analyses of regulation (and economic theory generally). The
paradigmatic contract of economic theory (and of law)? is a discrete
transaction conveying a well-defined object (the ever popular widget)
in exchange for cash. This characterization is adequate for many
purposes, but it diverts attention from some aspects of contract that
will be of particular significance in a regulatory context. This discrete
transactional mold is apt to be singularly inappropriate for represent-
ing relations which are to take place over a long period of time and in
which the parties will have to deal with each other regularly over a

This research was partially supported by a post-doctoral fellowship from the Public
Choice Center, Virginia Polytechnic Institute and State University. The author would
like to thank the following for comments on earlier drafts: George Berger, Paul Joskow,
Blair Lord, Ian Macneil, Alan Olmstead, John Roemer, Warren Samuels, Kathy
Swartz, Gordon Tullock, David Warner, and Oliver Williamson. An earlier version of
this paper was presented at the Seminar on Problems of Regulation and Public Utilities
held at Dartmouth College, August 5, 1975.

! ““ Among economists the disdain and contempt for regulation is nearly universal;
if effective, it is thought to be pernicious, and if ineffective, a waste of resources’
(Dewey, 1974, p. 10). See also MacAvoy (1970, p. viii) and Green and Nader (1973, p.
881); for a detailed statement of the antiregulation case, see Posner (1969).

2 For a detailed discussion of the role of the discrete transaction paradigm in the
law of contracts, see Macneil (1974); for discussion of some of the economic implica-
tions, see Goldberg (1976a).



wide range of issues (many of them unknown in advance). A second
suppressed problem concerns the reliance of individuals on agents
(for gathering information, making decisions, negotiating contracts,
adjusting the terms of ongoing relationships, and so on). It is conve-
nient to distinguish the discrete transaction of traditional theory from
contracts which exhibit prominently one or the other (or both) of
these elements—an ongoing relationship and agency. Such contracts
will be called ‘‘administered contracts.’’? Regulation can be viewed as
an implicit administered contract in which both elements are sig-
nificant.*

By attempting to analyze regulation within a discrete transaction
framework, economists have suppressed the most significant aspects
of the regulatory arrangement and this has led to an overstatement of
the case against regulation. First, that framework generates the wrong
criteria against which regulation is to be evaluated. Second, when
viewed in an administered contracts perspective, regulatory policies
that would appear indefensible in a discrete transactions world can be
seen to have a (loose) efficiency rationale. And finally, a failure to
appreciate the complexity of contractual arrangements in the private
sector is apt to leave the analyst unduly sanguine as to the efficacy of
private market solutions to problems in the regulatory sector.

The argument below should not be construed as a brief for wall-
to-wall regulation. Nor should it be taken to mean that current reg-
ulatory policies are the best we can do. They are not. The point is
simply that if one is interested in seriously analyzing regulation and
other institutional alternatives, it is necessary to open up the ‘‘black
box’’ of contract.

M Before analyzing the complexities that arise in a world of adminis-
tered contracts, it is useful to elaborate upon some of the aspects of
such a world. We begin this section by expanding upon the distinction
between the discrete transaction and the ongoing contractual relation-
ship. We then turn to a discussion of agency and the related issues of
the nesting of contractual relationships and the blurred borderline
between private contract and social contract. Next we introduce a
convenient simplification—the notion that the agent is putting out a
bid for a long-term contract for the right to serve his constituency.
Finally, we will make some remarks concerning the difficulties en-
tailed in developing satisfactory welfare or efficiency criteria in an
administered contracts framework.

O Relational contracts. The pure discrete transaction of economic
theory involves the contemporaneous exchange of claims or rights

3 Pure discrete transactions exist only as theoretical abstractions. All contracts will
have at least some relational and agency aspects (as will be made clear in the following
section) and it might therefore be better to eliminate the ‘‘administered contract’
terminology. We prefer, however, to use it now to emphasize the distinction between
contracts in which the relational and/or agency aspect is important and the narrower
contracts implicit in most economic theorizing.

4 In the next section we shall broaden the notion of the agency relationship so that
it will be unnecessary to distinguish between actual contractual relationships (those
explicitly recognized as creating contractual duties) and implicit contractual relation-
ships.

2. The
administered
contracts
framework
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between the contracting parties.5 The identity of the parties and the
social milieu within which the contract is consummated are irrelevant.
The exchange is cloaked in anonymity with one party selling to the
market and the other buying from the market. This is an extreme
caricature of contract and in its purest form it has no real world
counterpart. Contract typically involves the projection of exchange
into the future, with contemporaneous exchange as a special case.
Entering into a contract will generally entail placing restrictions on
the contracting parties’ future options. Freedom of contract is the
freedom to impose restrictions on one’s future behavior.®

For a wide range of activities, recognition of the duration of the
contract and the extensiveness of the future restrictions would add
complexity to the analysis but little insight. For many other activities,
however, the length of the agreement, the nature of the restrictions,
and the complexity of the issues arising between the formation stage’
of the contract and its termination will be of crucial interest. Consider
the difficulties in designing contracts to deal with long-term relation-
ships such as development and procurement of complex defense
hardware, construction of a chemical plant embodying substantial
state of the art advances, joint ventures, franchise agreements, or
marriage. While the parties might want to go into considerable detail
at the formation stage concerning the rights and obligations of each
party given various contingencies,® it will often prove too costly to
specify the precise terms of the contract and it will be desirable
instead to use rough formulae or mutual agreement to adjust the
contract to current situations.® As the relational aspects of the con-
tract become more significant, emphasis will shift from a detailed
specification of the terms of the agreement to a more general state-
ment of the process of adjusting the terms of the agreement over
time—the establishment, in effect, of a ‘‘constitution’’ governing the
ongoing relationship.?

O Agency. Frequently one party to a transaction—the firm—engages

5 For a detailed discussion of the characteristics of discrete transactions and
relational contracts, see Macneil (1974, pp. 735-805).

6 See Clark (1939. p. 87) and Macneil (1974, p. 810).

7 In contractual relations, rights and duties often arise before the formation stage of
the contract. In civil code countries, the obligation to bargain in good faith has long
been explicitly recognized. Kessler and Fine (1964) show that this continental law
doctrine is not totally foreign to common law jurisdictions. See, for example, Hoffman
v. Red Owl Stores, Inc., 26 Wis. 2d 683. 133 N.W.2d 267 (1965).

& For examples of some attempts to specify at least some of the terms of the
marriage contract, see Weitzman (1974, pp. 1278-1288).

® For a discussion of some of the factors making long-term, incomplete contracts
desirable, see Williamson (1971, 1973, 1974), Macneil (1974), and Goldberg (1976a).
Coordination by long-term contract blends into coordination by vertical integration. It
is not hard to imagine interfirm coordination mechanisms that are stronger and more
accepted by the relevant parties than some intrafirm mechanisms. The convenient
fiction of economic theory that monolithic firms coordinate internal behavior perfectly
and engage only in discrete. anonymous contracts with external parties leads us to
ignore the great similarities between internal and external coordination. For an ap-
proach which stresses interorganization coordination, see Richardson (1972).

10 The constitution can be in large part implicit, being defined largely by the social
(and legal) context within which the agreement was made. The standard marriage
contract provides a good example. The general question of the nesting of transactions
in deeper relationships is discussed briefly in Section 2 and in more detail in Macneil
(1974).



in similar transactions with a large number of other parties—the
consumers—who each enter into very few such transactions. The
consumers will, in many instances, find it desirable to act collectively
through an agent both to negotiate the terms and to administer the
contract over time. In an analogous situation, employees will find that
a union can fill this role, negotiating multiyear contracts which deter-
mine both compensation and working conditions and also providing a
method for seeing that the terms of the contract are adhered to (or a
means for changing the working conditions without reopening the
contract).

We can view individual transactions as being governed by con-
tracts on (at least) two levels. The provider enters into contracts with
individual customers with the content and interpretation of these
contracts governed by another level of contract—the collective
contract—between the provider and the agent. Regulation can also be
viewed in this manner with the implicit contract between the regu-
lated firm(s) and the regulatory agency serving as the collective con-
tract.!! Indeed, we can go much further than this. Conceptually, we
can treat judges and legislators as agents enforcing and revising the
rules under which individual transactions take place. Thus, the ab-
sence of a formal administered contract does not preclude us from
analyzing a certain set of transactions as if it were governed by such a
contract. For example, the law of product liability can be viewed as a
collective contract governing the terms under which numerous indi-
vidual contracts are consummated; further, changes over time in the
content of product liability law can be viewed as efforts by the agents
(courts and legislatures) to adjust the terms of the collective contract
to changing circumstances.!?

In this sense, all transactions, however well defined they might
appear, are nested in a complex shifting pattern of contractual juris-
dictions which, taken together, establish the rights and obligations of
the respective parties and the roles of the agents. The structures of
the set of contracts governing particular transactions can, of course,
differ substantially. The responsiveness of the agents to their clien-
tele, the division of authority between agents, and the freedom of
individuals to shift between jurisdictions all will vary.!> Nevertheless,
this formulation does call attention to the fact that the problems of
determining the appropriate common law rules for governing specific
sets of transactions will in many ways be analogous to the problems

't There is no reason for the collective contract to be explicitly recognized as a
valid contract. Indeed, even if it has no legal recognition it might still be of tremendous
practical importance; see, for example, Friedmann’s discussion of collective bargaining
agreements in Great Britain (1951, pp. 26-27).

12 Brown (1974, p. 149) notes that the common law can be treated as a standard
form contract. We are suggesting a slightly different interpretation. The common law is
embedded in a social contract which establishes a procedure for adjusting the specific
terms of the contract over time.

13 Agency relationships might be very short-lived and might involve small num-
bers. Single individuals or small groups might engage agents to customize services for
them (e.g., stock brokers or trustees). One party might sometimes act both as a party to
the transaction and an agent for the other party (e.g., a doctor or a department store
certifying, in effect, the product’s quality). Since in the context of regulation we shall
generally be more interested in long-run collective agency relationships, these qualifica-
tions will generally not be of much importance in this paper. They can, however, be of
much greater interest in a general theory of agency. For an exhaustive taxonomy of
agency concepts, see Mitnick (1974).
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faced by regulators and other administrators of collective contracts. It
also emphasizes that private explicit contract inevitably blends into
implicit social contract of which regulation is but a special subset.
Finally, it provides us with an individual—the agent—on whom we
can focus our attention. That the agent might be a fictitious character
does not detract from his pedagogic value.

We shall assume throughout that the agent is a faithful representa-
tive of his principals’ interests. While a wildly unrealistic assumption,
the benevolent agent, like the benevolent dictator of traditional wel-
fare economics, is a convenient analytical construct. This assumption
does, however, preclude discussion of the politics of regulation—
particularly the charge that regulators are susceptible to political
influence by producer interests.!# It is indeed true that the institutions
of regulation are subject to political abuse. We must bear in mind,
however, that all institutions, including those of private contract, are.
It is by no means obvious that integrating political considerations into
the analysis will make regulation a relatively less attractive alterna-
tive; detailed investigation of that point, however, is beyond the
scope of this paper.!s

How might we model economic processes in a world in which
agency is important and restrictions on entry into (and exit from)
jurisdictions are pervasive? One possibility would be to take a general
equilibrium Walrasian approach. This, however, is apt to be unin-
teresting or impracticable.!® Instead we shall focus on the decisions of
an agent with a fixed constituency; this is roughly the counterpart to
Marshallian partial analysis in an agency world. (As we shall see in
the next section, however, the analysis has strong Schumpeterian
overtones.)!”

0 A bidding for the market paradigm. To facilitate analysis, we shall
focus on an agent who must devise, put out to bid, and administer a
collective contract for the provision of electricity, telephone service,
or some other so-called natural monopoly industry. The assumption
that there is a unique formation stage for the collective contract does
some violence to reality, particularly for some of the more subtle
relational contracts (e.g., the implicit contract of the common law).
The assumption does, however, greatly simplify the discussion and
usefully centers on the decision problem of the benevolent agent with
a defined constituency (or jurisdiction).!8

14 See, for example, Bernstein (1955), Stigler (1971), and Posner (1974).

15 For a more detailed discussion of the politics of regulation and private contract,
see Goldberg (1974); see also Galanter (1974).

16 Tt is doubtful that sufficient institutional content can be introduced into such
models to make them very interesting. On a more heuristic level, however, the study of
‘‘appropriate jurisdiction’’ might yield useful insights. For example, if most health
insurance is provided through group insurance, then we might ask whether the group
administrator is the appropriate agent for all aspects of the contract or whether some
decisions should be left to ‘‘lower’” agents or reserved for ‘‘higher’’ agents. An
example of the former would be giving the individual member a choice of insurers or
insurance packages; an example of the latter would be a legislative or judicial rule that
the insurance coverage does not lapse for one year after an individual has been laid off.
For a discussion along these lines, see Lord (1975).

17 A third approach, which is largely ignored here, would be to focus on the agent’s
problems of building and maintaining his constituency.

18 Certainly the initial bidding abstraction would appear far less objectionable than
the conventional Walrasian fiction of an auctioneer quoting prices.



Demsetz!? relies on bidding for the whole market in his debunking
of the standard natural monopoly justification for regulation—namely
the allegation that there might be room for only one efficient pro-
ducer. The fact that technology requires that only one producer exist
does not preclude an initial bidding competition for the right to be the
sole provider. If collusion among bidders can be avoided, competitive
bidding “‘for the field”’ should eliminate monopoly profits, since any
bidder who included monopoly profits in his bid would run the risk of
being undercut. Expected profits would, therefore, be zero and, since
Demsetz assumes away risk and uncertainty, there will be no risk
premium. Thus, competitive bidding solves half the monopoly prob-
lem: excessive profits. However, if this solution entailed merely
equating price and average cost, there would still be misallocation
since, with decreasing costs, price would exceed marginal cost. This
second problem can be solved, as Demsetz implies, by adopting a
multipart tariff, charging the consumers marginal cost plus a lump
sum just sufficient to yield the provider a normal profit. Thus, there is
no reason in principle that a natural monopoly industry need be
inefficient.

This argument assumes away problems due to risk or transactions
costs to focus attention on the logical inconsistency of the narrow
natural monopoly rationale. Of course, as Demsetz has shown
elsewhere, if we can assume away risk and transactions costs, then,
as long as there is freedom of contract (that is, the state does not
artificially set some transactions costs greater than zero), the private
market will always yield efficient outcomes. Monopoly, for example,
would not be inefficient, since consumers could (costlessly) band
together and bribe the monopolist to set price equal to marginal costs
even if there were no potential competitors.2?

The demolition of the natural monopoly rationale is not merely a
testimonial to the power of the ‘‘zero transactions cost’’ assumption.
The argument highlights the fundamental similarity between regula-
tion and a private contract for the right to serve. It further suggests
that in searching for a rationale for regulation we should look not at
the shape of the long-run average cost curve, but instead at the
complexities involved in devising and administering such a contract.
Indeed, natural monopoly industries will be characterized in this
paper not by their alleged decreasing average costs, but by the fea-
tures which make long-term relationships between consumers and
producers desirable and which further make it extremely difficult to
determine at the outset the specific terms of that relationship.

O Desiderata. Working within the discrete transaction paradigm,
economists have developed an elaborate and elegant optimization
framework which provides a rigorous definition of economic ef-
ficiency. In an administered contracts world we are not so fortunate.
We must first concede that even if the agent were to perform per-
fectly, the outcomes need not be socially desirable—there is no
reason to presume that decision-making has been decentralized along
the proper lines. That is the price we must pay for confining ourselves
to partial analysis.

19 Demsetz (1968); for a critical discussion of Demsetz, see Williamson (1976).
20 See Demsetz (1966, p. 64). For a discussion of some of the conceptual difficul-
ties that arise in a zero transactions cost world, see Goldberg (1976a, pp. 46—48).
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The agent must, explicitly or implicitly, give appropriate weights
to the preferences of his clientele—that is, he must somehow con-
struct a partial social welfare function. Further, he must ascertain
those preferences and where preferences are ill-defined—as would be
common in administered contracts—the agent will, in effect, be called
upon to manufacture group preferences.?! Hence, welfare criteria will
be based on the agent’s weighting and characterization of reasonable
preferences.

In the discrete transaction paradigm, the parties are concerned
with the price and quantity of clearly defined inputs or outputs and
make their optimizing production or consumption decisions accord-
ingly. The agent at the formation stage of an administered contract
typically confronts a far more complex problem. The longer the an-
ticipated relation and the more complexity and uncertainty entailed in
that relation, the less significance will be placed on the price and
quantity variables at the formation stage. The emphasis will instead
be on establishing rules to govern the relationship: rules determining
the appropriate length of the relationship; rules determining the pro-
cess of adjustment to unexpected factors that arise in the course of
the relationship; and rules concerning the termination of that relation-
ship.

One can, with suitable caution and humility, apply the logic of
optimization to aspects of the agent’s choice problem. Indeed, one
reason for formulating the problem as we have is to facilitate such
analysis. Thus, by holding other aspects of the problem constant, it
should be possible to determine the optimal length of a contract as a
function of certain parameters (such as the exogenous rate of
technological change). Nevertheless, in the discussion that follows we
shall shy away from attempting to develop any rigorous criteria for
efficiency and shall instead content ourselves with judging arrange-
ments by some ‘‘reasonable’’ criteria. Such a nondefinition of ef-
ficiency will not sit well with most economists. Having scaled the
dizzying heights of optimality, it is difficult and a bit anticlimactic to
have to plumb the murky depths of reasonableness.

R Suppose that potential bidders for a contract realize that successful
performance requires them to install long-lived, specialized capital
equipment that has a very thin resale market. Their bid will depend in
part on their expectations concerning the future availability of that
market. These expectations will, in turn, be influenced by the exis-
tence of restrictions on the consumers’ ability to exit. The invest-
ment might, however, prove to be a serious miscalculation and the
winner might find that it cannot even cover variable costs. Then
termination would be cheaper than continuation. In this event, mak-
ing it easier for producers to terminate the contract will enhance the
attractiveness of the arrangement (lower the supply price). Hence, the

21 Alternatively we could say that the agent must determine the principal’s true
preferences and then, given the principal’s ignorance of the relationship between his
preference mapping and the choice set, the agent must attempt to construct that
relationship. Thus, in a world in which a rational principal must delegate much of the
task of evaluating alternatives to agents, we cannot judge the success of the agents
against a standard based on the principal’s perceptions of the relationship between the
available alternatives and his utility to be derived therefrom.



producers will find that restrictions on either their behavior or the
consumers’ behavior will affect their supply price.

Consumers are in a similar position. To take advantage of a par-
ticular service might require the installation of long-lived complemen-
tary equipment. The consumer might be reluctant to purchase an
all-electric house if he has no assurance that electricity will be avail-
able at ‘‘reasonable prices” over the life of the house. On the other
hand, the consumer will want to avoid being locked into an inferior
technology; for example, he might want the flexibility to transmit data
by microwave rather than telephone lines if he were to see fit.

Increasing the protection of the producer’s right to serve will make
the contract more attractive to producers but, ceteris paribus, will
make it less attractive to consumers. Likewise, increased protection
of the consumers’ right to be served will be valued by consumers and
be treated as an additional cost by producers. Thus, at the formation
stage the agent must determine the appropriate protection for both the
right to serve and the right to be served.

Consider the following stylized example. The provider can name
only one price that is fixed for the duration of the contract. Consum-
ers have no interest in protecting their right to be served. (Therefore,
the producer is free to terminate at will.)22 Potential bidders know
that as the durability of the plant increases, the marginal costs of
production will fall; if the contract is terminated at any time, how-
ever, the scrap value of the plant will be zero. The consumers want to
maintain their freedom to terminate the agreement so that they can
take advantage of lower prices and/or superior technologies as they
appear. The only variable under the agent’s control is the level of
protection of the right to serve.?3

The optimal protection will be that at which the expected marginal
benefits to the consumers of increased durability and decreased pro-
ducer risk (lower prices) are just offset by the expected marginal costs
of decreased flexibility. If the optimal protection is substantially
greater than zero, this means that the agent finds it in the long-run
interest of his principals to restrict their future options;?* the effective
achievement of their long-term interests requires that barriers be
erected to their pursuit of short-run self-interest.2s

Observation of private contracting parties suggests that they often
will provide such protection in their contracts. Long-term commercial
leases, requirements contracts, and exclusive dealing contracts are

22 Price determination in long-term contracts will be discussed in more detail in
Section 4. Protection of the consumers’ right to be served will be discussed in Section
5; for a detailed analysis of the right to be served, see Goldberg (1976b)

23 Protection depends on both the length of the contract and the penalties for
breach at any time during the life of the contract. It is assumed for expositional
convenience that these can be aggregated.

24 It should be remembered that the very essence of contract is the restriction of
future options. It is the economist’s failure to take cognizance of that fact which leads
to the treatment of long-term restrictions on behavior as aberrational.

25 Formal models of the agent’s choice problem can be extended to take into
account such complications as (1) consumer reliance on the continuance of the relation-
ship (protection of the right to be served), (2) more complex pricing formulae, and (3)
interactions with insurance or alternative risk spreading devices. While insurance will
often be a substitute for restrictions, it can also be a complement; it might, for example,
be best to insure against some contingencies and to include restrictive contract clauses
to control insurance premiums.
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commonly observed.?¢ Liquidated damages for premature termination
or cancellation are also common.2? For example, for sale of nuclear
power plants General Electric’s catalog listed termination charges in
1974 beginning at $72,000 per month.?® The natural monopoly sector
has characteristics which generally make protection of the producer’s
reliance especially attractive—very high capital-output ratios and cap-
ital which is both extremely long-lived and relatively immobile.?? It is
therefore reasonable to expect that the agent would design contracts
with substantial protection of the producer’s right to serve.

The fact that such protection would be desirable from the con-
sumer’s point of view has important implications for the analysis of
regulation.?® Two closely related criticisms of regulation are that it
unduly restricts entry3! and that it discourages technological change

26 In practice, these often provide much less protection than they appear to
provide on paper. See the comments of businessmen in Columbia Nitrogen Co. v.
Royster Guano Co. 451 F.2d 3 (4th Cir. 1971). On the other hand, it is probable that
meaningful long-term contracts would be more common were it not for their possible
conflict with the antitrust laws. See Standard Oil Co. of California v. United States,
337 U.S. 293 (1949) and FTC v. Motion Picture Advertising Co., 344 U.S. 392 (1953).

27 Courts will refuse to enforce what they regard to be penalty clauses. The line
between unenforceable penalty clauses and enforceable liquidated damage clauses is a
fuzzy one. See Dawson and Harvey (1969, pp. 19-34) and Macneil (1975, pp. 699-702).

28 Kwitny (1974, p. 39). In 1973 Combustion Engineering won a series of contracts
in which it dramatically increased the customer’s freedom to back out of deals. While
the increased freedom (reduced protection of the right to serve) might ultimately prove
desirable, it is clear that Combustion Engineering has exposed itself to substantially
greater risks. The Wall Street Journal notes the company officers and directors were
heavy sellers of the stock in 1973. It further states:

Within Combustion, the debate over these risks has grown so hot that a contracting
executive has come to this newspaper with documents describing the new contracts.
He argues that the risks are unacceptable and could cost Combustion hundreds of
millions of dollars within a decade. He shows evidence that others in the company are
worried too (Kwitny 1974, p. 38).

29 It could be argued that these characteristics are the result of protective regula-
tion. Indeed the argument in the following footnote suggests that the protection of the
right to serve will generally lead to more capital intensive production techniques. Thus
we are implicitly assuming that if there were no protection for the right to serve, the
efficient capital-output ratio would still be very high or if that is not the case, the
optimal technique would be extremely expensive. For most of the industries generally
classified as natural monopolies that would seem to be a reasonable assumption.

30 The discussion in the text focuses on growth and innovation and ignores internal
efficiency issues such as the influence of regulation on factor proportions: The analyti-
cal framework can be extended to encompass such issues. For example, it seems clear
that the level of protection of the right to serve does influence the choice of production
techniques. As protection is increased, producers will adopt technologies which take
advantage of this increased protection and this will almost certainly lead to the adoption
of more capital-intensive techniques. The choice of flexible pricing rules (to be dis-
cussed in the next section) can also influence factor proportions decisions. The
Averch-Johnson (1962) model would be a special case in which the right to serve has
absolute protection (entry is blockaded) and in which rate of return pricing (rather than
some other flexible pricing mechanism) is used. In this broadened context the A-J
overcapitalization result must be reinterpreted. The optimal factor proportions of the
A-J model will not (except by accident) be optimal when we take into account the
factors that make flexible pricing and protection of the right to serve (and the right to be
served) attractive. (It should be noted that there are other reasons for not taking the A-J
implications seriously; see Joskow (1974).)

31 Posner (1969, p. 612) for example, states:

But limitations on entry are worse than superfluous; they constitute a barrier to entry
that may perpetuate monopoly long after a market has ceased to be naturally
monopolistic.



by protecting existing producers from competing technologies.?? To
be sure, such limitations on entry must appear inefficient in a discrete
transaction world. Entry barriers do enable the producer to charge a
higher price in the short run than he could without the barriers;
likewise, the regulator who, for example, protects UHF station own-
ers from CATV competition is undoubtedly in error within this
framework. But this short-run analysis ignores the importance of the
protection of the right to serve. Would the firm have come into the
market initially without some protection from competition? Would it
have come in on terms as favorable as it did? What will be the rate of
supply of innovations in the future if potential suppliers realize they
will not be protected by the regulator? That is, if we view the protec-
tion afforded by the regulatory agent as forward looking, we can see it
as a goad to innovation rather than a hindrance. Restrictions on entry
by firms with identical or competing technologies provide a (possibly
beneficial) haven from the Schumpeterian gale of creative destruction.
Schumpeter?? put the point eloquently:

. restrictions . . . are, in the conditions of the perennial gale, incidents, often
unavoidable incidents, of a long-run process of expansion which they protect rather
than impede. There is no more of a paradox in this than there is in saying that motorcars
are traveling faster than they otherwise would because they are provided with brakes.

Thus, a regulator acting as the consumers’ agent would desire
some shielding of existing producers from competing technologies.
Regulation could, perhaps, be criticized for doing too much shielding
or shielding the wrong producers, but to be valid such criticism first
requires that we adopt a framework that enables us to determine the
appropriate restrictions on producers and consumers.34

Even if it is true that regulation is too protective of existing
technologies, there is no reason to presume that private contract
would lead to the optimal amount of protection. The consumers’
private agent will adopt some of the same practices as would the
regulator (public agent). We can thus suggest four points. First, some
technology suppression will likely be desirable from the consumers’
viewpoint regardless of the institutionally determined identity of the
agent. Second, institutional arrangements relying on private agents
will frequently have restrictive mechanisms similar to those employed
in regulated industries. Third, if they do not employ such mech-
anisms, they will often rely on a mixed bag of substitute rules to
achieve roughly the same goal—patents,? trade secrets, and creation

The only justification for regulating entry that seems at all appealing . . . is that a
true market test of a new entrant’s efficiency may fail to materialize due to the
regulatory agency’s power to prescribe minimum rates.

32 See, for example, Green and Nader (1973, p. 881), Kahn (1971, pp. 32-45),
Posner (1971, pp. 29-30), and Noll (1971, p. 25).

33 Schumpeter (1950, p. 88). The reader is strongly urged to read the two para-
graphs preceding the quoted material.

34 In terms of policy we should be concerned not only with the appropriate
restrictions but with designing mechanisms that facilitate removing restrictions that
no longer serve their purpose. For an analysis along these lines concerning protection
of the right to be served, see Goldberg (1976b).

35 A patent is another manisfestation of the right to serve. During the life of the
patent, the patentee has the exclusive right to sell the product and can enjoin others
from doing so or collect damages (if he can afford to protect his claim). In an institu-
tional engineering context there are great difficulties determining the proper mix of legal
devices for protecting the right to serve. It should be clear, however, that all such
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of property rights in customers are examples.?® Finally, sometimes
private market mechanisms will simply not be adequate and the pri-
vate market will fail to provide goods and services that would (and
should) be made available under alternative institutional arrange-
ments.37

B Consider the options concerning pricing arrangements open to an
administrator of a long-term contract. One option is simply to charge
a lump-sum payment payable at the beginning of the period with
goods and services then provided costlessly during the period the
contract is in force. An almost equivalent alternative would be to
provide for a fixed annual payment. If the buyer has access to capital
at better terms than the potential sellers, it is to his advantage to
acquire the financing and to pay the supplier up front. If the contract
were terminated, then the buyer might find the task of attaining a
refund more difficult (and expensive) than the task of ceasing payment
and would therefore prefer annual payments. But aside from such
relatively minor issues, these two options are rather similar. A third
option would be to establish a price schedule fixed for the duration of
the contract. The schedule can entail all sorts of complex arrange-
ments—two-part tariffs, quantity discounts, cash discounts, and the
like. But the significant factor is that the price schedule, no matter
how complex, is agreed to when the contract is signed.

Another option would be for the agent to leave the price term open
to varying degrees. Rather than specify future prices in advance, he
could simply specify a process whereby such prices would be deter-
mined.?# Such flexible pricing can take a number of different forms.
The French administrative law doctrine of imprévision3® and, to a
lesser degree, the common law doctrines of frustration and quasi-
contract are examples of such flexible pricing at the implicit social
contract level. Alternatively, price could be adjusted according to
some formula. A cost-of-living escalator is the simplest example of

devices (including patents) are quite imperfect, and, furthermore, that the array of
institutional alternatives is much richer and more complex than standard economic
analyses suggest.

36 See National Fire Insurance Co. v. Sullard, 89 N.Y.S. 934: 97AD233 (1904) in
which insurance agents were given property rights in customers. Joskow (1973, p. 404)
complains that recognition of this right has severely slowed the adjustment of the
liability insurance industry to superior distribution methods.

37 It is quite possible that institutions of private contract can provide less flexibility
than those of regulation and can in some instances lead to too much protection of an
obsolete technology. Private property rights in insurance customers mentioned in the
previous footnote, provide one likely example. In a somewhat different context,
Dunham (1972, p. 14) notes that private restrictive covenants written at one point in
time establish a set of transactions costs at a later date which can substantially slow
adjustment to a changing world.

38 Flexibility will be important for elements other than price as well. For a discus-
sion of flexibility in long-term relationships from both a planning and legal viewpoint,
see Macneil (1975).

39 Friedman (1951, p. 34) notes: “‘It is in regard to administrative contracts that the
famous doctrine of imprévision was first developed. Since 1905, French administrative
tribunals have adjusted terms of administrative contracts in favour of the private
contractor where a change of circumstances, such as a substantial rise in costs, would
make it inequitable to hold him to the terms of the agreement. This has inspired most of
the recent developments of the doctrine of frustration.”’



this approach. Prices could be set in relation to some presumably
exogenous price, for example, the spot market price.4® Or the price
might be set as a function of gross revenues.*! Fuller and Braucher
summarize well the array of options:*?

Flexibility is sometimes sought . . . by leaving the price in a supply contract to be set
by agreement from time to time. The agreement may contain a general arbitration
clause . . . or it may contain a specific provision for arbitration in the event of a failure
of the parties to agree on price. Frequently no standard is established for the arbitrator
other than the implied one of general fairness and prevailing price levels. At other times
the agreement will include a formula that interlocks the price to be paid by the buyer
with the price of the same product, or a related product, on some designated market. At
other times, particularly in agreements between corporations affiliated in ownership or
management, price will be determined by actual cost to the seller plus a percentage for
profit. In such ‘‘cost plus’’ contracts an elaborate definition of *‘cost’’ will usually be
required, as well as considerable faith in the processes by which cost accountants
purport to allocate costs where more than one product is being manufactured or sold.

Flexible pricing techniques are risk shifting devices,*? but they are
much more than that. Price flexibility preserves the decisionmaker’s
ability to adjust to changing conditions. It provides the opportunity to
make better short-run allocation decisions under the umbrella of the
long-term contract.** In a complex world, agents (or contracting par-
ties generally) are unable to specify the characteristics of the product
at the formation stage.*5 Thus, in designing a contract for an ad-

40 In Socony-Vacuum, long-term contracts for gasoline fixed the price on the basis
of the prevailing spot market price. Industry members agreed to a procedure of buying
“*excess’’ gasoline in the spot market in order to raise prices, demonstrating that such
external prices need not be truly exogenous. United States v. Socony-Vacuum Oil Co.,
310 U.S. 150 (1940). Similarly, about half the wholesale meat sales are for future
delivery with the price being the one reported in the ‘‘Yellow Sheet’’ on the date of
delivery; for a discussion of alleged manipulation of Yellow Sheet prices by major meat
packers, see Kwitny (1974). Fishlow (1974, p. 269) notes that in Brazil, where indexing
has been built into many long-term contracts, the choice of an index has become a
political issue.

41 In American shopping centers tenants pay a fixed rent or five to six percent of
the gross, whichever is larger; Fuller and Braucher (1964, p. 79) note that such
arrangements have become very common in long-term leases for commercial real estate
generally. Such pricing is also common for franchising arrangements and royalty pay-
ments.

42 Fuller and Braucher (1964, pp. 77-78). For a detailed discussion of the variety of
flexible pricing techniques, see ‘‘Business Practices and the Inflexibility of Long-Term
Contracts’’ (1950).

43 The defense contracting literature suggests that as the government bears a larger
share of the risks of cost overruns—that is, as the contract type shifts from fixed price
to cost plus fixed fee—bidders will decrease their bid price; see Moore (1967, p. 49),
and Feeney, McGlothlin, and Wolfson (1964). While the federal government is probably
better able to bear the risks than defense contractors, it is not obvious that a wise agent
would shift the risk from, say, a cable television frm to a local community.

44 The importance attached to flexibility is well illustrated by behavior in the paper
industry. According to Macaulay (1963, p. 60):

The standard contract used by manufacturers of paper to sell to magazine publishers
has a pricing clause which is probably sufficiently vague to make the contract legally
unenforceable. The house counsel of one of the largest paper producers said that
everyone in the industry is aware of this because of a leading New York case concern-
ing the contract, but that no one cares.

45 While the argument in the text concerns the flexibility to adapt to changes in
specifications, the inability to specify quality at the formation stage and subsequent
difficulties in monitoring it will also increase the attractiveness of cost-based pricing in
contracts for long-term provision of a bundle of services. Problems associated with
determining and monitoring quality are discussed in Section 6.
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vanced weapons system embodying a number of advances in the
current state of the arts, construction of a complex new chemical
plant,*¢ or a telephone system to be operated over a long period of
time, the agent will desire flexibility to adapt his plans to incorporate
new knowledge developed during the performance of the contract (or
developed exogenously) and to adapt also to possible changes in the
principals’ preferences. It would be extremely difficult to maintain
such flexibility with a fixed price if the desired changes entailed
increased costs for the providers.*” If the change orders can be
isolated, the contract at the formation stage might appropriately call
for a fixed price plus a cost-based adjustment for changes in specifica-
tions;*8 if the changes are likely to be a significant aspect of the
product being procured or if assigning costs to the changes in spec-
ifications is very difficult, then the agent might desire to extend
cost-based pricing to the entire contract.

Many of the techniques used in other flexible pricing contracts are
ill-adapted to problems in the regulatory sector. Cost-of-living es-
calators can adjust for the risks entailed in a changing price level but
are of no help in adjusting to changes in relative factor scarcity,
quality changes, or production techniques. Prices might be tied to
spot market prices, but spot markets for most regulated industries
seldom exist (nor would the likelihood of their existence be much
enhanced under alternative nonregulatory regimes); even if they did
exist, there would be great difficulties in determining the relevant spot
price since costs often depend on customer characteristics (like loca-
tion), the availability of fuel, and other localized factors. Comparabil-
ity with benchmark producers (government or private firms) offers
some guidance, but, as the long controversy over the comparability of
TVA to private utilities showed, conclusive inexpensive answers are
not likely to be found.

It seems reasonable to conclude that the agent would desire some
flexible pricing mechanism in the long-term contract for provision of a
natural monopoly service. While some of the techniques discussed in
the previous paragraph might be utilized (e.g., fuel adjustment
clauses), it is quite likely that there will be a large cost-based compo-
nent. In particular, one form of cost-based pricing—rate of return
regulation—appears to be at least a plausible choice. It is not obvious
that any of the other imperfect flexible pricing mechanisms (including
the special case of prices fixed at the formation stage) will be
superior.*?

46 For constructing petrochemical plants, Business Week notes: ‘‘Most of the
industry has switched to a negotiated, cost-plus-fixed-fee type of contract from the old
fixed-price bid where the contractor with the lowest bid got the project.”” See ‘‘Fluor
Gambles on a Flock of New Orders,” Business Week, November 9, 1974, p. 129.

47 If the changes led to lower costs, the fixed fee would deprive the customers of
the savings; it would also greatly curtail the agent’s incentives to lower quality stan-
dards since his principals would not be rewarded with lower prices to offset the quality
reduction.

48 We must stress that in actual commercial ongoing contractual relationships,
adjustments often will be made regardless of the wording of the formal contract; see
Macaulay (1963).

49 The problems arising from cost-based pricing have been discussed extensively in
the defense contracting literature; see Scherer (1964). See also the discussion in Section
6.



B The discussion of pricing in the previous section assumed that only
a single price was to be charged. Since most observed long-term
contracts deal with a single customer, it is not necessary in those
contexts to discuss rules for designing a price structure. However, in
collective contracts this is no longer true and, consequently, the
complexity of the agent’s task is increased. He must now determine
an initial rate structure and rules for adjusting the structure over time;
this includes rules governing the conditions under which service to
specific individuals or classes of customers can be terminated and
rules governing the prices offered to new customers.

While for much economic activity customer protection against
termination (or a sudden price increase) is not important, in some
instances it would be very valuable. A franchise contract in which the
very existence of one of the parties is threatened by termination
provides one private sector example.5? Protection of the right to be
served is generally of greater import in the regulated sector.5! The
customer will find a great distinction between its ex ante and ex post
demand. Before locating its plant at a particular site, a firm will have a
number of options and, therefore, its demand for, say, rail services
will be more elastic than after the plant has been built. Business Week
provides a graphic example of the extent to which customers will rely
on the continuance of the relationship and of the costs that will arise if
that reliance is misplaced:52

The magnitude of even a short hiatus in Penn Central service is so great that auto, steel
and chemical industries, among other businesses located along the 19,000 mi. of line,
say there is no way even to plan for alternative service. Victor Long, director of
logistics for General Motors says, ‘‘You can’t make contingency plans for something of
this scope.”” Long says 42 GM plants are served exclusively by Penn Central, and some
of them would be affected within 24 hours. Ford Motor Co., with 29 plants exclusively
on the PC, says, ‘‘There is no way we could sustain our operation.’”” Dupont adds: ‘A
shutdown would mean insurmountable problems for every shipper.”

There are three roots for the customers’ demand for protection of
the right to be served. First, once the relationship has begun, the
supplier will be isolated to some degree from competition and will be
in a position to ‘‘hold up’’ the consumer. A simple example would be
the automobile mechanic who agrees to fix a car, takes it apart, and
then says he will put it together again at three times the originally
agreed upon price.5? Generally, after the consumer has entered into
the relationship with the producer, he will find himself vulnerable to
price increases or the threat of termination; the producer will be in a
position to price discriminate in an attempt to capture the ‘‘ex post
consumer surplus.’’$* In addition to protection from being held up,

50 See Macaulay (1970) and Kessler (1957).

51 The rights to serve and be served are not totally independent. The fact that the
customer’s options are generally restricted by the regulatory arrangement increases the
importance of the right to be served. Protection of the right to be served in the form of
the common carrier rule long precedes the appearance of the modern institutions of
regulation.

52 “‘Penn Central Puts Off Doomsday,’’ Business Week, February 17, 1975, p. 30.

53 The consumer would be protected under one or more common law doctrines
(e.g., preexisting duty or unconscionability) or Section 2-209 of the Uniform Commer-
cial Code. These represent a response by agents at a different level (judicial and
legislative) to the hold up problem.

54 Since the consumer’s demand curve can look very different after he has made a
commitment to the long-term contract, it is important when discussing price discrimina-

5. Protecting the
consumers’ right to
be served
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the customers will desire protection from arbitrary and capricious
treatment. Finally, they will want to deal with the problem of ‘‘honest
mistakes.’’ The customers want to make investment decisions on the
basis of reasonable price expectations but the producer finds that a
particular service is no longer (or never was) profitable; the customer
therefore would like some protection for his reasonable price expecta-
tions against the good faith decisions of the supplier to terminate or to
increase prices.>’

It should be clear that protection of the right to be served is not
the only mechanism which consumers can use to achieve their goal.
They could engage in stockpiling, maintain multiple suppliers, main-
tain standby capacity, insure, or perhaps even resort to vertical inte-
gration. Determination of the appropriate mix of these imperfect al-
ternatives is obviously a complex problem. It is reasonable to suggest,
however, that protection of the right to be served would frequently
play a prominent role in the mixes chosen by agents for contracts to
serve the natural monopoly industries.

Protection of the right to be served does not come costlessly. The
agent must therefore balance the benefits of protecting the right
against the costs such protection entails. The problem conceptually is
similar to that of protecting the right to serve discussed in Section 3.
Producers might be reluctant to initiate particular services if they do
not have the freedom to adjust prices (or terminate) if future cir-
cumstances warrant. This problem is in part mitigated by regulatory
policies which generally require the utility to extend services and by
compensation schemes which base utility earnings on the overall
operations of the firm, not on individual services—i.e., rate of return
regulation. Given these institutional constraints on the supplier, the
more likely effect will be that service will be overextended and that
particular services will be kept alive too long.*¢ If the firm is to make
a reasonable profit, the cost of providing unprofitable services must
be covered by some subset of the customers; in effect, customers will
pay an insurance premium in the form of higher prices. In addition, if
prices are prevented from adjusting to short-run changes in supply
and demand conditions, there will be persistent short-term resource
misallocation.5”

tion to distinguish between ex ante and ex post demand curves. This distinction gener-
ally appears to be ignored in analyses stemming from a discrete transaction orientation.

The producer can increase his revenue by a more indirect means by using the
threat of termination to discipline trouble makers—for example organizers of dealers,
tenants, or customers. This is, of course, analogous to the firing of union organizers.

55 What if consumers are uninformed and do not perceive the risks? Should we
encourage them to expose themselves to such risks because their ignorance shields
them from the undesirable results discussed in the text? We can still suggest an
alternative efficiency-based argument for justifying protection. Failure to adopt protec-
tion today against the unperceived future risks can lead to significant losses in the
future, and these future losses can cause social dislocations which would make society
as a whole worse off for having failed to adopt protective measures today. This notion
is analogous to Calabresi’s ‘‘secondary costs’ of accidents; see Calabresi (1970, pp.
39-67). Consumers, in effect, delegate to the agent the tasks of evaluating the risks and
of determining the efficacy of alternative responses to the risks.

56 It should be pointed out that the utility can to some extent offset these forces by
degrading quality and by using selective marketing practices.

57 The vulnerability of the individual customer to arbitrary treatment by the utility
suggests that substantial procedural protection of the individual’s right to be served
would be desirable. However, if the firm must go through extensive and expensive



We do not intend to consider here how the agent should balance
protection of consumer reliance against the costs of possible higher
average prices and static misallocation. The point we do want to
stress is that analyses in the discrete transaction tradition tend to
focus only on these cost elements—primarily the static misallocation
problems—and ignore the possibility that some of these costs might
well be worth bearing. Modeling which derives efficiency conditions
with the implicit assumption that there should be no protection of the
right to be served will, except by accident, give wrong and misleading
answers.

M If, as the above argument suggests, contracts for the provision of a
natural monopoly service will be long-term agreements with cost
based pricing, then the agent’s task is not done once the contract has
been let.’® As Posner notes, a whole new set of issues arises:*’

What our discussion of the pernicious side effects of profit regulation crucially implies
is that if an attempt is made to limit a company’s profits the government must also
concern itself with dimensions of firm behavior that could otherwise be left to the free
market, such as the efficiency with which the firm employs capital and other resources,
the rate and direction of its inventive activity, its expansion into other markets, and . . .
the structure of its prices. These are areas in which a natural monopolist left to itself
might be expected at least to approximate satisfactory performance. Once its profits are
constrained—even partially—the monopolist’s incentives to economically efficient and
progressive performance are distorted, and much broader regulatory controls of com-
pany activity become necessary.

He is right in observing that once we begin to attempt to limit the
firm’s profits, we have taken the first step down the slippery slope and
must then engage in a lot of other detailed oversight. He is wrong,
however, in suggesting that the roots of our difficulties lie in the
institutions of regulation. The problems are intrinsic to the service,
not to the act of regulation itself.

That is, if the regulatory relationship were replaced by a private
contract, the problems faced by the private agent would differ mainly
in degree rather than in kind from those that plague regulators and
provide a field day for their critics. Indeed, even in a rather simple
private sector contract like a university food service contract®® one
can observe on a lesser scale the whole panoply of regulatory horrors.

proceedings to terminate customers it might find it cheaper to continue serving them,
even if those customers are behaving in a manner detrimental to the group as a whole
(for example, not paying their bills). It should not be difficult to work out examples in
which the high price of due process will lead to substantial antigroup behavior. Starr
(1971), for example, argues that increased due process protection of tenants in public
housing has made it extremely difficult for the authorities to deal with ‘‘problem’’
tenants; this, he suggests, is a primary cause of the deterioration of public housing.

58 Since we are using the bidding for the market notion only metaphorically, there
is no need to consider the problems that arise if such a contract were actually being put
out to bid. If, however, we were considering the possibility of franchise bidding as a
substitute for regulation, such a comparision would be appropriate. For an example of
the difficulties that arise in this regard, see Williamson (1976) and Goldberg (1976c).

59 Posner (1969, pp. 605-606).

60 The university is in the not-for-profit sector and therefore the contract is not a
purely private market affair, but this is not terribly important. The bulk of the contract
food industry does deal with the private sector; see ‘‘ America’s Eating-Out Splurge,”
Business Week, October 27, 1975, p. 45. We focus on the university primarily because
we have had first-hand experience in negotiating and administering such a contract.

6. Administering
the contract
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Such contracts typically last for three years with the price for the
last two years to be determined on the basis of expected costs plus a
specified rate of return on sales. The university, like the regulator,
must determine which costs are allowable; it must further decide on
how detailed its monitoring of the firm should be, and on how much
discretion the firm’s management should have in making decisions
that will affect costs.®! The university must also determine what it will
consider to be a ‘‘reasonable profit,”” and it must decide how much
effort it should exert to ascertain the firm’s true profits. In particular,
it will have to monitor intra-firm transfers between the fiscal entity
under its jurisdiction and the firm’s central headquarters (for various
managerial services) or supplier divisions. The problem is analogous
to the difficulties encountered by a state regulatory agency analyzing
the cost allocations made by AT & T for long distance calls, or the
prices for equipment charged operating companies by Western Elec-
tric.6?

Quality of service raises a number of problems. The agent must
devise criteria and a process for changing the quality of service (and
perhaps the price) if experience indicates that the initial quality level
chosen was inadequate (or too high). The quality criteria must be
flexible enough so that the management is not precluded from taking
advantage of bargains. (That is, the contract should not require that
only Brand X coffee be used or that pork chops be served on Monday
nights.) Yet the standard must be objective enough so that the agent
can convey the standards to the provider and monitor compliance.

The agent will find that there are substantial problems in monitor-
ing compliance. To perform the task satisfactorily, he must immerse
himself in trivia. Is there sufficient choice of breakfast cereals? Do
they run out of the main entrees too often? Are they using ‘‘choice’’
meat in the stew? The agent will have to investigate consumer com-
plaints regarding the general quality of service. He will find that it is
too expensive to monitor everything effectively and, consequently,
some noncompliance will get by, yet it is also likely that a not
insignificant amount of resources will go toward monitoring. It is not
too fanciful to suggest that the ratio of time spent quibbling over
trifles to industry value added is higher in the contract food service
industry than in the telephone industry or other regulated industries.%3

The food service example might not adequately capture the com-
plexity of the problem. Consider, therefore, a business firm purchas-
ing private line services from a telephone company.® How is the
buyer to monitor performance? The methods and criteria it adopts
would probably not differ much from those developed by the reg-

61 Of particular importance are decisions concerning the quality of service; these
will be discussed below.

62 One difference from the regulatory context is the relative ease the university has
in terminating the contract. Termination and putting a contract to bid again are costly,
but they are options which are available and, from time to time, are used. The
university also has the option of vertically integrating and providing the service itself
which many, in fact, do; it also has the option of more complete vertical disintegra-
tion—having no collective contract and relying on the market—an option which is also
sometimes taken.

63 For criticism of the emphasis regulatory agencies place on trivia, see MacAvoy
(1971), Lewis (1967), and Posner (1969).

64 See also Williamson (1976) for a discussion of some of the problems in the
context of a cable television contract.



ulators. The one substantial difference between the two cases is the
relative simplicity of this private agent’s task. He can establish per-
formance criteria in terms of the goals of members of the firm. While
these goals are not necessarily so mutually consistent as traditional
profit maximizing models assume, they are likely to be far more
homogeneous and ascertainable than the goals of the community at
large. Hence, the difficulties of determining consumer preferences (or
what consumer preferences ought to be) are greatly diminished in the
private line example. The more homogeneous preferences and clearer
feedback signals of the private arrangement might lead to the choice
of a different (and more effective) set of monitoring techniques, but at
least in their broad outlines the tasks of the public and private agent
are the same.%’

Capital poses a number of problems for regulators, both in its
measurement and in the monitoring of capital decisions (to control the
tendency to expand the rate base). The same sort of issues arise,
albeit in a somewhat different form, within long-term contracts for the
provision of services in which fixed, specialized capital must be used
(e.g., the food service contract, or a cable television agreement). If
the life of the capital does not coincide with the life of the contract,
then when the contract expires (or is prematurely terminated) it will
be necessary to determine the capital consumption—if the capital is
owned by the customers or their agent—or the ‘‘fair market value’’ of
the surviving capital—if it is owned by the provider but must (or
ought t0)® be sold back to the other party or to the new provider. In
either case the task can be a complex and expensive one to perform.
If the rate of capital consumption is variable (depending on the level
of output and maintenance effort) then the rules that the agent uses
to determine capital consumption will, in effect, determine the rela-
tive price of capital; the rules could lead to factor proportion altera-
tions not unlike the Averch-Johnson effect.®’

65 For a description of California’s system for monitoring quality of telephone
service, see Public Utilities Commission (1972). Performance standards include a
number of technical criteria—for example, the call completion rate should be at least 98
percent (pp. 13-14)—and methods for measuring complicance. While there often are
substantial economies of cost spreading which make the collective establishment and
monitoring of quality standards desirable, this does not mean that the agency should (or
does) centralize all quality decisions. Indeed, one criterion for satisfactory performance
is a rate of fewer than 6.5 customer trouble reports per 100 stations per month (pp.
12-13). Quality variations clearly are discernible in many dimensions (for example, the
choice between private and party lines) and it would generally be desirable to leave
such decisions to the customer. The extent to which quality decisions should be
delegated by the agent is an ‘‘appropriate jurisdiction’’ issue (see note 16) which, while
fascinating, is beyond the scope of this paper.

66 The contract could actually require such resale at ‘‘fair’’ prices or the fact that
the capital is worth so little to the holder without the franchise could make resale
extremely likely, although not inevitable. Williamson (1976) has a detailed discussion of
the treatment of capital in the cable television contract which includes a description of
the process for transferring equipment from the provider back to the city. See also
Macaulay’s (1966, pp. 90-91) description of termination compensation in automobile
dealership franchise contracts.

67 In the food service the capital is owned by the university and capital consump-
tion is priced by paying a fee as a percentage of gross revenue to cover rent for land,
buildings, tables, dishwashers, etc. Percentage of the gross compensation to an input of
production (which is common in a number of other contexts such as shopping center
leases) will typically lead to overuse of that input—at least according to traditional
welfare criteria. When it is realized that using the price system is not costless and that
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What should be the agent’s role in capital expenditure decisions
that arise during the life of the contract? To what extent should he
“‘duplicate’’ the supplier’s efforts in evaluating capital expenditures?
Extensive supervision is costly both in terms of the out-of-pocket
costs of monitoring and in terms of the sacrifice of the benefits of the
provider’s presumed expertise, a sacrifice which can be very great if
the knowledge gained from operating programs is a useful input in
capital decisions. On the other hand, giving the provider a relatively
free rein will induce him to recommend (or undertake) capital expen-
ditures which, if the capital ‘‘pricing’’ rules are improperly specified,
can lead to an excess of capital. Perhaps a more serious problem is
the producer’s incentive to try to influence capital decisions so as to
enhance his relative advantage in future bidding. This can take the
form of recommending equipment which takes advantage of idiosyn-
cracies of the providing firm. There is, indeed, an incentive to develop
such idiosyncracies (similar to the incentive to differentiate one’s
product) so as to increase the relative disadvantage of new bidders.

The preceding discussion should not be taken to mean that the
problems raised are insoluble. They are, indeed, resolved regularly in
a manner apparently satisfactory to the contracting parties. Whether
they are solved as well as they could be in terms of the contracting
parties’ interests and whether the solutions are also in the best in-
terest of those not party to the contract are more difficult questions.
The point is, however, that the solution ultimately agreed to will be
imperfect by the criteria of traditional welfare economics and, further,
that the imperfections will be similar to those that arise under regula-
tion. Long-term, flexible pricing contracts with cost-based, profit-
limitation features will discourage internal efficiency, discourage hard
bargaining with labor and other suppliers, encourage gold plating, and
encourage excessive capital formation. That is, the provider will have
incentives to act very much like a regulated firm. Likewise, the agent
will have incentives to act very much like a regulator, analyzing the
cost figures of the provider, determining whether the measured profits
meet the criteria laid out in the initial contract, monitoring quality and
capital decisions, and so forth.

B It is important to reiterate that we are not making a case for
regulation. This essay might more appropriately be looked upon as
“‘the case against the case against regulation.”” Many of the problems
that arise in regulated industries would arise even if the industries
were not under the jurisdiction of a regulatory agency (although the
magnitude of the problems need not be the same).%® Further, some of

there are other reasons for resorting to percentage of the gross pricing (see the
discussion of flexible pricing in Section 4), then it is no longer clear that there really is
“‘overuse.”” What we have is merely a factor proportion alteration, not necessarily a
factor proportion bias.

68 For a suggestive discussion of the difficulties involved in franchise contracts for
provision of cable television, see Williamson (1976). Of course, the alternative to
regulation need not be a publicly let franchise contract; it could simply be private
individual contracts made under the jurisdiction of the public law of contract including,
perhaps, the antitrust laws. While analysis of the impact of these bodies of law on an
unregulated natural monopoly sector is well beyond the scope of this essay, there is
reason for pessimism, or at least caution. The law of contracts has not in general been
very successful in adapting to relational exchange patterns; it has maintained its



the regulatory problems perceived by economists are largely illusory;
they are the result of stacking regulatory outcomes against irrelevant
standards generated by models which suppress the contractual com-
plexities inherent in the so-called natural monopoly sector.®®

The administered contracts approach provides a very different
perspective for examining regulatory institutions. The ‘justification’’
of regulation is seen to rest not on narrow natural monopoly (declin-
ing long-run average costs) grounds; rather it rests on the long-term
relational matters stressed here. Thus, the observed emphasis by
regulatory agencies on protection from competition, which appears
quite anomalous within the standard framework, has a plausible ex-
planation in this broader context.

Perhaps of greater importance, the administered contracts
framework opens up new areas of search for innovations in regulatory
institutions. Current research typically begins with an optimization
model and seeks innovations which will satisfy static efficiency condi-
tions within the framework of the model; peak load pricing and the
optimal fair rate of return provide examples of this genre. Our ap-
proach places a relatively greater emphasis on mechanisms for main-
taining, adjusting, and, perhaps, terminating long-term relationships.
Further, it suggests sources for institutional innovation heretofore
largely ignored by economists studying regulation. The emphasis on
rights to serve and be served raises the natural question of how, if at
all, those rights should be protected. Such a formulation suggests the
relevance of analytical tools and institutional forms responsive to
such questions as: how should X’s right to breathe clean air be
protected from Y’s productive activity which pollutes that air? Thus,
we are led to consider the efficacy of such legal instruments as
injunctions, damage rules, and other forms of protecting rights.”® A
second source of innovation is observation of the behavior of pri-
vately contracting parties. How do businessmen design, police, and
adjust their long-term relationships? Can any of the techniques that
have evolved in the private sector be fruitfully transferred to the
public sector?

The implications of this essay go beyond altering our perspective
on regulation. Economic theory generally ignores the complexity of
contractual arrangements by implicitly assuming that most exchange
takes place in the discrete transaction form. Indeed, some of the
theoretical breakthroughs of recent years (for example, time-dated
commodities and contingent markets) have taken the form of forcing
complex relationships over time into a discrete transaction mold. We

doctrinal integrity in large part by relinquishing jurisdiction (for example, to regulatory
agencies) so that it has become a law of leftovers, ‘‘general rules adequate for regulat-
ing those transactions which are either not complicated enough or numerous enough to
have stimulated the development of separate bodies of rules” (Summers, 1969, p. 567).
See also Macneil (1974) and Friedman (1965). Antitrust law presents a veritable mare’s
nest for a deregulated natural monopoly sector: multiyear contracts, termination of
customers, refusal to provide services to competitors (e.g., not permitting local tele-
phone companies to tie in with a larger telephone network), and similar issues will bring
the activities of the producers into constant conflict with the law (although many such
activities would likely be desirable). Further, it is quite probable that the judicial
remedy would take the form of a regulatory decree, in effect establishing a mini-
regulatory agency; see Posner (1970, pp. 386, 388) and Timberg (1954).

6% See the discussion of comparative institutional analysis in Demsetz (1969).

70 See generally Coase (1960) and Calabresi and Melamed (1972); for an analysis of
protection of the right to be served in this spirit, see Goldberg (1976b).
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hope that this essay has been sufficiently suggestive to encourage
theorists to explore seriously the implications of opening up the black
box of contract.
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